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HOW TO USE THIS VOLUME
NEW CHANGES
This edition contains the following significant additions:
• A revised section on compilations and reviews to reflect the new guidance and
reporting options under SSARS 8, Amendment to Statement on Standards for
Accounting and Review Services No. 1, Compilation and Review of Financial
Statements
• Internal control sections updated to reflect the guidance in Statement on Auditing
Standards (SAS) No. 94, The Effect of Information Technology on the Auditor's
Consideration of Internal Control in a Financial Statement Audit
• All reports updated to reflect the requirements of SAS No. 93, Omnibus
Statement on Auditing Standards—2000
• Improved guidance on auditor independence

•

Improved guidance on analytical procedures

•

2000/2001 Audit Risk Alerts included in the Manual

•

The State and Local Governments section has been updated for the effects of
the newly effective GASB pronouncements on nonexchange transactions
(GASB Statements No. 33 and No. 36), the revised single audit Data Collection
Form, and through SAS No. 94.

Scope of the Volume ...
This Volume, which is a reprint of the looseleaf edition, brings together for continuing reference a set of
nonauthoritative audit tools and illustrations prepared by the staff of the Accounting and Auditing Publica
tions Team of the American Institute of Certified Public Accountants.

How This Volume Is Arranged ...
The contents of this Volume are arranged as follows:

Introduction
Compilation and Review

Engagement Planning and Administration

Internal Control
Audit Approach and Programs

Working Papers
Correspondence, Confirmations & Representations
Audit Risk Alerts
Supervision, Review and Report Processing

Accountants' Reports

Quality Control
State and Local Governments

How to Use This Volume ...
The arrangement of material is indicated in the general table of contents at the front of the Volume. There
is a detailed table of contents covering the material within each major division.
AICPA Audit and Accounting Manual
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How to Use This Volume

The major divisions are subdivided into sections, each with its own section number. Each paragraph
within a section is decimally numbered. For example, AAM section 7100.01 refers to the first paragraph of
section 7100, Control of Confirmations and Correspondence. Section and paragraph numbers located on each
page are provided as corner references at the bottom of each page.
The AICPA Professional Standards is referenced by the use of the following abbreviations: AU (Auditing),
AT (Attestation Standards), AR (Accounting and Review Services), ET (Code of Professional Conduct), BL
(Bylaws), QC (Quality Control), and PR (Peer Review).
The FASB Accounting Standards Current Text is referenced in a similar manner by the use of the
abbreviation AC before the section and paragraph numbers. The Current Text contains an abridged version
of the currently effective financial and reporting standards, as amended.

Quotations of accounting standards in this Volume are derived from the original pronouncements and
may have been editorially changed in the Current Text.

Copyright © 2001, American Institute of Certified Public Accountants, Inc.
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AAM Section 1000
Introduction
This manual has not been approved, disapproved, or otherwise acted upon by any
senior technical committees of the American Institute of Certified Public Accountants
or the Financial Accounting Standards Board and has no official or authoritative status.

TABLE OF CONTENTS
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Paragraph

1100

Introduction........................................................................................................................................................01-.06

1200

How to Use the Audit and Accounting Manual ................................................................................... 0
. 1-.17
Overview..........................................................................................................................................
.01
Audits........................................................................................................................................................ 0
. 2-.06
Compilation and Review Services..................................................................................................... 0
. 7-.16
Audit Risk Alerts.............................................................................................................................
.17

[The next page is 1101.]

AICPA Audit and Accounting Manual

Contents

32

1101

Introduction

8-96

AAM Section 1100
Introduction
.01 This manual has been prepared by the staff of the American Institute of Certified Public Accountants
and issued as a nonauthoritative practice aid. The materials included in it are intended primarily as a
reference source for conducting audit, review, and compilation engagements. The objective is to provide
practitioners with the tools needed to help plan, perform, and report on their engagements. The manual is not
intended to serve as a complete or comprehensive quality control system. The materials are not intended as a
substitute for the professional judgments that must be applied by practitioners. The manual, where practi
cable, offers choices and alternatives rather than particular positions. The manual is not a substitute for the
authoritative technical literature and users are urged to refer directly to applicable authoritative pronounce
ments for the text of technical standards.

.02 Some sections of the manual include quotations from Statements on Auditing Standards and other
authoritative pronouncements. Those quotations are intended only to illustrate certain matters, not to serve
as a substitute for careful study of the relevant pronouncements. References are made throughout the manual
to the original authoritative pronouncements and to their section numbers in AICPA Professional Standards
and the FASB Accounting Standards Current Text to help users locate those authoritative pronouncements.
.03 The authors hope that the manual will be helpful to practitioners in the conduct of their audit and
accounting practice. However, no generalized material, such as that included in this manual, can be a
substitute for development and implementation by a firm of a system of quality control which is appropri
ately comprehensive and suitably designed in relation to the firm's organizational structure, its policies, and
the nature of its practice.

.04

Explanation of References:
AC =

Reference to section number in FASB Accounting Standards Current Text

APB =

AICPA Accounting Principles Board Opinion

AR =

Reference to section number in AICPA Professional Standards (vol. 2)

ARB =

AICPA Accounting Research Bulletin

AT =

Reference to section number in AICPA Professional Standards (vol. 1)

AU =

Reference to section number in AICPA Professional Standards (vol. 1)

EITF =

Emerging Issues Task Force consensus

FASBI =

FASB Interpretation

PB =

AcSEC Practice Bulletin

QC =

Reference to section number in AICPA Professional Standards (vol. 2)

SAS =

AICPA Statement on Auditing Standards

SFAS =

FASB Statement of Financial Accounting Standards

SOP =

AICPA Statement of Position

SQCS =

Statement on Quality Control Standards

SSAE =

Statement on Standards for Attestation Engagements

SSARS =

Statement on Standards for Accounting and Review Services

AICPA Audit and Accounting Manual
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.05 The manual is in looseleaf format in anticipation of updating and expansion. Changes are expected
to arise from three main sources:
(1)

Comments and suggestions from practitioners. Since this manual is a product of AICPA staff,
not of a committee of practitioners, it is particularly important that practitioners advise the staff
on any suggestions for material that could be improved or added.

(2)

Issuance of new official pronouncements.

(3)

Other additions to or deletions from the manual as a result of continued staff study.

Comments and suggestions should be addressed to:

Accounting and Auditing Publications
AICPA
Harborside Financial Center
201 Plaza III
Jersey City, NJ 07311-3881

or call Linda Delahanty at (201) 938-3416.
.06 For disclosure checklists and illustrative financial statements, obtain the AICPA looseleaf service
entitled Financial Statement Preparation Manual (FSP). The FSP includes disclosure checklists and illustrative
financial statements for the following:
Banks and Savings Institutions

Cash- and Tax-Basis Financial Statements
Common Interest Realty Associations
Construction Contractors
Corporations

Defined Benefit Pension Plans
Defined Contribution Pension Plans

Development Stage Enterprises
Health and Welfare Benefit Plans
Health Care Organizations

Investment Companies
Life Insurance Companies

Not-for-Profit Organizations

Oil and Gas Producers
Personal Financial Statements
Property and Liability Insurance Companies
Prospective Financial Statements

Real Estate Ventures

State and Local Governmental Units

AAM §1100.05

Copyright © 1996, American Institute of Certified Public Accountants, Inc.

50

Introduction

10-01

1103

To order, call the AICPA Member Satisfaction Center at (888) 777-7077, or go online at www.cpa2biz.com.

Robert Durak, Senior Technical Manager—Accounting and Auditing Publications

Mary Schantz, Vice President—Product Development

AICPA TECHNICAL HOTLINE
The Technical Hotline answers inquiries about specific
audit or accounting problems.

Call Toll Free
(888) 777-7077
This service is free to AICPA members.

[The next page is 1201.]
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1201

AAM Section 1200
How to Use the Audit and
Accounting Manual
Overview
.01 The Audit and Accounting Manual (AAM) is designed to provide practitioners with the tools needed
to help plan, perform, and report on audit, review, and compilation engagements. The AAM is not intended
to serve as a complete or comprehensive quality control system. The AAM is comprised of the following sections:

Section No.

Section Name

2000
3000
4000
5000
6000
7000
8000
9000
10,000
11,000
12,000

Compilation and Review
Engagement Planning & Administration
Internal Control
Audit Approach & Programs
Working Papers
Correspondence, Confirmations & Representations
Audit Risk Alerts
Supervision, Review & Report Processing
Accountants' Reports
Quality Control
State and Local Governments

AICPA Audit and Accounting Manual
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Audits
.02 To perform an engagement in accordance with generally accepted auditing standards (GAAS) an
auditor must comply with the General Standards, the Standards of Field Work, the Standards of Reporting,
and the Quality Control Standards.

.03 The general standards are concerned with the qualifications of the auditor and the qualitative aspect
of the work performed. They specifically address the auditor's training and proficiency, independence, and
due care in the performance of work.
.04 The standards of field work address the manner used by the auditor to perform the audit. This
standard begins with the appointment of the auditor and ends with the auditor communicating to those
responsible for the oversight of financial reporting of the entity being audited.
.05 The standards of reporting are concerned with the opinion the auditor renders on the client's financial
statements.
.06 The AAM will assist the auditor in performing an audit, in accordance with GAAS, in the following
ways:
a. The Quality Control section [AAM section 11,000] includes sample forms which can be used by a
firm to document its adherence to the AICPA requirement for a System of Quality Control for a CPA
Firm. Included in this section are forms that relate to the five elements of Quality Control:

•

Independence, Integrity, and Objectivity

•

Personnel Management

•

Acceptance and Continuance of Clients and Engagements

•

Engagement Performance

•

Monitoring

b. The Engagement Planning & Administration section [AAM section 3000] provides guidance in the
planning stage. Included in this section are various formats of audit assignment controls, engagement
letters, and a planning program.

c.

The Internal Control section [AAM section 4000] has been updated to conform to the Internal
Control—Integrated Framework, published by the Committee of Sponsoring Organizations of the
Treadway Commission (the COSO report) and the new Audit Guide Consideration of Internal Control
in a Financial Statement Audit. This section provides guidance in evaluating internal control by
utilizing checklists, questionnaires, and other generalized aids.

d. The Audit Approach & Programs section [AAM section 5000] explains how the auditor should design
audit programs as well as providing an illustrative audit program which can be used to assist the
auditor in designing an audit program for specific clients.
e.

The Working Papers section [AAM section 6000] provides the auditor with a general discussion of
the purpose of working papers.

f.

The Correspondence, Confirmations & Representations section [AAM section 7000] provides the
auditor with numerous examples of confirmations, illustrative inquiries to legal counsel, repre
sentation letters, communications with audit committees, as well as a reliance letter.

g. The Supervision, Review & Report Processing section [AAM section 9000] provides the auditor with
an overview of supervision and review procedures as well as engagement review programs for the
in-charge accountant and the partner responsible for the engagement. It also provides procedures
for processing the report.
AAM §1200.02
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h. The Accountants' Reports section [AAM section 10,000] addresses the format of the accountants'
report and numerous examples of the auditor's report.

Compilation and Review Services
.07 To perform either a review or compilation engagement in accordance with Statements on Standards
for Accounting and Review Services (SSARS), an accountant must comply with the standards promulgated
by the Accounting and Review Services Committee. There have been eight statements issued.
.08 SSARS 1, Compilation and Review of Financial Statements (AR section 100), provides guidance to
accountants concerning the standards and procedures applicable to compilation and review services for a
nonpublic entity. The statement also provides examples of standard single year reports and departures from
those reports.
.09 SSARS 2, Reporting on Comparative Financial Statements (AR section 200), establishes standards for
reporting on comparative financial statements of a nonpublic entity when one or more prior periods have
been compiled or reviewed in accordance with SSARS 1 (AR section 100).

.10 SSARS 3, Compilation Reports on Financial Statements Included in Certain Prescribed Forms (AR section
300), provides an alternative form of standard compilation report when reporting on a prescribed form calls
for a departure from generally accepted accounting principles (GAAP).

.11 SSARS 4, Communications Between Predecessor and Successor Accountants (AR section 400), provides
guidance to a successor accountant who communicates with a predecessor accountant regarding acceptance
of an engagement to compile or review financial statements of a nonpublic entity.

.12 SSARS 5 (Deleted by SSARS 7).
.13 SSARS 6, Reporting on Personal Financial Statements Included in Written Personal Financial Plans (AR
section 600), provides an exemption from SSARS 1 for personal financial plans.
.14 SSARS 7, Omnibus Statement on Standards for Accounting and Review Services—1992.

.15 SSARS 8, Amendment to Statements on Standards for Accounting and Review Services No. 1, Compilation
and Review of Financial Statements (AR section 100), provides communication and performance require
ments for unaudited financial statements submitted to a client that are not expected to be used by a third
party.
.16 The AAM will assist the accountant in performing compilation and review engagements in accord
ance with SSARS in the following ways:

a. The Engagement Planning and Administration section [AAM section 2200] provides guidance in the
planning stage. Addressed are engagement letters, changes in the level of service for the engagement,
sample acceptance form, sample information form, and sample engagement letters.

b. The Working Papers section [AAM section 2300] provides sample procedures for both compilation
and review engagements, representation letters, and checklists.

c.

The Form and Content of Financial Statements [AAM section 2400] provides guidance on the
statements, notes, supplementary information, and subsequent discovery of facts.

d. The Accountants' Reports section [AAM section 2500] includes examples of several reports for the
engagement.

e.

The Special Areas section [AAM section 2600] addresses prescribed forms and specified elements.

AICPA Audit and Accounting Manual
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.17 It is suggested that the accountant also review the following areas when performing compilation and
review engagements for additional guidance:

Correspondence, Confirmations & Representations [AAM section 7000]
Quality Control [AAM section 11,000]

Audit Risk Alerts
.18 The Audit Risk Alerts section [AAM section 8000] is intended to provide accountants with an
overview of recent economic, professional, and regulatory developments that may affect their engagements.

[The next page is 2001.]
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AAM Section 2000
Compilation and Review
This manual is a nonauthoritative practice aid and does not include extensive explanation or discussion
of authoritative pronouncements. Users of this manual are urged to refer directly to applicable
authoritative pronouncements when appropriate.

The exhibits are for illustrative purposes only. They are included as conveniences for users of this
manual who may want points of reference when preparing working papers or a report for a compilation
or review engagement.
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AAM Section 2100
Introduction
.01 Statements on Standards for Accounting and Review Services (SSARS) are issued by the American
Institute of Certified Public Accountants (AICPA) Accounting and Review Services Committee (ARSC), the
senior technical committee of the AICPA designated by its Council to issue pronouncements in connection
with unaudited financial statements and other unaudited financial information of nonpublic entities (a
complete listing of SSARS and the full text can be found in AICPA Professional Standards, volume 2, section
AR). A nonpublic entity is defined as any entity other than (a) one whose securities trade in a public market
either on a stock exchange or over the counter, (b) one that files with a regulatory agency in preparation for
the sale of any class of its securities in a public market, or (c) subsidiary, corporate joint venture, or other
entity controlled by an entity covered by (a) or (b). Thus, if an entity does not fall into either category (a), (b),
or (c) in the above definition, it is a nonpublic entity.

.02 Although SSARS applies only to engagements involving nonpublic entities, there are circum
stances when an accountant may perform a review of financial statements of a public entity under SSARS.
SSARS 7, Omnibus Statement on Standards for Accounting and Review Services—1992, paragraph 1 (AR
section 100.01), notes that when a public entity does not have its annual financial statements audited, an
accountant may review the entity's annual or interim financial statements in accordance with SSARS as
permitted by footnote 4 of Statements on Auditing Standards (SAS) No. 26, Association With Financial
Statements (AU section 504.05).
.03

ARSC has issued eight Statements on Standards for Accounting and Review Services. They are:

•

SSARS 1

Compilation and Review of Financial Statements [AR section 100] (12/78)

•

SSARS 2

Reporting on Comparative Financial Statements [AR section 200] (10/79)

•

SSARS 3

Compilation Reports on Financial Statements Included in Certain Prescribed Forms [AR
section 300] (12/81)

•

SSARS 4

Communications Between Predecessor and Successor Accountants [AR section 400] (12/81)

•

SSARS 5

(Deleted by SSARS 7)

•

SSARS 6

Reporting on Personal Financial Statements Included in Written Personal Financial Plans
[AR section 600] (9/86)

•

SSARS 7

Omnibus Statement on Standards for Accounting and Review Services—1992 (11/92)

•

SSARS 8

Amendment to Statement on Standards for Accounting and Review Services No. 1,
Compilation and Review of Financial Statements (10/00)

.04 SSARS 1 (AR section 100) defines a compilation of financial statements and a review of financial
statements. A compilation of financial statements is defined as presenting in the form of financial
statements information that is the representation of management (owners) without undertaking to
express any assurance on the statements. A review of financial statements involves performing inquiry
and analytical procedures to provide the accountant with a reasonable basis for expressing limited
assurance that there are no material modifications that should be made to the financial statements for
them to be in conformity with generally accepted accounting principles or, if applicable, with another
comprehensive basis of accounting.
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.05 SSARS 1, paragraph 4 (AR section 100.04) [in part, as amended by SSARS 7], defines a financial
statement as:

A presentation of financial data, including accompanying notes, derived from accounting
records and intended to communicate an entity's economic resources or obligations at a
point in time, or the changes therein for a period of time, in accordance with generally
accepted accounting principles1 or a comprehensive basis of accounting other than generally
accepted accounting principles.12 Financial forecasts, projections and similar presentations,3
and financial presentations included in tax returns are not financial statements for purposes
of this statement. SSARSs also gives the following specific examples of financial statements:4
a.

Balance sheet

b.

Statement of income

c.

Statement of comprehensive income

d.

Statement of retained earnings

e.

Statement of cash flows

f.

Statement of changes in owners' equity

g.

Statement of assets and liabilities (with or without owners' equity accounts)

h.

Statement of revenues and expenses

i.

Statement of financial position

j.

Statement of activities

k.

Summary of operations

l.

Statement of operations by product lines

m. Statement of cash receipts and disbursements
.06 SSARS 1, paragraphs 20 and 21, as amended by SSARS 8 (AR section 100.20 and .21) includes
guidelines regarding an accountant's communications with the client when the compiled financial state
ments are not expected to be used by a third party. SSARS 1, paragraph 4 (AR section 100.04), as amended,
defines third parties as all parties except for members of management who are knowledgeable about the
nature of the procedures applied and the basis of accounting and assumptions used in the preparation of the
financial statements.This definition by exception indicates that all parties are third parties except for certain
members of management who are knowledgeable enough about the business to put the information in the
proper context.
.07 SSARS 2 (AR section 200) establishes the standards for reporting on comparative financial statements
of a nonpublic entity when the statements of one or more periods have been compiled or reviewed under
SSARS 1 (AR section 100).
1 The definition of generally accepted accounting principles and the hierarchy of established accounting principles presented in SAS
No. 69, The Meaning of Present Fairly in Conformity With Generally Accepted Accounting Principles, as amended by SAS No. 93 (AU
section 411), is also applicable to compilations and reviews of financial statements performed under SSARSs.
2 The term comprehensive basis of accounting other than generally accepted accounting principles is defined in SAS No. 62, Special Reports,
paragraph 4 (AU section 623.04) ... reference to generally accepted accounting principles ... includes, where applicable, another
comprehensive basis of accounting ....

3 Statement on Standards for Attestation Engagements No. 10, Attestation Standards: Revision and Recodification, chapter 3, Financial
Forecasts and Projections (AT section 301) as well as the AICPA Guide for Prospective Financial Information, provide guidance on preparing
and reporting on financial forecasts, projections, and similar presentations.
4 SAS No. 62, paragraph 7 (AU section 623.07), provides guidance with respect to suitable titles for financial statements that are
prepared in conformity with a comprehensive basis of accounting other than generally accepted accounting principles.

AAM §2100.05

Copyright © 2001, American Institute of Certified Public Accountants, Inc.

50

Introduction

10-01

2103

Practice Tip
If prior-period financial statements are not presented in columnar form, they do not meet the SSARS 2
definition of comparative financial statements, and are not subject to the reporting requirements of SSARS
2. In addition, the requirements of SSARS 2 do not apply to prior-period financial statements in a
client-prepared document that are presented on separate pages from the financial statements that are
reported on by the accountant. However, the document should include an indication (generally, on the face
of the financial statements) that the accountant has not compiled or reviewed the prior-period financial
statements and assumes no responsibility for them.

.08 SSARS 3 (AR section 300) amends SSARS 1 and 2 (AR sections 100 and 200) to provide an alternative
form of compilation report when a prescribed form calls for a departure from generally accepted accounting
principles (GAAP). SSARS 3, paragraph 2 (AR section 300.02), defines a prescribed form as any preprinted
form designed or adopted by the body to which it is intended to be submitted (e.g., banks, governmental
bodies, etc.).

.09 SSARS 3 (AR section 300) does not prohibit the accountant from issuing a SSARS 1 (AR section 100)
compilation report which identifies GAAP departures in accordance with SSARS 1, paragraphs 40 through
42 (AR section 100.40-.42). A SSARS 3 report is specifically designed to provide an alternative form of
reporting when a prescribed form calls for a GAAP departure. This alternative form of reporting is available
for a compilation service only and not for a review report.
.10 SSARS 4, as amended by SSARS 7 (AR section 400), provides guidance on required as well as optional
communications between predecessor and successor accountants. SSARS 7 amended SSARS 4 (AR section
400) to require the successor accountant to request the client to communicate with the predecessor account
ant, if the successor accountant becomes aware of information that may require revision of financial
statements reported on by the predecessor accountant.
.11 SSARS 5 (Deleted by SSARS 7).

.12 SSARS 6 (AR section 600) provides an exemption from SSARS 1 (AR section 100) for personal financial
statements included in personal financial plans.

.13 Under SSARS 6 (AR section 600), an accountant may submit a written personal financial plan
containing unaudited personal financial statements to a client without issuing a report under SSARS 1 (AR
section 100), as amended, when—
a. The accountant establishes an understanding with the client that the financial statements (i) will be
used solely to assist the client and the client's advisors to develop the client's personal financial goals
and objectives and (ii) will not be used to obtain credit or for any purpose other than developing the
aforementioned goals and objectives.
b. Nothing comes to the accountant's attention during the engagement that would cause him or her to
believe that the financial statements will be used to obtain credit or for any purposes other than
developing the client's financial goals and objectives.

.1 4
by—

Examples of implementation of a personal financial plan by a client's advisers include use of the plan

•

An insurance broker who will identify specific insurance products.

•

An investment adviser who will provide specific recommendations about the investment portfolio.

•

An attorney who will draft a will or trust documents.
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.15 An accountant following the exemption under SSARS 6 (AR section 600) should issue a written report
stating that the unaudited financial statements—
a. Are designed solely to help develop the financial plan.
b. May be incomplete or contain departures from GAAP and should not be used to obtain credit or for
any purpose other than developing the plan.

c.

Have not been audited, reviewed, or compiled.

.16 SSARS 7, which is an omnibus statement—
a. Clarifies the applicability of SSARS 1 (AR section 100) by indicating that, in certain circumstances,
an accountant may perform a review of a public company under the provisions of SSARSs.
b. Eliminates the prohibition against merely typing or reproducing financial statements without
modification and defines the phrase submission of financial statements.

c.

Makes explicit that the accountant is not required to communicate to a client errors that are not
material and fraud or illegal acts that are clearly inconsequential.

d. Modifies the SSARS review report to differentiate it from the review report presented in SAS No. 71,
Interim Financial Information (AU section 722), as well as modifying the review and compilation report
to clarify that the standards referred to in the reports are Statements on Standards for Accounting
and Review Services.

e.

Requires a client representation letter when performing a review engagement under SSARS.

f.

Clarifies the accountant's reporting responsibilities in a compilation or review engagement when he
or she decides there is an uncertainty about an entity's ability to continue as a going concern.

.16 SSARS 8 (AR section 100) amends SSARS 1 (AR section 100) to provide communication and
performance requirements for unaudited financial statements submitted to a client that are not expected to
be used by a third party. Submission of financial statements is presenting to the client or third parties financial
statements that the accountant has prepared either manually or through the use of computer software.The
following two actions are necessary in order to submit financial statements—(1) prepare, either manually or
through the use of computer software, and (2) present the financial statements to a client or third party.
[SSARS 1 (AR section 100) sets forth the performance and communication requirements when an accountant
submits unaudited financial statements of a nonpublic entity to his or her client or to third parties.]

.17 SSARS 8 (AR section 100) amends SSARS 1 (AR section 100) to create a provision for management
use-only compilation engagements (when an accountant submits financial statements to a client that are not
reasonably expected to be used by a third party) indicating that he or she should document an understanding
with the entity through the use of a compilation report or a written engagement letter (AR section 100.20
and .21).

.1 8 Illustrative reports to be issued under the provisions of SSARS 1 through 8 can be found in AAM
sections 2510,2520, and 2610.

[The next page is 2201.]
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AAM Section 2200
Engagement Planning and Administration
.01 It is important to remember that when engaged to provide compilation or review services, the accountant
must comply with both Rules 201 and 202 of the AICPA's Code of Professional Conduct, General Standards and
Compliance With Standards, respectively (ET sections 201.01 and 202.01). Rule 201 requires that an AICPA member
comply with the following standards and any interpretations thereof by bodies designated by its Council:
a. Professional Competence. Undertake only those professional services that the member or the mem
ber's firm can reasonably expect to be completed with professional competence.

b.

Due Professional Care. Exercise due professional care in the performance of professional services.

c.

Planning and Supervision. Adequately plan and supervise the performance of professional services.

d. Sufficient Relevant Data. Obtain sufficient relevant data to afford a reasonable basis for conclusions
or recommendations in relation to any professional services performed.

.02 Rule 202 requires that an AICPA member who performs auditing, review, compilation, management
consulting, tax or other professional services comply with standards promulgated by bodies designated by
Council.
.03 Prior to accepting an engagement to perform a compilation or review for a prospective client, the
accountant should consider if he or she wishes to be associated with the client. Factors such as the ability of
the accountant to adequately serve the client, the fee arrangement, client integrity, etc., need to be considered.
It is often useful to complete a "Client Acceptance Form" to assist in determining whether or not to accept a
client. An illustrative client acceptance form can be found in AAM section 2200.27.

Understanding the Engagement
.04 SSARS 1, paragraph 5 (AR section 100.05), states that the accountant should establish an under
standing with the entity, preferably in writing, regarding the services to be performed. This understanding
should include a description of the nature and limitations of the services to be performed, and a description
of the report the accountant expects to render, if a report is to be issued. The understanding should also
provide (a) that the engagement cannot be relied upon to disclose errors, fraud, or illegal acts and (b) that the
accountant will inform the appropriate level of management of any material errors that come to his or her
attention. If the engagement is to compile financial statements not expected to be used by a third party, a
written communication is required. (See AR section 100.20 and .21.)

.05 SSARS 1 (AR section 100) requires that an accountant have a knowledge of the entity's business when
performing a compilation or review of its financial statements. The accountant should also possess a level
of knowledge of the accounting principles and practices in the industry in which the entity operates.

Establishing an Understanding and Using Engagement Letters
*
.06 An engagement letter provides a means of formalizing the understanding between the accountant and
the client concerning the services to be rendered. A good engagement letter helps prevent misunderstandings
When the accountant submits financial statements to a client that are not expected to be used by a third party and does not issue a
compilation report, he or she should document an understanding with the entity through the use of an engagement letter, preferably signed
by management, regarding services to be performed and limitations on the use of those financial statements. See AR section 100.20 and .21.
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between the client and the accountant as to the services to be provided, including the limitations.
The engagement letter also sets forth the responsibilities of the client, and, in most states, it becomes a
legally binding contract. There are other good reasons to obtain an engagement letter, including the
following:
•

Reduces the risk of litigation. Misunderstandings with clients regarding the nature and limitations of
the services can result in litigation with the client.

•

Avoids misunderstandings by the staff. The staff performing the work can review the engagement letter
to obtain a clear understanding of the services to be provided and the required timing of the issuance
of the report.

Overcoming Client Resistance to an Engagement Letter

.07 Presenting the engagement letter face-to-face usually is sufficient to overcome any resistance on the
part of the client.
.08 As an alternative to having the client sign an engagement letter, the accountant may consider
developing a letter of understanding and mailing it to the client as a confirmation of the oral understanding.
If an engagement letter is not obtained, the accountant should prepare a memorandum for the working
papers describing the understanding with the client.

How Often Should an Engagement Letter Be Obtained?
.09 Some firms have a policy of obtaining a new engagement letter annually. Others use an automatically
renewing (evergreen) letter that is only updated when the services to be provided change or there is a
significant change in management or ownership of the client. Another possibility is the use of a general
service agreement with separate addendums to the agreement, issued periodically, to describe the services
to be provided. If an accountant is engaged to compile or review monthly financial statements, it is not
necessary to obtain an engagement letter for each monthly report. An annual engagement letter, covering
the services performed during that period, is sufficient.

The Content of the Understanding/Engagement Letter
.10 An understanding and an engagement letter should be tailored to the engagement, after the specific
services have been agreed upon. A comprehensive engagement letter might include the following:
•

A description of the nature and limitations of the services to be performed and a description of the
report, if a report is to be issued.

•

A description of the client or entities involved.

•

The period covered by the financial statements to which the accountant's report will relate.

•

A description of the report.

•

A statement that the engagement cannot be relied upon to disclose errors, fraud, or illegal acts; and
that the accountant will inform the appropriate level of management of any material errors that come
to his or her attention and any fraud or illegal acts that come to his or her attention, unless they are
clearly inconsequential.

•

A statement that if, for any reason, the accountant is unable to complete the engagement, he or she
may decline to issue a report as a result of the engagement.

•

A statement that management will be requested to sign a representation letter.

•

A description of any other services to be performed.
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.11 If the unaudited financial statements are not expected to be used by third parties, the documentation
of understanding should include the following descriptions or statements, according to paragraph 21 of
SSARS 1, as amended by SSARS 8 (AR section 100.21):
•

The nature and limitations of the services to be performed.

•

A compilation is limited to presenting in the form of financial statements information that is the
representation of management.

•

The financial statements will not be audited or reviewed.

•

No opinion or any other form of assurance on the financial statements will be provided.

•

Management has knowledge about the nature of the procedures applied and the basis of accounting
and assumptions used in the preparation of the financial statements.

•

Acknowledgment of management's representation and agreement that the financial statements are
not to be used by third parties.

•

The engagement cannot be relied upon to disclose errors, fraud, or illegal acts.

. 12 According to paragraph 21 of SSARS 1, as amended by SSARS 8 (AR section 100.21), the documen
tation of the understanding should also address the following additional matters if applicable:
•

Material departures from GAAP or OCBOA may exist and the effects of those departures, if any, on
the financial statements may not be disclosed.

•

Substantially all disclosures (and statements of cash flows, if applicable) required by GAAP or
OCBOA may be omitted.

•

Lack of independence.

•

Refer to supplementary information.

.13 Sample engagement letters for compilation and review engagements are presented in AAM section
2200.28-.35.

Practice Tip
Be careful when using a proposal or preliminary engagement letter for a client. If the letter describes
additional services that are not finally agreed upon, it may be used in litigation as an indication of inadequate
performance by you on the engagement. You should also make sure that a final engagement letter is always
issued in such circumstances.

Using Engagement Letters to Minimize Liability to Third Parties
.14 The AICPA's task force on accountant's legal ability developed guidance on using engagement letters
to minimize liability to third parties. The task force concluded that clarifying language added to an
engagement letter may be useful in states in which the courts adhere to the privity concept of liability to third
parties. This clarifying language should identify parties that are known by the accountant to be negotiating
or contemplating a transaction with the client, and who will be obtaining a copy of the compiled or reviewed
financial statements. An example of such language is as follows:
We understand that you are negotiating with XYZ Bank for a loan in the amount of $25,000
and the purpose of our report on your financial statements is to enable you to present the
(compiled) (reviewed) financial statements to XYZ Bank. We are not aware of any other
persons, entities, or limited groups of persons or entities for whose use or benefit this report
is intended or contemplated.
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Practice Tip
You may want to consider consulting with legal counsel to get advice on the specific engagement letter
wording that may be effective for your particular state.

.15 Accountants should try to avoid issuing privity letters. However, this is not always practical,
particularly when the client's interests will be adversely affected. With this in mind, the following are some
guidelines the authors recommend for accountants who must provide a privity letter:
•

Name the third party that has informed the accountant that it intends to rely on the financial
statements.

•

Address the third party's responsibilities to undertake an investigation and due diligence review of
the financial statements and condition of the company or to retain other professionals to assist it in
that effort.

•

Do not merely acknowledge a third party's intended reliance, but identify the various ways in which
that reliance is qualified. This can be accomplished by asking the third party to provide a letter stating
that it has performed other due diligence procedures, or by stating in the privity letter that the
accountant assumes that the third party has performed due diligence procedures.

•

Acknowledge the third party's intention to rely, not the actual reliance. Make it clear that you do not
expect the third party to rely solely on your report on the financial statements as the basis for its
decision.

•

Contrast the scope of the work and level of assurance provided with the level of assurance and scope
of an audit.

•

State, as precisely as possible, the purpose of the third party's reliance. Avoid comments about the
third party's intended after-the-fact general reliance.

. 16 An accountant, contemplating use of a privity letter, should consult with legal counsel regarding its
effectiveness in minimizing legal liability in the accountant's particular state. Because legal requirements
vary from state to state, the accountant should also consult with legal counsel regarding the appropriate
content of the letter.

Change in Engagement Level of Service
. 17 An accountant who has been engaged to perform audit services with respect to financial statements
may be requested by his or her client to change the level of service to be performed. SSARS 1, paragraphs 45
through 50 (AR section 100.45-.50), addresses changing the level of service to a lower level. A request to
change the engagement to a review or a compilation may result from a change in circumstances affecting the
entity's need for an audit (review), a misunderstanding of the nature of an audit, review, or compilation, or
a restriction on the scope of the audit (review), whether imposed by the client or caused by the circumstances.

. 18 SSARS 1, paragraph 46 (AR section 100.46), states that before an accountant who was engaged to
perform an audit or a review agrees to change the engagement to a review or compilation, at least the
following factors should be considered:
a. The reason given for the client's request, particularly the implications of a restriction on the scope of
the audit (review).

b. The additional audit effort required to complete the audit (review).

c.

The estimated additional cost to complete the audit (review).
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.19 A change in circumstances affecting the entity's need for an audit (review) or a misunderstanding of
the nature of an audit, review, or compilation would normally be viewed as a reasonable basis for requesting
a change in the level of service.

.20 The accountant should consider the implications of a restriction on the scope of the audit (review)
and should evaluate the possibility that information affected by the scope restriction may be incorrect,
incomplete, or otherwise unsatisfactory. The following two circumstances would ordinarily preclude an
accountant from lowering his or her level of service—
a.

When the accountant has been engaged to audit an entity's financial statements and has been
prohibited by the client from corresponding with the entity's legal counsel, the accountant is
precluded from issuing a review or compilation report on the financial statements.

b.

For either an audit or review engagement, if the client refuses to provide the accountant with a signed
representation letter, the accountant would be precluded from issuing a review report on the financial
statements and would ordinarily be precluded from issuing a compilation report on the financial
statements.

.21 SSARS 1, paragraph 49 (AR section 100.49), states that in all circumstances, if the auditing (review)
procedures are virtually complete or the cost to complete such procedures is relatively insignificant, the
accountant should consider the propriety of accepting a change in the engagement.

.2 2 If the accountant agrees that there is reasonable justification to change the engagement and he or she
complies with the standards applicable to the changed engagement, the accountant should issue an appro
priate review or compilation report. The report should not include reference to:
a. the original engagement,
b.

any auditing or review procedures that may been performed, or

c.

scope limitations that resulted in the changed engagement.

.23 Interpretation 1 of SSARS 1, "Omission of Disclosures in Reviewed Financial Statements" (AR section
9100.01-.02), requires an accountant who undertakes to review financial statements and subsequently finds
that his client declines to include substantially all required disclosures, to include the disclosures in his review
report. If the disclosures are not known, the report should specifically identify the nature of the omitted
disclosures. However, SSARS 1, paragraph 18 (AR section 100.18), permits an accountant to compile financial
statements that omit substantially all disclosures provided the omission is not undertaken with the intent to
mislead.

.24 The issue of changing the level of an engagement to a higher level of service is not specifically
addressed in SSARS 1 (AR section 100). It is generally agreed that a change to a higher level of service is
acceptable. In such circumstances, the accountant should be certain that it is possible to comply with the
applicable standards for the revised level of service. It is also wise to revise the accountant's understanding
with the client of the changed engagement, preferably by amending the engagement letter.

Predecessor and Successor Accountant
.25 SSARS 4, as amended by SSARS 7 (AR section 400), provides guidance to a successor accountant who
decides to communicate with a predecessor accountant regarding acceptance of a compilation or review
engagement. This statement requires the predecessor accountant to respond promptly and fully in the event
of such communications.
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.26 It also requires that a successor accountant who becomes aware of information that leads him or her
to believe the financial statements reported on by the predecessor accountant may require revision to request
that the client communicate this information to the predecessor accountant.

.27 The inquiries of the successor accountant will normally include questions concerning: (1) information
that might bear on the integrity of management (owners); (2) disagreements with management (owners)
about accounting principles or the necessity of performing certain procedures; (3) the cooperation of
management in providing additional or revised information, when necessary; and (4) the predecessor's
understanding of the reasons for the change of accountants.
.28 The predecessor accountant is expected to respond both promptly and fully to requests of the type
cited above. Valid business reasons (e.g., unpaid fees) may preclude the predecessor from responding to the
inquiries of the successor. The predecessor may also decide, due to unusual circumstances such as impending
litigation, not to respond fully to the successor. In such an instance, the predecessor should indicate that the
response is limited and the successor should consider both the reasons for and implications of such a response
in deciding whether to undertake the engagement.
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Client Acceptance and Continuance Form—Part I
Client: _________________________________________________________________________________________
Financial Statement Date:_______________________________________________________________________

INSTRUCTIONS:
Part I: This form should be completed for all prospective clients for which audit, review, or compilation
services are to be performed. The date on the form should be completed by the in-charge of the engagement
and approved by the engagement partner as a basis for initially accepting the client. Part I should be updated
and reviewed annually as a basis for deciding to retain the client.

Part II: Part II should be completed by the engagement partner and concurring partner to document the
firm's decision to either accept or reject the client.

CLIENT'S LEGAL NAME:

ADDRESS:

PHONE:

FEDERAL I.D. NO.:

FISCAL YEAR END:

STATE I.D. NO.:

1. Describe the nature of the client's business (and locations, if other than above address):

2.

Identify the type of entity (e.g., corporation, proprietorship, partnership, or S corporation):
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Client Acceptance and Continuance Form—Part I (continued)
3.

List key owners, officers, and directors of the client:

Percentage
Owned

Name

Position

Family
Relationship

4. Identify any related businesses or individuals:

Name

5.

Nature of Relationship

Identify the client's predecessor accountants:

Name:
Address:

Contact Person:
6.

Indicate the results of our inquiries of the predecessor accountants regarding the following:
a.

Reasons for change of accountant: _________________________________________________________

b.

Integrity of management: ____________ _____________________________________________________

c.

Disagreements on accounting principles and auditing, review, or compilation procedures:

d.

Fee disputes: ______________________________________________________________________________

(continued)
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Client Acceptance and Continuance Form—Part I (continued)
7. Describe the client's relationship with financial institutions:

Type of A/C's
or Loans

Name

Account Executive

8. Describe the services our firm is to provide: ____________________________________________________

How Often?
Service

Monthly

Quarterly

Annually

Report
Deadlines

Other Services:
Consulting services: ______________________________________________________________
Federal tax returns:_______________________________________________________________

State tax returns: _________________________________________________________________
Payroll tax returns: _______________________________________________________________

Tax returns for principal owners:__________________________________________________

9. Will the financial statements and reports be used for high-risk purposes, for example, reports to regulatory
agencies, to obtain significant amounts of new credit, to obtain performance bonding, or for purchase
of the business?____________________________________________________________________________
Describe the use of the financial statements:
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Client Acceptance and Continuance Form—Part I (continued)
10.

11.

12.

Read the latest financial statements and tax returns and indicate any unusual items:

Does the client have potential going-concern problems?
If so, describe them:

Describe the client's major sources of financing:

13.

State name(s) of third parties contacted concerning management's and owners' reputation, attitude,
ability, and integrity:

14.

Describe any significant engagement performance, accounting, or tax problems with which we
should be concerned:

(continued)
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Client Acceptance and Continuance Form—Part I (continued)
15.

Identify the client's legal counsel:

Name:

Address:
Contact Person:
16.

Describe any pending litigation against the client or its principals:

17.

Describe the billing arrangements:

18.

Describe any potential independence problems with respect to the client:

19.

Describe any major changes in the above information since our last evaluation of this client. Also
describe any other matters that have come to our attention that would have caused us to reject the client
had we been aware of them at the time of our initial acceptance of this client:

20

20

20

20

20

Prepared or updated by:
In-Charge

Reviewed by:
Engagement Partner
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Client Acceptance and Continuance Form—Part II
Client: __________________________________________________________________________________________
Financial Statement Date: _____________________________________________________________________

Yes

No

□

□
□
□
□

1.

Is there any reason to doubt the integrity of management (owners)?

2.

Are we aware of any significant disagreements between management (owners) and the
predecessor accountant?

3.

Does there appear to be any potential fee collection problems?

4.

Are the client's needs beyond our capabilities or staffing abilities?

□
□
□

5.

Are we aware of any independence problems that may affect our ability to meet the
client's needs?

□

□

6.

Are there high-risk factors related to the engagement that may affect our decision to
accept the client?

□

□

7.

Is there a potential problem with management (owners) not fully understanding the
limitations of the services to be provided (for example, management's expectation that
we will be responsible for the detection of fraud)?

□

□

Is the required staffing or expertise necessary for this engagement beyond our
capabilities?

□

□

8.

For any "Yes" answers, explain how we plan to mitigate the problem (for example, by assigning more
experienced personnel to the engagement, obtaining outside consultants, obtaining a retainer from the client,
etc.):

Acceptance Decision:

Yes No
Engagement Partner:

Date:

Concurring Partner:

Date:
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.30 Illustrative Engagement Letter for a Compilation

BAILEY AND POTTER, P.S.

Certified Public Accountants

[Date]
Mr. Thaddeus Gowers, President
Gowers' Drug Stores
1 Main Street
Bedford Falls, New Hampshire 00000

Dear Mr. Gowers:
This will confirm our understanding of the terms and objectives of our engagement and the nature and
limitations of the services we will provide:
We will perform the following services:

1.

We will compile, from information you provide, the annual and interim balance sheets and related
statements of income, retained earnings and cash flows of Gowers' Drug Stores for the year 20XX. We
will not audit or review such financial statements. Our report on the annual financial statements of
Gowers' Drug Stores is presently expected to read as follows:
We have compiled the accompanying balance sheet of Gowers' Drug Stores as of December
31,20XX, and the related statements of income, retained earnings and cash flows for the year
then ended, in accordance with Statements on Standards for Accounting and Review
Services issued by the American Institute of Certified Public Accountants.

A compilation is limited to presenting in the form of financial statements information that
is the representation of management (owners). We have not audited or reviewed the
accompanying financial statements and, accordingly, do not express an opinion or any other
form of assurance on them.
Our report on your interim financial statements, which statements will omit substantially all disclosures,
will include an additional paragraph that will read as follows:
Management has elected to omit substantially all of the disclosures required by generally
accepted accounting principles. If the omitted disclosures were included in the financial
statements, they might influence the user's conclusions about the company's financial
position, results of operations, and cash flows. Accordingly, these financial statements are
not designed for those who are not informed about such matters.

If, for any reason, we are unable to complete the compilation of your financial statements, we will not
issue a report on such statements as a result of this engagement.
2.

We will assist your bookkeeper in adjusting the books of account so that he (she) will be able to prepare
a working trial balance from which financial statements can be compiled. Your bookkeeper will provide
us with a detailed trial balance and any supporting schedules we require.

3.

We will also prepare the federal and state [identify states] income tax returns for Gowers' Drug Stores for
the fiscal year ended December 31,20XX.

Our engagement cannot be relied upon to disclose errors, fraud, or illegal acts that may exist. However, we
will inform the appropriate level of management of any material errors that come to our attention and any
fraud or illegal acts that come to our attention, unless they are clearly inconsequential.
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Our fees for these services will be billed as work progresses and are based on the amount of time required
plus out-of-pocket expenses. Invoices are payable upon presentation. We will notify you immediately of any
circumstances we encounter that could significantly affect our initial estimate of total fees, which will range
from $X,XXX to $X,XXX.

We shall be pleased to discuss this letter with you at any time.

If the foregoing is in accordance with your understanding, please sign the copy of this letter in the space
provided and return it to us.
*
We appreciate the opportunity to serve you and trust that our association will be a long and pleasant one.

Sincerely yours,

[Signature of Accountant]
Acknowledged:

Gowers' Drug Stores
[President]

[Date]
[Source: Paragraph 55 of SSARS 1, as amended (AR section 100.55).]

* Some accountants prefer not to obtain an acknowledgment, in which case their letter would omit the paragraph beginning "If the
foregoing..."
and the spaces for the acknowledgment. The first paragraph of their letter might begin as follows: "This letter sets forth
our understanding of the terms and objectives of our engagement. .."
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Illustrative Engagement Letter for a Compilation of Financial Statements Not Intended for Third
Party Use

Mr. Thaddeus Gowers, President
Gowers' Drug Stores
1 Main Street
Bedford Falls, New Hampshire 00000
Dear Mr. Gowers:

This letter is to confirm our understanding of the terms and objectives of our engagement and the nature
and limitations of the services we will provide.
We will perform the following services:

1.

We will compile, from information you provide, the [monthly, quarterly, or other frequency] financial
statements of Gowers' Drug Stores for the year 20XX. A compilation is limited to presenting in the form
of financial statements information that is the representation of management. We will not audit or review
the financial statements and, accordingly, will not express an opinion or any other form of assurance on
them. The financial statements will not be accompanied by a report.

Based upon our discussions with you, these statements are for management's use only and are not intended
for third-party use.

Material departures from generally accepted accounting principles (GAAP) or other comprehensive basis of
accounting (OCBOA) may exist and the effects of those departures, if any, on the financial statements may
not be disclosed. In addition substantially all disclosures required by GAAP or OCBOA may be omitted.
(The accountant may wish to identify known departures.) Notwithstanding these limitations, you represent
that you have knowledge about the nature of the procedures applied and the basis of accounting and
assumptions used in the preparation of the financial statements that allows you to place the financial
information in the proper context. Further, you represent and agree that the use of the financial statements
will be limited to members of management with similar knowledge.
The financial statements are intended solely for the information and use of [include list of specified members of
management] and are not intended to be and should not be used by any other party—[optional].

2.

We will also [discussion of other services—optional].

Our engagement cannot be relied upon to disclose errors, fraud, or illegal acts that may exist. However, we
will inform the appropriate level of management of any material errors that come to our attention and any
fraud or illegal acts that come to our attention, unless clearly inconsequential.
We are not independent with respect to [name of entity—if applicable].

The other data accompanying the financial statements are presented only for supplementary analysis
purposes and will be compiled from information that is the representation of management, without audit
or review, and we do not express an opinion or any other form of assurance on such data—[if applicable].
In view of the limitations described above, you agree not to take or assist in any action seeking to hold us
liable for damages due to any deficiency in the financial statements we prepare and you agree to hold us
harmless from any liability and related legal costs arising from any third-party use of the financial statements
in contravention of the terms of this agreement. [optional]
Our fees for these services [fill in].

Should you require financial statements for third-party use, we would be pleased to discuss with you the
requested level of service. Such engagement would be considered separate and not deemed to be part of the
services described in this engagement letter.
AICPA Audit and Accounting Manual
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If the foregoing is in accordance with your understanding, please sign the copy of this letter in the space
provided and return it to us.
*

Sincerely yours,
[Signature of Accountant]

Accepted and agreed to:

Gowers' Drug Stores
Title

Date
[Source: Paragraph 56 of SSARS 1, as amended (AR section 100.56).]

* Some accountants prefer not to obtain an acknowledgment, in which case their letter would omit the paragraph beginning, "If the
foregoing ..." and the spaces for the acknowledgment. The first paragraph of their letter might begin as follows: "This letter sets forth
our understanding of the terms and objectives of our engagement.... "

AAM §2200.31

Copyright © 2001, American Institute of Certified Public Accountants, Inc.

50

2217

Engagement Planning and Administration

10-01

.32 Illustrative Engagement Letter for a Review
VASHON, VASHON & COMPANY

Certified Public Accountants

[Date]

Mr. Daniel Williams
Island Security
50 Main Street
Honolulu, Hawaii 00000
Dear Mr. Williams:
This will confirm our understanding of the terms and objectives of our engagement and the nature and
limitations of the services we will provide:
We will perform the following services:
1.

We will review the balance sheet of Island Security as of December 31,20XX, and the related statements of
income, retained earnings, and cash flows for the year then ended, in accordance with Statements on
Standards for Accounting and Review Services issued by the American Institute of Certified Public Account
ants. Our review will consist primarily of inquiries of company personnel and analytical procedures applied
to financial data and we will require a representation letter from management. A review does not contemplate
obtaining an understanding of internal control or assessing control risk, tests of accounting records and
responses to inquiries by obtaining corroborating evidential matter, and certain other procedures ordinarily
performed during an audit. Thus, a review does not provide assurance that we will become aware of all
significant matters that would be disclosed in an audit. Our engagement cannot be relied upon to disclose
errors, fraud, or illegal acts that may exist. However, we will inform that appropriate level of management
of any material errors that come to our attention and any fraud or illegal acts that come to our attention,
unless they are clearly inconsequential. We will not perform an audit of such financial statements, the
objective of which is the expression of an opinion regarding the financial statements taken as a whole, and,
accordingly, we will not express such an opinion on them.

Our report on the financial statements is presently expected to read as follows:

We have reviewed the accompanying balance sheet of Island Security as of December 31,20XX,
and the related statements of income, retained earnings, and cash flows for the year then ended,
in accordance with Statements on Standards for Accounting and Review Services issued by the
American Institute of Certified Public Accountants. All information included in these financial
statements is the representation of the management of Island Security.

A review consists principally of inquiries of company personnel and analytical procedures
applied to financial data. It is substantially less in scope than an audit in accordance with
generally accepted auditing standards, the objective of which is the expression of an opinion
regarding the financial statements taken as a whole. Accordingly we do not express such an
opinion.
Based on our review, we are not aware of any material modifications that should be made
to the accompanying financial statements in order for them to be in conformity with
generally accepted accounting principles.

If, for any reason, we are unable to complete our review of your financial statements, we will not issue a
report on such statements as a result of this engagement.
2.

We will provide your chief accountant with such consultation on accounting matters as may be required
in adjusting and closing the books of account and in drafting financial statements for our review. Your
chief accountant also will provide us with a detailed trial balance and any supporting schedules we
require.
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We will also prepare the federal and state [identify states] income tax returns for Island Security for the
fiscal year ended [date].

Our fees for these services will be billed as work progresses and are based on the amount of time required
plus out-of-pocket expenses. Invoices are payable upon presentation. We will notify you immediately of any
circumstances we encounter that could significantly affect our initial estimate of total fees, which will range
from $X,XXX to $X,XXX.

We shall be pleased to discuss this letter with you at any time and appreciate the opportunity to serve you
and trust that our association will be a long and pleasant one.
If the foregoing is in accordance with your understanding, please sign the copy of this letter in the space
provided and return it to us.

Sincerely yours,
[Signature of Accountant]
Acknowledged:

Island Security

[President]

[Date]
[Source: Paragraph 57 of SSARS 1, as amended (AR section 100.57).]
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Illustrative Engagement Letter for Compilation of Personal Financial Statements

Certified Public Accountants

LONGSTREET, JACKSON & HILL
[Date]

Mr. John Henry
643 Chisum Road
Lincoln, New Mexico 00000
Dear Mr. Henry:

This will confirm our understanding of the terms and objectives of our engagement and the nature and
limitations of the services we will provide:

We will perform the following service(s):
1.

We will compile, from information you provide, the statement of financial condition of Mr. John Henry
as of [date], and the related statement of changes in net worth for the [period] then ended, in accordance
with Statements on Standards for Accounting and Review Services issued by the American Institute of
Certified Public Accountants. We will not audit or review such financial statements. Our report on the
financial statements is presently expected to read as follows:
[Standard Compilation Report]

If, for any reason, we are unable to complete our compilation of your financial statements, we will not
issue a report on such statements as a result of this engagement.

2.

We will also [discussion of other services, if any].

Our engagement cannot be relied upon to disclose errors, fraud, or illegal acts that may exist. However, we
will inform you of any material errors that come to our attention and any fraud or illegal acts that come to
our attention, unless they are clearly inconsequential.
Our fees for these services [specify fees or terms].

We shall be pleased to discuss this letter with you at any time.

If the foregoing is in accordance with your understanding, please sign the copy of this letter in the space
provided and return it to us.
Sincerely yours,

[Signature of Accountant]
Acknowledged:

[Date]

[Source: AICPA Personal Financial Statements Guide, appendix A.]
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Illustrative Engagement Letter for Compilation of Personal Financial Statements Not Intended
for Third Party Use

Mr. John Henry
643 Chisum Road
Lincoln, New Mexico 00000

Dear Mr. Henry:
This letter is to confirm our understanding of the terms and objectives of our engagement and the nature
and limitations of the services we will provide.

We will perform the following services:
1.

We will compile, from information you provide, the statement of financial condition of Mr. John Henry
as of [date], and the related statement of changes in net worth for the [period] then ended. A compilation
is limited to presenting in the form of financial statements information that is the representation of the
individuals whose financial statements are presented. We will not audit or review the financial state
ments and, accordingly, will not express an opinion or any other form of assurance on them. The financial
statements will not be accompanied by a report.

Based upon our discussions with you, these statements are for your use only and are not intended for
third-party use.

Material departures from generally accepted accounting principles (GAAP) or other comprehensive basis of
accounting (OCBOA) may exist and the effects of those departures, if any, on the financial statements may
not be disclosed. In addition substantially all disclosures required by GAAP or OCBOA may be omitted.
[The accountant may wish to identify known departures.] Notwithstanding these limitations, you represent
that you have knowledge about the nature of the procedures applied and the basis of accounting and
assumptions used in the preparation of the financial statements that allows you to place the financial
information in the proper context. Further, you represent and agree that the use of the financial statements
will be limited to the individuals whose financial statements are presented.
The financial statements are intended solely for the information and use of the individuals whose financial
statements are presented and are not intended to be and should not be used by any other party—
[optional].
2.

We will also [discussion of other services—optional].

Our engagement cannot be relied upon to disclose errors, fraud, or illegal acts that may exist. However, we
will inform you of any material errors that come to our attention and any fraud or illegal acts that come to
our attention, unless clearly inconsequential.

We are not independent with respect to [name of entity—if applicable].

The other data accompanying the financial statements are presented only for supplementary analysis
purposes and will be compiled from information that is your representation, without audit or review, and
we do not express an opinion or any other form of assurance on such data—[if applicable].
In view of the limitations described above, you agree not to take or assist in any action seeking to hold us
liable for damages due to any deficiency in the financial statements we prepare and you agree to hold us
harmless from any liability and related legal costs arising from any third-party use of the financial statements
in contravention of the terms of this agreement. [optional]

Our fees for these services [fill in].
AAM §2200.34
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Should you require financial statements for third-party use, we would be pleased to discuss with you the
requested level of service. Such engagement would be considered separate and not deemed to be part of the
services described in this engagement letter.
If the foregoing is in accordance with your understanding, please sign the copy of this letter in the space
provided and return it to us.1

Sincerely yours,

[Signature of accountant]
Accepted and agreed to:
(Date)
[Source: AICPA Personal Financial Statements Guide, appendix A.]

1 Some accountants prefer not to obtain an acknowledgement, in which case their letter would omit the paragraph beginning, "If the
foregoing ..." and the spaces for the acknowledgement. The first paragraph of their letter might begin as follows: "This letter sets forth
our understanding of the terms and objectives of our engagement..."
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Illustrative Engagement Letter for Review of Personal Financial Statements

Mr. John Henry
643 Chisum Road
Lincoln, New Mexico 00000
Dear Mr. Henry:

This letter is to confirm our understanding of the terms and objectives of our engagement and the nature
and limitations of the services we will provide.
We will perform the following service(s):

1.

We will review the statement of financial condition of Mr. John Henry as of [date], and the related
statement of changes in net worth for the [period] then ended, in accordance with Statements on Standards
for Accounting and Review Services issued by the American Institute of Certified Public Accountants.
Our review will consist primarily of inquiries and analytical procedures applied to financial data and
we will require a representation letter from you. A review does not contemplate obtaining an under
standing of internal control or assessing control risk, tests of accounting records and responses to
inquiries by obtaining corroborating evidential matter, and certain other procedures ordinarily per
formed during an audit. Thus, a review does not provide assurance that we will become aware of all
significant matters that would be disclosed in an audit. Our engagement cannot be relied upon to disclose
errors, fraud, or illegal acts that may exist. However, we will inform you of any material errors that come
to our attention and any fraud or illegal acts that come to our attention, unless they are clearly
inconsequential. We will not perform an audit of such financial statements, the objective of which is the
expression of an opinion regarding the financial statements taken as a whole, and, accordingly, we will
not express such an opinion on them.

Our report on the financial statements is presently expected to read as follows:

[Standard Review Report]

If, for any reason, we are unable to complete our review of your financial statements, we will not issue a
report on such statements as a result of this engagement.
2.

We will also [discussion of other services, if any].

Our fees for these services [specify fees or terms].

We shall be pleased to discuss this letter with you at any time.
If the foregoing is in accordance with your understanding, please sign the copy of this letter in the space
provided and return it to us.

Sincerely yours,
[Signature of accountant]

Acknowledged:

(Date)

[Source: AICPA Personal Financial Statements Guide, appendix A.]

[The next page is 2301.]
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AAM Section 2300
Working Papers
Compilation Engagements
.01 SSARS 1 (AR section 100) does not address workpaper documentation for a compilation engagement.
However, many accountants prefer compilation workpapers that include all necessary documentation to
verify that compilation procedures were performed. In determining what workpapers the accountant will
need, he or she should consider any peer review requirements that the firm will need to meet. AAM section
11,000 offers a discussion on compliance with the AICPA's quality control standards.

Compilation Procedures
.02 The following items are generally documented in a CPA's compilation workpapers:
•

Documentation of the accountant's knowledge of the client's business and the accounting principles
and practices of the industry in which the entity operates

•

Documentation of the understanding with the client concerning the services to be rendered, usually in
the form of an engagement letter. When an accountant submits unaudited financial statements to his or
her client that are not expected to be used by a third party and does not issue a compilation report, he or
she should document an understanding with the entity through the use of an engagement letter.

•

Documentation that the accountant has read the compiled financial statements

•

Support for a change in the level of service performed, if necessary

•

Working trial balance

•

Reasons for omitting substantially all disclosures

•

Documentation of discussions of unusual items

Compilation Checklists
.03 Procedural checklists can serve as means of documenting in the workpapers that all the necessary
procedures have been performed. When completing a procedural checklist, the accountant should refer to
the specific workpaper documenting completion of the checklist step. An illustrative procedural checklist
for a compilation can be found in AAM section 2300.13.

Review Engagements
.04 As noted in AAM section 2100, a review of financial statements involves performing inquiry and
analytical procedures. SSARS 1, paragraph 32 (AR section 100.32), discusses workpaper documentation for
review engagements. SSARS 1 (AR section 100) does not specify the form or content of the working papers
in connection with a review engagement, but paragraph 32 does state that the working papers should
describe the following:

a.

The matters covered in the accountant's inquiry and analytical procedures

b.

Unusual matters that the accountant considered during the performance of the review, including
their disposition

AICPA Audit and Accounting Manual

AAM §2300.04

2302

Compilation and Review

50

10-01

Review Procedures—Inquiry
.05 SSARS 1, paragraph 28 (AR section 100.28), states that the accountant's inquiries should generally
consist of the following:

a. Inquiries concerning the entity's accounting principles and practices and the methods followed in
applying them.

b. Inquiries concerning the entity's procedures for recording, classifying, and summarizing transac
tions, and accumulating information for disclosure in the financial statements.

c. Inquiries concerning actions taken at meetings of stockholders, board of directors, committies of the
board of directors, or comparable meetings that may affect the financial statements.

d. Inquiries of persons having responsibility for financial and accounting matters concerning (1)
whether the financial statements have been prepared in conformity with generally accepted accounting
principles consistently applied, (2) changes in the entity's business activities or accounting principles and
practices, (3) matters as to which questions have arisen in the course of applying the foregoing procedures,
and (4) events subsequent to the date of the financial statements that would have a material effect on the
financial statements.
.06 SSARS 1, Appendix B (AR section 100.54), contains illustrative inquiries in connection with a review
engagement. These illustrative inquiries appear in AAM section 2300.14. These inquiries do not necessarily
apply to all engagements, nor are they meant to be all-inclusive.

Review Procedures—Analytical
.07 SSARS 1, paragraph 28c (AR section 100.28c), states that analytical procedures consist of the following:
a. Comparison of the financial statements with statements for a comparable prior period(s)
b.

Comparison of the financial statements with anticipated results, if available

c. Study of the relationship of the elements of the financial statements that would be expected to
conform to a predictable pattern based on the entity's experience
.08 Three common forms of analytical procedures are ratio analysis, trend analysis, and test for reason
ableness of data. Once the accountant performs his analytical procedures, he or she must evaluate the results,
usually against past historical results or industry averages. Illustrative analytical procedures workpapers
can be found in AAM section 2300.15 and .16.

SSARS 1, paragraph 28 (AR section 100.28), also suggests that the following review procedures be
performed:
.09

a. Reading the financial statements to consider, on the basis of information coming to the accountant's
attention, whether the financial statements appear to conform with generally accepted accounting
principles
b. Obtaining reports from other accountants, if any, who have been engaged to audit or review the
financial statements of significant components of the reporting entity, its subsidiaries, and other
investees
.1

•

0

The following items are usually included in the workpapers for a review engagement:

Documentation of the accountant's knowledge of the client's business and the accounting principles
and practices of the industry in which it operates

AAM §2300.05

Copyright © 2001, American Institute of Certified Public Accountants, Inc.

50

10-01

Working Papers

2303

•

An engagement letter

•

Support for a change in the level of service, if any

•

Documentation of all inquiries and respective responses

•

Documentation of all analytical procedures

•

A representation letter

•

Documentation of discussions of unusual matters

•

Copies of reports of other accountants who have performed services with respect to a subsidiary or
other significant investee

Representation Letters
. 11 SSARS 7 amended SSARS 1 to require representation letters in all review engagements performed
under SSARS. An illustrative representation letter for a review engagement can be found in AAM sections
2300.17 and 7400.02.

Review Checklists
. 12 In the same way that procedural checklists are suggested for compilation engagements, it is wise to
prepare such a checklist for a review engagement. An illustrative procedural checklist for a review engage
ment can be found in AAM section 2300.20.

AICPA Audit and Accounting Manual

AAM §2300.12

2304
.13

Compilation and Review

50

10-01

Short-Form Checklist for a Compilation Engagement

[NOTE: If the compiled financial statements are not expected to be used by a third party, then you may have
to delete or modify some of the steps in the checklist.]

AR
Ref.*
1.

Initials

Obtain an engagement letter or document an understanding of the engagement
in a memorandum. (See section 3175.09 for a sample engagement memoran
dum.) When an accountant submits unaudited financial statements to his or her
client that are not expected to be used by a third party and does not issue a
compilation report, he or she should document an understanding with the entity
through the use of an engagement letter, preferably signed by management,
regarding the services to be performed and the limitations on the use of those
financial statements.
.05,
.20-.21

2. Acquire the necessary knowledge of client's industry accounting principles and
practices.

.07

_________

3. Acquire a general understanding of the client's business transactions, the form
of the accounting records, the stated qualifications of the accounting personnel,
the accounting basis used, and the form and content of the financial statements.
(it is not necessary to make inquiries or perform other procedures unless the
information supplied is questionable.)

.08-.09

_________

4. Read the financial statements and determine if they are appropriate in form and
free from obvious material error.

.10

_________

Consider whether all disclosures required by generally accepted accounting
principles (GAAP) or an acceptable comprehensive basis of accounting are
provided. If they are not, go to step 6. If they are, go to step 7.

.16

_________

5.

6. If substantially all disclosures required by GAAP or an other comprehensive
basis of accounting are omitted, indicate this in a separate paragraph in your
report; if a comprehensive basis of accounting other than GAAP is used, disclose
this basis either in the financial statements or in your report. If the statement of
cash flows is also omitted in GAAP statements, modify the scope paragraph and
disclosure deficiency paragraph accordingly. If most, but not all, disclosures are
omitted, notes to the financial statements should be labeled "Selected
Information—Substantially All Disclosures Required by Generally Accepted
Accounting Principles Are Not Included."

.16-.18

Consider whether the financial statements contain measurement departures
from GAAP or other comprehensive basis of accounting. If they do, go to step
9. If they do not, go to step 10.

.40

_________

8.

For compiled financial statements not expected to be used by third parties,
include a reference on each page of the financial statements restricting their use,
such as, "Restricted for Management's Use Only."

.22

_________

9.

Get client to revise the financial statements. Failing that, consider modifying
your report by adding a separate paragraph or paragraphs. If the impact of the
departure has been determined by management or is known by you, disclose
the dollar effects in your report. (However, uncertainties and inconsistencies are
not measurement departures if they are properly disclosed. See step 5.)
Withdraw from the engagement if the GAAP departures are designed to mislead
statement users.

.40-.41

_________

7.

10. Determine whether the firm is independent. If the firm is not, go to step 11. If the
firm is, go to step 12.

.19

The abbreviation "AR Ref." in this checklist means AR section 100. All references in this checklist are to paragraphs in AR section 100.
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11. If the firm is not independent, add a separate paragraph to your report, or, in the
case of financial statements not intended for third party use, to the engagement
letter: "I am (we are) not independent with respect to XYZ Company."
.19
12. If the financial statements are accompanied by information presented for
supplementary analysis purposes, include such other data in the compilation
report.
.44
13. Mark each page of the financial statements, including any supplemental data,
"See accountant's compilation report."
.13

14. Date your report using the date the compilation was completed.

.12

15. Issue the financial statements and related compilation report.

.11

16. If subsequent to the date of the report, facts that would possibly cause the
financial statements to be misleading are discovered (and were in existence at
the report date), consult SAS No. 1, section 561 (AU section 561), Interpretation
No. 4 of SSARS No. 1 (AR section 9100.13-.15), and your attorney.
.43

Completed by
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a.

Compilation and Review

General
(1)

What are the procedures for recording, classifying, and summarizing transactions (relates to each
section discussed below)?

(2)

Do the general ledger control accounts agree with subsidiary records (for example, receivables,
inventories, investments, property and equipment, accounts payable, accrued expenses, non-cur
rent liabilities)?

(2)

d.

Have bank balances been reconciled with book balances?
Have old or unusual reconciling items between bank balances and book balances been reviewed
and adjustments made where necessary?

(3)

Has a proper cutoff of cash transactions been made?

(4)

Are there any restrictions on the availability of cash balances?

(5)

Have cash funds been counted and reconciled with control accounts?

Receivables
(1)

Has an adequate allowance been made for doubtful accounts?

(2)

Have receivables considered uncollectible been written off?

(3)

If appropriate, has interest been reflected?

(4)

Has a proper cutoff of sales transactions been made?

(5)

Are there any receivables from employees and related parties?

(6)

Are any receivables pledged, discounted, or factored?

(7)

Have receivables been properly classified between current and noncurrent?

Inventories
(1)

Have inventories been physically counted? If not, how have inventories been determined?

(2)

Have general ledger control accounts been adjusted to agree with physical inventories?

(3)

e.

Have accounting principles been applied on a consistent basis?

Cash

(1)

c.

10-01

Review of Financial Statements—Illustrative Inquiries

(3)
b.

50

If physical inventories are taken at a date other than the balance sheet date, what procedures
were used to record changes in inventory between the date of the physical inventory and the
balance sheet date?

(4)

Were consignments in or out considered in taking physical inventories?

(5)

What is the basis of valuation?

(6)

Does inventory cost include material, labor, and overhead where applicable?

(7)

Have write-downs for obsolescence or cost in excess of net realizable value been made?

(8)

Have proper cutoffs of purchases, goods in transit, and returned goods been made?

(9)

Are there any inventory encumbrances?

Prepaid Expenses
(1)

What is the nature of the amounts included in prepaid expenses?

(2)

How are these amounts amortized?

AAM §2300.14
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f.

Investment, Including Loans, Mortgages, and Intercorporate Investments
(1)

Have gains and losses on disposal been reflected?

(2)

Has investment income been reflected?

(3)

g.

Have consolidation or equity accounting requirements been considered?

(5)

What is the basis of valuation of marketable equity securities?

(6)

Are investments unencumbered?

Property and Equipment

(2)

(4)

Are property and equipment stated at cost?

(5)

What are the depreciation methods and rates? Are they appropriate and consistent?

(6)

Are there any unrecorded additions, retirements, abandonments, sales, or trade-ins?

(7)

Does the entity have material lease agreements? Have they been properly reflected?

(8)

Is any property or equipment mortgaged or otherwise encumbered?

Other Assets
What is the nature of the amounts included in other assets?
Do these assets represent costs that will benefit future periods? What is the amortization policy?
Is it appropriate?

(3)

Have other assets been properly classified between current and noncurrent?

(4)

Are any of these assets mortgaged or otherwise encumbered?

Accounts and Notes Payable and Accrued Liabilities

(1)

Have all significant payables been reflected?

(2)

Are all bank and other short-term liabilities properly classified?

(3)

k.

What are the criteria for capitalization of property and equipment? Have such criteria been
applied during the fiscal period?

Does the repairs and maintenance account only include items of an expense nature?

(2)

j.

Have gains or losses on disposal of property or equipment been reflected?

(3)

(1)

i.

Has appropriate consideration been given to the classification of investments between current
and noncurrent, and the difference between the cost and market value of investments?

(4)

(1)

h.

2307
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Have all significant accruals, such as payroll, interest, and provisions for pension and profit-shar
ing plans been reflected?

(4)

Are there any collateralized liabilities?

(5)

Are there any payables to employees and related parties?

Long-Term Liabilities

(1)

What are the terms and other provisions of long-term liability agreements?

(2)

Have liabilities been properly classified between current and non-current?

(3)

Has interest expense been reflected?

(4)

Has there been compliance with restrictive covenants of loan agreements?

(5)

Are any long-term liabilities collateralized or subordinated?

Income and Other Taxes

(1)

Has provision been made for current and prior-year federal income taxes payable?

AICPA Audit and Accounting Manual
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(2)

Have any assessments or reassessments been received? Are there tax examinations in process?

(3)

Are there temporary differences? If so, have deferred taxes been reflected?

(4)

Has provision been made for state and local income, franchise, sales, and other taxes payable?

Other Liabilities, Contingencies, and Commitments
(1)

What is the nature of the amounts included in other liabilities?

(2)

Have other liabilities been properly classified between current and noncurrent?

(3)

Are there any contingent liabilities, such as discounted notes, drafts, endorsements, warranties,
litigation and unsettled asserted claims? Are there any unasserted potential claims?

(4)

Are there any material contractual obligations for construction or purchase of real property and
equipment and any commitments or options to purchase or sell company securities?

Equity
(1)

What is the nature of any changes in equity accounts?

(2)

What classes of capital stock have been authorized?

(3)

What is the par or stated value of the various classes of stock?

(4)

Do amounts of outstanding shares of capital stock agree with subsidiary records?

(5)

Have capital stock preferences, if any, been disclosed?

(6)

Have stock options been granted?

(7)

Has the entity made any acquisitions of its own capital stock?

(8)

Are there any restrictions on retained earnings or other capital?

n. Revenue and Expenses

(1)

Are revenues from the sale of major products and services recognized in the appropriate period?

(2)

Are purchases and expenses recognized in the appropriate period and properly classified?

(3)

Do the financial statements include discontinued operations or items that might be considered
extraordinary?

o. Other
(1)

Are there any events that occurred after the end of the fiscal period that have a significant effect
on the financial statements?

(2)

Have actions taken at stockholder, board of directors, or comparable meetings that affect the
financial statements been reflected?

(3)

Have there been any material transactions between related parties?

(4)

Are there any material uncertainties? Is there any change in the status of material uncertainties
previously disclosed?

AAM §2300.14
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Illustrative Ratio Analysis Worksheet

Below you will find 24 financial ratios. These financial ratios include liquidity, activity, and efficiency ratios.
Accountants should use the ratios deemed necessary and use additional ones as needed.
Ratio Name

Formula

Current ratio

Current Assets
Current Liabilities

Calculation

Explanation
measures ability to meet
short term obligations

Quick ratio (or Acid test
ratio)

Current Assets - Inventory
Current Liabilities

Operating cash flows to
current liabilities

Cash Provided by Operations
Average Current Liabilities

Days Sales in Accounts
Receivable

Net Accounts Receivable
Net Sales/360

measures length of time
average sales is a receivable

Allowance for bad
debts as a % of accounts
receivable

Allowance for Bad Debts
Accounts Receivable

calculation is compared to
prior periods and other
comparable companies

Bad debt expense as a %
of net sales

Bad Debt Expense
Net Sales

calculation is compared to
prior periods and other
comparable companies

Inventory Turnover

Cost of Sales
Inventory

a more conservative measure
of a firm's ability to meet
short term obligations

liquidity calculation

activity ratio - indication of
efficiency of operation

Fixed Asset Turnover

______ Net Sales______
Average Fixed Assets

activity ratio

Receivable Turnover

Net Credit Sales
Average Receivables

activity ratio

Net Sales
Inventory

activity ratio

Net Sales to Inventory

Days in Inventory

Inventory x (Days in a cycle)
Cost of Sales

identifies how many days of
inventory is available

Accounts Payable to Net
Sales

Accounts Payable x (Days in a
cycle)/Net Sales x (Days in a
year)

compares A/P balance to
net sales

Return on Total Assets

Net Income x (Days in a
year)/Total Assets x (Days in a
cycle)

measures profitability at a
point in time

Return on Net Worth

Net Income x (Days in a
year)/Net Worth x (Days in a
cycle)

profitability measure

Return on Net Sales

Net Income
Net Sales

Net Sales to Accounts
Receivable

Net Sales x (Days in a year)
Net A/R x (Days in a cycle)

Net Sales to Net Fixed
Assets

Net Sales x (Days in a year)
Fixed Assets x (Days in a cycle)

AICPA Audit and Accounting Manual

profit margin
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A/R will turn over per year
of the operating cycle
identifies efficiency of
capital investment
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Explanation

Days Payables in Cost of
Sales

A/P x (Days in a cycle)
Cost of Sales

Income Before Tax to Net
Worth

EBIT x (Days in a year)
Net Worth x (Days in a cycle)

ratio of earnings to net
worth per year

Gross Profit Percentage

Net Sales - Cost of Sales
Net Sales

profitability calculation

Operating Expenses as a
% of Net Sales

Operating Expenses
Net Sales

efficiency calculation

Times Interest Earned

EBIT
Interest Expense

profitability calculation

Income Before Tax to
Assets

EBIT x (Days in a year)
Assets x (Days in a cycle)

measure of profitability

Altman Z Score

10-01

A composite formula that is
widely used to measure the
financial "health" of a
company. The formula takes
financial ratios and
multiplies each by a specific
constant. The amounts
computed are added
together to obtain an overall
score. This score is then
compared to scores from
other companies to rate
relative financial health.

See Below

For private companies (four variable):
Working Capital
Total Assets
Retained Earnings
Total Assets
Income before Interest and Taxes
Total Assets
Net Worth
Total Liabilities

X

6.56

X

3.26

X

6.72

X

1.05

Altman Z Score __________
For private companies (five variable):

Working Capital
Total Assets
Retained Earnings
Total Assets
Income before Interest and Taxes
Total Assets
Net Worth (Book Value)
Total Liabilities
Sales
Total Assets

X

.717

X

.847

X

3.107

X

.420

X

.998
Altman Z Score ________________
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For public companies:
Working Capital
Total Assets
Retained Earnings
Total Assets
Income before Interest and Taxes
Total Assets
Market Value Equity
Book Value of Total Liabilities
Sales
Total Assets

X

.012

X

.014

X

.033

X

.006

X

.999

Altman Z Score
Altman Z Score Source: Altman, Edward, Corporate Financial Distress, A Complete Guide to Predicting,
Avoiding, and Dealing with Bankruptcy, 1983, John Wiley and Sons.
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.16 Illustrative Analytical Procedures Comparative Report
Sample Services, Inc.
Analytical Procedures Comparative Report
For the period ended December 31,20XX
Account Name

Cash—Operating
Cash—Savings
Petty Cash
Accounts Receivable
Prepaid Insurance
Prepaid Dues
Prepaid Interest
Supplies Inventory
Land
Buildings
Accum. Depr.—Buildings
Equipment
Accum. Depr.—Equipment
Other Assets
Notes Payable
Accounts Payable
Accrued Liabilities
Long-term Debt
Common Stock
Paid-in Capital
Retained Earnings
Sales
Interest Income
Other Revenue
Automobile
Bad Debts
Depreciation
Donations
Insurance
Interest
Licenses & Dues
Medical Insurance
Payroll Taxes
Postage
Professional Fees
Profit Sharing
Repairs & Maintenance
Salaries—Employees
Salaries—Officers
Supplies
Telephone
Travel
Utilities
Miscellaneous

Account #

Prior

Ending

Prepared by—
__
Reviewed by__
—

Net
Change

%

110
115
118
120
130
131
132
140
200
210
215
220
225
250
310
330
340
390
400
410
450
510
520
530
700
705
710
715
720
725
730
735
740
745
750
755
760
765
767
770
775
780
785
790
Net Balance__________________
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.17 Review of Financial Statements—Illustrative Representation Letter
[Prepared on Client's Letterhead]

[Date of Accountant's Report]
To [Accountant]

In connection with your review of the [identification of financial statements] of [name of client] as of [date]
and for the [period of review] for the purpose of expressing limited assurance that there are no material
modifications that should be made to the statements in order for them to be in conformity with generally
accepted accounting principles (or other comprehensive basis of accounting), we confirm, to the best of our
knowledge and belief, the following representations made to you during your review.
1. The financial statements referred to above present the financial position, results of operations, and
cash flows of [name of client] in conformity with generally accepted accounting principles. In that
connection, we specifically confirm that—

a.

The Company's accounting principles, and the practices and methods followed in applying them,
are as disclosed in the financial statements.

b.

There have been no changes during the [period reviewed] in the Company's accounting principles
and practices.

c.

We have no plans or intentions that may materially affect the carrying amounts or classification
of assets and liabilities.

d.

There are no material transactions that have not been properly reflected in the financial statements.

e.

There are no material losses (such as from obsolete inventory or purchase or sales commitments)
that have not been properly accrued or disclosed in the financial statements.

f.

There are no violations or possible violations of laws or regulations whose effects should be
considered for disclosure in the financial statements or as a basis for recording a loss contingency,
and there are no other material liabilities or gain or loss contingencies that are required to be
accrued or disclosed. Also, there are no unasserted claims or assessments that our lawyer has
advised us are probable of assertion that must be disclosed in accordance with Financial
Accounting Standards Board (FASB) Statement No. 5, Accounting for Contingencies.*

g.

The Company has satisfactory title to all owned assets, and there are no liens or encumbrances
on such assets nor has any asset been pledged, except as disclosed in the financial statements.

h.

There are no related party transactions including sales, purchases, loans, transfers, leasing
arrangements, guarantees, and amounts receivable or payable to related parties that have not
been properly disclosed in the financial statements.

i.

We have complied with all aspects of contractual agreements that would have a material effect
on the financial statements in the event of noncompliance.

j.

To the best of our knowledge and belief, no events have occurred subsequent to the balance-sheet
date and through the date of this letter that would require adjustment to or disclosure in the
financial statements.

k.

We have no knowledge of concentrations existing at the date of the financial statements that make
the entity vulnerable to the risk of a near-term severe impact that have not been properly
disclosed in the financial statements. We understand that concentrations refer to volumes of
business, revenues, available sources of supply, or markets or geographic areas for which events
could occur that would significantly disrupt normal finances within the next year.

If management has not consulted a lawyer regarding litigation, claims, and assessments, the representation might be worded as
follows:
We are not aware of any pending or threatened litigation, claims, or assessments or unasserted claims or assessments that are
required to be accrued or disclosed in the financial statements in accordance with Financial Accounting Standards Board Statement
No. 5, Accounting for Contingencies, and we have not consulted a lawyer concerning litigation, claims, or assessments.
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Management has identified all significant estimates used in the preparation of the financial
statements.

The following additional representations may be appropriate in certain situations. This list of
additional representations is not intended to be all-inclusive. In drafting a representation letter, the
effects of other applicable pronouncements should be considered.
m. The financial statements disclose all of the matters of which we are aware that are relevant to the
entity's ability to continue as a going concern, including significant conditions and events, and
our plans.
n.

We have reviewed long-lived assets and certain identifiable intangibles to be held and used for
impairment whenever events or changes in circumstances have indicated that the carrying
amount of those assets might not be recoverable and have appropriately recorded the adjustment.

o.

Debt securities that have been classified as held-to-maturity have been so classified due to our
intent to hold such securities to maturity and our ability to do so. All other debt securities have
been classified as available-for-sale or trading.

p.

We consider the decline in value of debt or equity securities classified as either available-for-sale
or held-to-maturity to be temporary.

q.

Receivables reported in the financial statements represent valid claims against debtors for sales
or other charges arising on or before the balance-sheet date and have been appropriately reduced
to their estimated net realizable value.

r.

We believe that the carrying amounts of all material assets will be recoverable.

s.

All agreements to repurchase assets previously sold have been properly disclosed.

t.

We have made provisions for losses to be sustained in the fulfillment of, or from the inability to
fulfill sales commitments.

2. We have advised you of all actions taken at meetings of stockholders, board of directors, and
committees of the board of directors (or other similar bodies, as applicable) that may affect the
financial statements.
3. We have responded fully to all inquiries made to us by you during your review.

[Name of Owner or Chief
Executive
Officer and Title]
[Name of Chief Financial
Officer and
Title, where applicable]
[Source: SSARS 1, appendix F (AR section 100.58).]

Note: This representation letter should be modified when the financial statements are prepared in accord
ance with an other comprehensive basis of accounting.
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.18 Review of Personal Financial Statements1—Illustrative Representation Letter
[Prepared on Client's Letterhead]

[Date of Accountant's Report]
[To the Accountant]

In connection with your review, of the statement of financial condition and the related statement of changes
in net worth of James and Jane Person as of [date] and for the [period] then ended for the purpose of expressing
limited assurance that there are no material modifications that should be made to the statements in order for
them to be in conformity with generally accepted accounting principles, we confirm, to the best of our
knowledge and belief, the following representations made to you during your review:
1. The financial statements referred to above present the financial condition and changes in net worth
of James and Jane Person in conformity with generally accepted accounting principles. All assets are
presented at their estimated current values and all liabilities are presented at their estimated current
amounts, which have been determined in accordance with guidelines promulgated by the American
Institute of Certified Public Accountants. (Because of our limited expertise with generally accepted
accounting principles, including financial statement disclosure, we have engaged you to advise us
in fulfilling that responsibility.) In that connection, we specifically confirm that—
a.

The accounting principles, and the practices and methods followed in applying them, are as
disclosed in the financial statements.

b.

There have been no changes during the year ended [date] in our accounting principles and
practices.

c.

We have no plans or intentions that may materially affect the carrying amounts or classification
of assets and liabilities.

d.

There are no material transactions that have not been properly reflected in the financial statements.

e.

There are no related party transactions, including sales, purchases, loans, transfers, leasing
arrangements, and guarantees, and amounts receivable from or payable to related parties that
have not been properly disclosed in the financial statements. I understand that related parties
include members of my family as well as business entities in which I, or members of my family,
have an investment that allows the exercise of control or significant influence.

f.

Arrangements with financial institutions involving compensating balances or other arrange
ments involving restrictions on cash balances and line-of-credit or similar arrangements have
been properly recorded or disclosed in the financial statements.

g.

Agreements to repurchase assets previously sold have been properly disclosed.

h.

There are no violations or possible violations of laws or regulations whose effects should be
considered for disclosure in the financial statements or as a basis for recording a loss contingency,
and there are no other material liabilities or gain or loss contingencies that are required to be
accrued or disclosed. Also, there are no unasserted claims or assessments that our lawyer has
advised us are probable of assertion that must be disclosed in accordance with Financial
Accounting Standards Board (FASB) Statement No. 5, Accounting for Contingencies.*

1 If a representation letter is to be used for a compilation engagement, as discussed in the AICPA Personal Financial Statements Guide,
this illustrative representation letter should be modified as necessary to reflect the particular circumstances of the compilation
engagement.

If the individual(s) have not consulted a lawyer regarding litigation, claims, and assessments, the representation might be worded
as follows:
We are not aware of any pending or threatened litigation, claims, or assessments or unasserted claims or assessments
that are required to be accrued or disclosed in the financial statements in accordance with Financial Accounting Stand
ards Board Statement No. 5, Accounting for Contingencies, and we have not consulted a lawyer concerning litigation,
claims, or assessments.
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i.

There are no material transactions that have not been properly reflected in the financial statements.

j.

We have satisfactory title to all owned assets, and there are no liens or encumbrances on such
assets nor has any asset been pledged except as disclosed in the financial statements.

k.

We have complied with all aspects of contractual agreements that would have a material effect
on the financial statements in the event of noncompliance.

l.

To the best of our knowledge and belief, no events have occurred subsequent to the date of the
statement of financial condition and through the date of this letter that would require adjustment
to or disclosure in the financial statements.

tn. We have no knowledge of concentrations existing at the date of the financial statements that make
the entity vulnerable to the risk of a near-term severe impact that have not been properly
disclosed in the financial statements. We understand that concentrations refer to volumes of
business, revenues, available sources of supply, or markets or geographic areas for which events
could occur that would significantly disrupt normal finances within the next year.
n.

We have identified all significant estimates used in the preparation of financial statements.

2. We have responded fully to all inquiries made to us by you during the engagement.

(James Person)

(Jane Person)
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Audit of Personal Financial Statements—Illustrative Representation Letter

[Date]

[To the Independent Auditor]
We are providing this letter in connection with your audit of the statement of financial condition of James
and Jane Person as of [date] and the related statement of changes in net worth for the [period] then ended for
the purpose of expressing an opinion as to whether the financial statements present fairly, in all material
respects, the financial condition and changes in the net worth, of James and Jane Person in conformity with
generally accepted accounting principles. We confirm that we are responsible for the fair presentation in the
statement of financial condition and changes in net worth in conformity with generally accepted accounting
principles.
Certain representations in this letter are described as being limited to matters that are material. Items
are considered material, regardless of size, if they involve an omission or misstatement of accounting
information that, in the light of surrounding circumstances, makes it probable that the judgment of a
reasonable person relying on the information would be changed or influenced by the omission or
misstatement.
We confirm, to the best of our knowledge and belief, [as of (date of auditor's report),] the following repre
sentations made to you during your audit.
1. The financial statements referred to above are fairly presented in conformity with generally accepted
accounting principles.

2. We have made available to you all financial records and related data.
3. There are no material transactions that have not been properly recorded in the accounting records
underlying the financial statements.
4. There has been no—

a.

Fraud involving us, or others who have significant roles in internal control.

b.

Fraud involving others that could have a material effect on the financial statements.

5. We believe that the effects of the uncorrected financial statement misstatements summarized in the
accompanying schedule are immaterial, both individually and in the aggregate, to the financial
statements taken as a whole.
6. We have no plans or intentions that may materially affect the carrying value or classification of assets
and liabilities.
7.

The following have been properly recorded or disclosed in the financial statements:
a.

Related-party transactions, including sales, purchases, loans, transfers, leasing arrangements,
and guarantees, and amounts receivable from or payable to related parties.

b.

Guarantees, whether written or oral, under which we are contingently liable.

c.

Significant estimates and material concentrations known to us that are required to be disclosed
in accordance with the AICPA's Statement of Position 94-6, Disclosure of Certain Significant Risks
and Uncertainties. [Significant estimates are estimates at the balance sheet date that could change
materially within the next year. Concentrations refer to volumes of business, revenues, available sources
of supply, or markets or geographic areas for which events could occur that would significantly disrupt
normal finances within the next year.]

8. There are no—

a.

Violations or possible violations of laws or regulations whose effects should be considered for
disclosure in the financial statements or as a basis for recording a loss contingency.
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b.

Unasserted claims or assessments that our lawyer has advised us are probable of assertion and
must be disclosed in accordance with Financial Accounting Standards Board (FASB) Statement
No. 5, Accounting for Contingencies.1

c.

Other liabilities or gain or loss contingencies that are required to be accrued or disclosed by FASB
Statement No. 5.

9. We have satisfactory title to all owned assets, and there are no liens or encumbrances on such assets
nor has any asset been pledged as collateral.
10. We have complied with all aspects of contractual agreements that would have a material effect on
the financial statements in the event of noncompliance.

To the best of our knowledge and belief, no events have occurred subsequent to the statement of financial
condition date and through the date of this letter that would require adjustment to or disclosure in the
aforementioned financial statements.

(James Person)

(Jane Person)

1 Footnote 7 of SAS No. 85, Management Representations, states that if a lawyer has not been consulted regarding litigation, claims, and
assessments, the auditor normally would rely on the review of internally available information and obtain a written representation by
management regarding the lack of litigation, claims, and assessments. In the circumstances discussed in footnote 7 to SAS No. 85, this
representation might be worded as follows:
We are not aware of any pending or threatened litigation, claims, or assessments or unasserted claims or assessments
that are required to be accrued or disclosed in the financial statements in accordance with Financial Accounting Stand
ards Board Statement No. 5, Accounting for Contingencies, and we have not consulted a lawyer concerning litigation,
claims, or assessments.
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Short-Form Checklist for a Review Engagement

AR
Ref.*
1.

Obtain an engagement letter or document an understanding of the engagement in
a memorandum. (See section 3175.09 for a sample engagement memorandum.)

*
.05

2.

Determine whether your firm is independent, if the firm is not, go to step 3. If
the firm is, go to step 4.
.39

3.

Stop. Do not issue a review report. (However, it may be possible to issue a
compilation report.)
.39

4.

Acquire the necessary knowledge of the client's industry accounting principles
and practices.
.25

5.

Acquire a general understanding of the nature of the client's business, including
(a) its operating characteristics and (b) the nature of its assets, liabilities, revenues,
and expenses.
.27

6.

Apply appropriate inquiry and analytical procedures in order to obtain a
reasonable basis for expressing limited assurance that there are no material
modifications that should be made to the financial statements.
.25 & .28

7.

Read the financial statements to determine whether, based on the information
presented, they appear to conform to generally accepted accounting principles
(GAAP) or an other comprehensive basis of accounting. Obtain reports of other
accountants for subsidiaries, investee, etc., if any. Indicate division of respon
sibility if reference is made to other accountants.
.28

8.

Perform additional procedures if information appears to be incorrect,
incomplete, or otherwise unsatisfactory.

.31

Document in your workpapers matters covered in steps 6 and 7 above. Also describe
unusual matters that were considered and how they were resolved (step 8).

.32

10. Determine whether the inquiry and analytical procedures considered necessary
to achieve limited assurance are incomplete or restricted in any way. If they are,
go to step 11; if not, go to step 12.

.37

11. Consider whether a compilation report should be issued rather than a review
report. (A review that is incomplete or restricted is not an adequate basis for
issuing a review report.) If the client has refused to provide additional or revised
information, the accountant should withdraw from the engagement.

.09 & .37

12. Consider whether the financial statements contain known departures from
GAAP or an other comprehensive basis of accounting, including disclosure
departures. If they do, go to step 13. If they do not, go to step 14.

.40

13. Get client to revise the financial statements. Failing that, consider modifying
your report by adding a separate paragraph or paragraphs. If the impact of the
departure has been determined by management or is known by you, disclose
the dollar effects in your report. (However, uncertainties and inconsistencies
should not cause the report to be modified if they are properly disclosed.)
Withdraw from the engagement if the departures are designed to mislead
financial statement users.

.40 & .41

9.

Initials

14. Obtain a representation letter from the client.

.29

15. Determine whether the basic financial statements are accompanied by in
formation presented for supplementary analysis purposes. If they are, go to step
16. If they are not, go to step 17.

.44

The abbreviation "AR Ref." in this checklist means AR section 100. All references in this checklist are to paragraphs in AR section 100.
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AR
Ref.*
16. Indicate the responsibility assumed for the supplementary information in your
review report or in a separate report. The report should disclose whether (a) the
supplemental information has been reviewed (as part of the basic financial
statement review) and you are not aware of any needed material modification
or (b) the supplemental information has not been reviewed but only compiled.

10-01

Initials

.44

17. Mark each page of the financial statements, including any supplemental data,
"See accountant's review report."
.35
18. Date your report using the date the inquiry and analytical procedures were
completed.
.34
19. Issue the financial statements and related review report.

.33

20. If subsequent to the date of the report, facts that would possibly cause the
financial statements to be misleading are discovered (and were in existence at
the report date), consult SAS No. 1, section 561 (AU section 561), Interpretation
No. 4 of SSARS No. 1 (AR section 9100.13-.15), and your attorney.
*
.43
Completed by Date:

[The next page is 2401.]

* The abbreviation "AR Ref." in this checklist means AR section 100. All references in this checklist are to paragraphs in AR section 100.
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2401

AAM Section 2400
Form and Content of
Financial Statements
Statements Prepared
.01 The basic financial statements for a company that presents its financial statements in accordance with
generally accepted accounting principles (GAAP) are:
•

Balance Sheet

•

Income Statement

•

Statement of Cash Flows (either direct or indirect method)

•

Statement of Changes in Stockholders' Equity

According to the Financial Accounting Standards Board (FASB) Statement of Financial Accounting Standards
No. 130, Reporting Comprehensive Income, a nonpublic company that has any component of comprehensive
income must display comprehensive income in a financial statement having the same prominence as the
other basic financial statements. In most situations, unless a client has debt or equity securities, CPAs will
find that their small business clients do not have to apply FASB Statement No. 130. FASB Statement No. 130
does not specify a format for presenting comprehensive income. Thus, comprehensive income may be
displayed in—
1. The income statement (after net income).

2. The statement of changes in equity.
3. A separate statement of comprehensive income.

Examples of financial statement presentations can be found in the AICPA Financial Statement Preparation
Manual/Disclosure Checklist Series.

.02 The description of accounting policies and the notes to the financial statements are considered part
of the basic financial statements.
.03 Each financial statement presented should include the name of the company, the applicable statement
title, and the date or time period covered. SSARS 1, paragraph 13 (AR section 100.13), states that each page
of financial statements compiled by the accountant should contain a reference such as "See Accountant's
Compilation Report." In accordance with SSARS 1, paragraph 22, as amended by SSARS 8 (AR section
100.22), if compiled financial statements are not expected to be used by a third party,the accountant should
include a reference on each page of the financial statements restricting their use such as "Restricted for
Management's Use Only," or "Solely for the information and use by the management of [name of entity] and
not intended to be and should not be used by any other party." Each page of reviewed financial statements
should refer to the accountant's review report by containing a reference such as "See Accountant's Review
Report", as required by SSARS 1, paragraph 35 (AR section 100.35).

.04 When the financial statements are either compiled or reviewed, some accountants prefer to follow
the statement title with the word "unaudited." SSARS 1 (AR section 100) does not require use of the word
"unaudited" when associated with compiled or reviewed statements nor does it prohibit its use.
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Comparative Financial Statements
.05 There is no requirement to prepare comparative financial statements. However, Accounting Research
Bulletin (ARB) No. 43, Restatement and Revision of Accounting Research Bulletins, chapter 2, paragraph 1, states
that comparative statements in annual and other reports enhance the usefulness of such reports. ARB No.
43 also states that notes of the prior year should be repeated, or referred to, to the extent that they continue
to be of significance.

.06 When comparative financial statements are presented, the accountant should issue an appropriate
report for each period presented in accordance with SSARS 2 (AR section 200). Comparative financial
statements may contain statements for which the level of service provided in each period is different.
Oftentimes the level of service is indicated in the statement title as follows:
ABC COMPANY

BALANCE SHEETS

As of December 31,20X2 (Reviewed) and 20X1 (Compiled)
.07 Illustrative reports on comparative financial statements can be found in AAM sections 2510.11-.16
and 2520.07-.12.

Notes to Financial Statements
.08 The notes to the financial statements, as a part of the basic statements, are the responsibility of
management. The client should understand the statements and related notes in sufficient depth to take full
responsibility for them. The practitioner who assists the client in preparing the financial statements or who
totally prepares them must be careful in the wording of the notes. The accountant should avoid wording the
notes in such a way as would imply that they are the responsibility of the accountant. For example, words
such as "we," "our," and "the client," should be avoided. When referring to the client, some accountants
prefer to use the terms "the Company" or "Management."
.09 All of the disclosures required by GAAP should be made either on the face of the financial statements
or in the notes thereto. In a compilation engagement, the client may elect to omit substantially all disclosures;
AAM section 2500 presents a more detailed discussion on this practice. For a list of required disclosures, the
accountant and the client may wish to review the applicable AICPA disclosure checklists.

Supplementary Information
.10 The accountant's report on supplementary information is discussed in SSARS 1, paragraph 44 (AR
section 100.44), which states that when the basic financial statements are accompanied by information
presented for supplementary analysis purposes, the accountant should clearly indicate the degree of
responsibility he or she is taking regarding the other information. The supplementary information is
generally separated from the basic financial statements and many accountants believe it should be presented
after the basic statements.

.11 When the accountant compiles both the basic financial statements and the other data presented for
supplementary analysis purposes only, his or her compilation report should include the supplementary
information.

.12 When the basic financial statements are reviewed, the accountant may indicate the degree of
responsibility he or she is taking with respect to the other information by an explanation in the review report
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or in a separate report on the other data. The explanation should state that the review has been made for the
purpose of expressing limited assurance and that there are no material modifications that should be made
to the financial statements for them to be in conformity with GAAP, and either—
a.

The other data accompanying the financial statements are presented for supplementary analysis
purposes only and have been subjected to the inquiry and analytical procedures applied in the review
of the financial statements, and the accountant did not become aware of any material modifications
that should be made to such data, or

b. The other data accompanying the financial statements are presented for supplementary analysis
purposes and have not been subjected to the inquiry and analytical procedures applied in the review
of the financial statements, but were compiled from information that is the representation of
management, without audit or review, and the accountant does not express an opinion or any other
form of assurance on such data.

.13 Illustrative accountants' reports on supplementary information accompanying compiled and re
viewed financial statements can be found in AAM sections 2510.17,2520.13, and .14, respectively.

Subsequent Discovery of Facts
.14 Subsequent to the report date for compiled or reviewed financial statements the accountant may
become aware of facts that may have existed at the report date which might have caused the accountant to
believe that information supplied by the client was incorrect, incomplete, or otherwise unsatisfactory. SSARS
1, paragraph 43 (AR section 100.43), states that, in those circumstances, the accountant may wish to consider
the guidance in SAS No. 1, section 561, Subsequent Discovery of Facts Existing at the Date of the Auditor's Report
(AU section 561), in determining the proper course of action.
.15 Interpretation 4 of SSARS 1, "Discovery of Information After the Date of the Accountant's Report"
(AR section 9100.13-.15), discusses two factors the accountant might consider when determining the
appropriate course of action regarding the subsequent discovery. The two factors discussed are (1) the
reliability of the information and (2) the existence of persons known to be relying on or likely to rely on the
financial statements. If the accountant determines that the information is reliable and there are persons
known to be relying on or likely to rely on the information, the accountant would ordinarily conclude that
those individuals should be notified in an appropriate manner.

.16 Both SSARS 1, paragraph 43 (AR section 100.43) and Interpretation 4 (AR section 9100.13-.15) indicate
that because of the legal implications involved in actions contemplated under SAS No. 1, section 561 (AU
section 561) and Interpretation 4 discussed in paragraphs .14 and .15, the accountant should consider
consulting an attorney.

[The next page is 2501.]
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AAM Section 2500
Accountants' Reports
.01 The users of financial statements should be able to easily identify the degree of responsibility that an
accountant is taking with respect to a specific set of financial statements. The usual method of conveying the
amount of responsibility taken is the written accountant's report. Therefore, whenever an accountant reviews
or compiles financial statements, a report should be prepared in accordance with the AICPA Statements on
Standards for Accounting and Review Services (SSARS).
.02 According to SSARS 1, paragraph 3, as amended by SSARS 7 (AR section 100.03), an accountant
should not consent to the use of his or her name in a document or written communication containing
unaudited financial statements unless
a.

the accountant has compiled or reviewed the financial statements and his (her) report accompanies
them,
or

b. the financial statements are accompanied by an indication that the accountant has not compiled or
reviewed the financial statements and that no responsibility is assumed for them.

.03 If an accountant becomes aware that his or her name has been improperly used in a client-prepared
document containing unaudited financial statements, the client should be advised that use of his or her name
is inappropriate. The accountant should consider what other courses of action need to be taken, including
consulting with his or her attorney.

.04 Submission of financial statements under SSARS is defined as presenting to a client or others financial
statements that the accountant has prepared either manually or through the use of computer software.
.05 If the accountant has performed more than one service, the report issued should be appropriate for
the highest level of service performed. For example, if an accountant performs both a compilation and an
audit of financial statements, the appropriate report to issue would be the audit report.

Compilation Report
*
.06 SSARS 1, paragraph 11 (AR section 100.11), as amended, states that when the accountant is engaged
to report on compiled financial statements or submits financial statements that are reasonably expected to
be used by a third party, the financial statements should be accompanied by a report stating that—
a.

A compilation has been performed in accordance with Statements on Standards for Accounting and
Review Services issued by the American Institute of Certified Public Accountants.

b.

A compilation is limited to presenting in the form of financial statements information that is the
representation of management (owners).

SSARS 1, paragraph 20, as amended by SSARS 8 (AR section 100.20) states that when an accountant submits unaudited financial
statements that are not expected to be used by a third party and does not issue a compilation report, he or she may choose to document
an understanding with the client through the use of an engagement letter, preferably signed by management, regarding the services to
be performed and the limitations on the use of those financial statements. See paragraphs 20-23 of SSARS 1, as amended (AR section
100.20-.23) for additional information regarding the accountant's communication with the client when compiled financial statements
are not expected to be used by a third party.)
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The financial statements have not been audited or reviewed and, accordingly, the accountant does
not express an opinion or any other form of assurance on them.

Any other procedures performed by the accountant either before or during the compilation engagement
should not be described in the accountant's report. An example of the accountant's standard compilation
report can be found in AAM section 2510.01.

.0 7 Each page of the financial statements compiled by the accountant should include a reference to the
accountant's report, such as, "See Accountant's Compilation Report" (SSARS 1, paragraph 13 (AR section
100.13)).
.0 8 The date of the completion of the compilation procedures should be used as the date of the
accountant's report.
.0 9 An accountant may be asked to issue a compilation report on only one financial statement and not
on the other related financial statements, for example, reporting on the balance sheet, but not on the related
statements of income, retained earnings, and cash flows. SSARS 1 (AR section 100), as amended, does not
prohibit the accountant from performing such a service.
.1 0 If an accountant is not independent, a compilation report may still be issued, provided that the
accountant has followed the appropriate authoritative literature during his engagement. The accountant
should disclose the lack of independence; however, the reason should not be described. The following
statement should be included as the last paragraph of the report:
I am (We are) not independent with respect to XYZ Company.

Review Report
.1 1 SSARS 1, paragraph 33 (AR section 100.33), as amended, states that financial statements reviewed by
an accountant should be accompanied by a report that states—

a. A review has been performed in accordance with Statements on Standards for Accounting and
Review Services issued by the American Institute of Certified Public Accountants.
b.

All information included in the financial statements is the representation of management of the entity.

c.

A review consists principally of inquiries of company personnel and analytical procedures applied
to financial data.

d. A review is substantially less in scope than an audit, the objective of which is the expression of an
opinion regarding the financial statements taken as a whole and, accordingly, no such opinion is
expressed.

e.

The accountant is not aware of any material modifications that should be made to the financial
statements in order for them to be in conformity with generally accepted accounting principles
(GAAP), other than those modifications, if any, indicated in the report.

Any other procedures performed by the accountant either before or during the review engagement should
not be described in the accountant's report. An example of the accountant's standard review report can be
found in AAM section 2520.01.

.1 2 Each page of the financial statements reviewed by the accountant should include a reference to the
accountant's report, such as, "See Accountant's Review Report" (SSARS 1, paragraph 35 (AR section 100.35),
as amended).
AAM §2500.07
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.1 3 The date of the completion of the accountant's inquiry and analytical procedures should be used as
the date of the accountant's report (SSARS 1, paragraph 34 (AR section 100.34), as amended).

.1 4 If an accountant is unable to perform the necessary inquiry and analytical procedures to achieve the
limited assurance which is contemplated by a review, or the client does not provide the accountant with a
representation letter, then the review is incomplete. Therefore, he or she would not have an adequate basis
for issuing a review report. If this is the case, the accountant should consider whether in this situation the
incomplete review also precludes the issuance of a compilation report on the financial statements. A change
in the level of service is discussed in AAM section 2200.17 through .24.
.15 An accountant may be asked to issue a review report on only one financial statement and not on the
other related financial statements, for example, reporting on the balance sheet, but not on the related
statements of income, retained earnings, and cash flows. According to SSARS 1, paragraph 38 (AR section
100.38), as amended, the accountant may do so as long as the scope of the analytical procedures has not been
limited.
.16 SSARS 1, paragraph 39 (AR section 100.39), as amended, precludes the accountant from issuing a
review report for an entity with respect to which the accountant is not independent.

Modifications to Standard Report
Omission of Substantially All Disclosures
.17 SSARS 1, paragraphs 16 through 18 (AR section 100.16-18), as amended, discuss reporting on
financial statements that omit substantially all disclosures. An accountant may compile financial statements
that omit substantially all disclosures required by GAAP, provided that this omission is clearly indicated in
the report, and is not, to the accountant's knowledge, undertaken with the intention to mislead users of the
financial statements. Examples of the appropriate reports under these circumstances can be found in AAM
section 2510.02.
.18 If the entity wants to include disclosures about only a few matters in the form of notes to the
financial statements, then that information should be clearly labeled as selected information, i.e., "Selected
Information—Substantially All Disclosures Required by Generally Accepted Accounting Principles Are Not
Included."
.19 If the financial statements are compiled in accordance with a comprehensive basis of accounting other
than GAAP and disclosure is not made of the basis used, then the basis should be disclosed in the accountant's
report.

Omission of Statement of Cash Flows
.20 FASB Statement No. 95, Statement of Cash Flows, paragraph 3 (AC C25), requires that an entity that
provides a set of financial statements that reports both financial position and results of operations should
include a statement of cash flows for each period for which results of operations are reported. Therefore,
omitting this statement is a departure from GAAP. A GAAP departure must be disclosed in a separate
paragraph of the accountant's report. If the statement of cash flows is omitted, then the following paragraph
should be added to the accountant's compilation or review report:
A statement of cash flows for the year ended December 31, 20XX, has not been presented.
Generally accepted accounting principles require that such a statement be presented when
financial statements purport to present financial position and results of operation.
AICPA Audit and Accounting Manual
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The first paragraph of the report should also be modified accordingly. Examples of the full accountant's
reports, both compilation and review, can be found in AAM sections 2510 and 2520, respectively.

GAAP Departures
.21 An accountant who is engaged to compile or review financial statements may become aware of a
GAAP departure that is material to the financial statements taken as a whole. The accountant should ask
management to revise the financial statements. If management refuses to revise the financial statements, then
the accountant should consider whether modification of the standard report is sufficient to disclose the
departure.

.22 SSARS 1, paragraph 41 (AR section 100.41), as amended, states that if the accountant decides that
modification of the standard report is appropriate, then the departure should be disclosed in a separate
paragraph of the report. This disclosure should include the effects of the departure on the financial statements
if management has determined these effects or if the accountant has been able to determine the effects through
other procedures performed during the engagement. The accountant is not required to determine the effects
if management has not done so provided the accountant states in his report that such determination has not
been made. Examples of both compilation and review reports can be found in AAM sections 2510.04, .05,
and 2520.02-.04, respectively.
.23 If the accountant believes that modification of the standard compilation or review report is not
sufficient to indicate the deficiencies of the financial statements taken as a whole, then according to SSARS
1, paragraph 42 (AR section 100.42), as amended, the accountant should withdraw from the engagement and
provide no further services with respect to that set of financial statements. The accountant may also want to
contact his or her attorney.

Scope Limitations
.24 According to SSARS 1, paragraph 37 (AR section 100.37), as amended, if an accountant is unable to
perform the necessary inquiry and analytical procedures to achieve the limited assurance contemplated by
a review or the client does not provide the accountant with a representation letter then the review is
incomplete and the accountant would not have an adequate basis for issuing a review report. If this is the
case, then the accountant should consider whether the incomplete review also precludes issuing a compila
tion report on the financial statements.
.25 In such a situation, the accountant should consider the matter discussed in SSARS 1, paragraphs
45-50 (AR section 100.45-.50), as amended, in deciding whether it is appropriate to issue a compilation report
on the financial statements.

Going-Concern Uncertainties
.26 In evaluating the adequacy of disclosure of going-concern uncertainties, the accountant should look
to the guidance provided in SAS No. 59, The Auditor's Consideration of an Entity's Ability to Continue as a Going
Concern, paragraphs 10 and 11, as amended by SAS No. 77 (AU section 341.10 and .11).

.27 Normally a going-concern uncertainty would not cause an accountant to modify the standard report
provided the financial statements appropriately disclose such matters. If the accountant believes that the
disclosure of an uncertainty is inadequate, he or she should consider the guidance provided in SSARS 1,
paragraphs 40-42 (AR section 100.40-.42), as amended.
.28 Although it is not required, an accountant may wish to add an explanatory paragraph to the
compilation or review report to emphasize the existence of a going-concern uncertainty. An example of an
explanatory paragraph follows:
AAM §2500.21
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As discussed in Note X, certain conditions indicate that the Company may be unable to
continue as a going concern. The accompanying financial statements do not include any
adjustments to the financial statements that might be necessary should the Company be
unable to continue as a going concern.
Examples of full compilation and review reports for this situation can be found in AAM sections 2510.18
and 2520.15, respectively.

Comprehensive Income
.29 In those situations when FASB Statement No. 130, Reporting Comprehensive Income (AC C49), applies
to a client, the wording of the compilation or review report depends on what presentation format the client
uses. When a separate statement of comprehensive income is presented or when a financial statement title
has been changed to indicate the display of comprehensive income (for example, Statement of Income and
Comprehensive Income), the CPA's compilation or review report should specifically identify the separate
statement or the change in statement title in the introductory paragraph of that report.
.30 The sample reports in the following sections assumes that FASB Statement No. 130 does not apply
to a client, as would be the more common situation.

[The next page is 2515.]
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Accountants' Reports on Compilation of F/S — Nonpublic Entity

AAM Section 2510
Accountants' Reports on Compilation
of Financial Statements of a
Nonpublic Entity
.01

Accountant's Standard Report

Addressee:
I (We) have compiled the accompanying balance sheet of XYZ Company as of December 31, 20XX, and the
related statements of income, retained earnings, and cash flows for the year then ended, in accordance with
Statements on Standards for Accounting and Review Services issued by the American Institute of Certified
Public Accountants.

A compilation is limited to presenting in the form of financial statements information that is the repre
sentation of management (owners). I (We) have not audited or reviewed the accompanying financial
statements and, accordingly, do not express an opinion or any other form of assurance on them.

[Signature]
[Date]
[Source: SSARS 1, paragraph 14, as amended by SSARS 7 (AR section 100.14).]

Notes: Statements on Auditing Standards (SASs) provide guidance to the accountant who performs services
in connection with the unaudited financial statements of a public entity.
Statements on Standards for Accounting and Review Services (SSARS) provide guidance to the
accountant who performs services in connection with unaudited financial statements or other
unaudited financial information of a nonpublic entity. However, when a public entity does not have
its annual financial statements audited, an accountant may review the entity's annual or interim
financial statements in accordance with SSARS as permitted by footnote 4 of SAS No. 26 (AU section
504.05, footnote 4).

SSARS 1, paragraph 20, as amended by SSARS 8 (AR section 100.20) states that when an accountant submits unaudited financial
statements that are not expected to be used by a third party and does not issue a compilation report, he or she may choose to document
an understanding with the client through the use of an engagement letter, preferably signed by management, regarding the services to
be performed and the limitations on the use of those financial statements. See paragraphs 20-23 of SSARS 1, as amended (AR section
100.20-.23) for additional information regarding the accountant's communication with the client when compiled financial statements
are not expected to be used by a third party.)
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Omission of Substantially All Disclosures

Addressee:

I (We) have compiled the accompanying balance sheet of XYZ Company as of December 31,20XX, and the
related statements of income, retained earnings, (and cash flows)
*
for the year then ended, in accordance
with Statements on Standards for Accounting and Review Services issued by the American Institute of
Certified Public Accountants.

A compilation is limited to presenting in the form of financial statements information that is the repre
sentation of management (owners). I (We) have not audited or reviewed the accompanying financial
statements and, accordingly, do not express an opinion or any other form of assurance on them.
Management has elected to omit substantially all of the disclosures (and the statement of cash flows) required
by generally accepted accounting principles. If the omitted disclosures (and the statement of cash flows) were
included in the financial statements, they might influence the user's conclusions about the company's
financial position, results of operations, and cash flows. Accordingly, these financial statements are not
designed for those who are not informed about such matters.
[Signature]

[Date]
[Source: SSARS 1, paragraph 18, as amended by SSARS 7 (AR section 100.18).]

Notes: Statements on Auditing Standards (SASs) provide guidance to the accountant who performs services
in connection with the unaudited financial statements of a public entity.

Statements on Standards for Accounting and Review Services (SSARS) provide guidance to the
accountant who performs services in connection with unaudited financial statements or other
unaudited financial information of a nonpublic entity. However, when a public entity does not have
its annual financial statements audited, an accountant may review the entity's annual or interim
financial statements in accordance with SSARS as permitted by footnote 4 of SAS No. 26 (AU section
504.05, footnote 4).
This form of report is appropriate only for a compilation engagement, not for a review engagement.

* If the statement of cash flows is omitted, the first and third paragraphs of the report should be modified accordingly.
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.03 Accountant Not Independent
Addressee:

I (We) have compiled the accompanying balance sheet of XYZ Company as of December 31,20XX, and the
related statements of income, retained earnings, and cash flows for the year then ended, in accordance with
Statements on Standards for Accounting and Review Services issued by the American Institute of Certified
Public Accountants.

A compilation is limited to presenting in the form of financial statements information that is the repre
sentation of management (owners). I (We) have not audited or reviewed the accompanying financial
statements and, accordingly, do not express an opinion or any other form of assurance on them.

I am (We are) not independent with respect to XYZ Company.1
[Signature]

[Date]
[Sources: SSARS 1, paragraph 14, as amended by SSARS 7 (AR section 100.14) and SSARS 1, paragraph 19
(AR section 100.19).]

Notes: Statements on Auditing Standards (SASs) provide guidance to the accountant who performs services
in connection with the unaudited financial statements of a public entity.

Statements on Standards for Accounting and Review Services (SSARS) provide guidance to the
accountant who performs services in connection with unaudited financial statements or other
unaudited financial information of a nonpublic entity. However, when a public entity does not have
its annual financial statements audited, an accountant may review the entity's annual or interim
financial statements in accordance with SSARS as permitted by footnote 4 of SAS No. 26 (AU section
504.05, footnote 4).

1 In making a judgment about whether he is independent, the accountant should be guided by the AICPA Code of Professional
Conduct. For example, the accountant should be aware that interpretation 101-3 (ET section 101.05) under rule 101 (ET section 101.01)
of the rules of conduct indicates that independence is not necessarily impaired when an accountant provides manual or automated
bookkeeping or data processing services to a client.
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Departure From GAAP—Omission of Statement of Cash Flows

Addressee:
I (We) have compiled the accompanying balance sheet of XYZ Company as of December 31,20XX, and the
related statements of income and retained earnings for the year then ended, in accordance with Statements
on Standards for Accounting and Review Services issued by the American Institute of Certified Public
Accountants.

A compilation is limited to presenting in the form of financial statements information that is the repre
sentation of management (owners). I (We) have not audited or reviewed the accompanying financial
statements and, accordingly, do not express an opinion or any other form of assurance on them. However,
I (we) did become aware of a departure from generally accepted accounting principles that is described in
the following paragraph.
A statement of cash flows for the year ended December 31,20XX, has not been presented. Generally accepted
accounting principles require that such a statement be presented when financial statements purport to
present financial position and results of operations.
[Signature]

[Date]
[Source: SSARS 1, paragraph 41, as amended by SSARS 7 (AR section 100.41).]

Note: Statements on Auditing Standards (SASs) provide guidance to the accountant who performs services
in connection with the unaudited financial statements of a public entity. Statements on Standards for
Accounting and Review Services (SSARS) provide guidance to the accountant who performs services
in connection with unaudited financial statements or other unaudited financial information of a
nonpublic entity. However, when a public entity does not have its annual financial statements
audited, an accountant may review the entity's annual or interim financial statements in accordance
with SSARS as permitted by footnote 4 of SAS No. 26 (AU section 504.05, footnote 4).
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.05 Departure from GAAP—Accounting Principles Not Generally Accepted

Addressee:
I (We) have compiled the accompanying balance sheet of XYZ Company as of December 31,20XX, and the
related statements of income, retained earnings, and cash flows for the year then ended, in accordance with
Statements on Standards for Accounting and Review Services issued by the American Institute of Certified
Public Accountants.

A compilation is limited to presenting in the form of financial statements information that is the repre
sentation of management (owners). I (We) have not audited or reviewed the accompanying financial
statements and, accordingly, do not express an opinion or any other form of assurance on them. However,
I (we) did become aware of a departure (certain departures) from generally accepted accounting principles
that is (are) described in the following paragraph(s).
As disclosed in note X to the financial statements, generally accepted accounting principles require that land
be stated at cost. Management has informed me (us) that the company has stated its land at appraised value
and that, if generally accepted accounting principles had been followed, the land account and stockholders'
equity would have been decreased by $500,000.

[Signature]
[Date]
[Source: SSARS 1, paragraph 41, as amended by SSARS 7 (AR section 100.41).]

Note: Statements on Auditing Standards (SASs) provide guidance to the accountant who performs services
in connection with the unaudited financial statements of a public entity. Statements on Standards for
Accounting and Review Services (SSARS) provide guidance to the accountant who performs services
in connection with unaudited financial statements or other unaudited financial information of a
nonpublic entity. However, when a public entity does not have its annual financial statements
audited, an accountant may review the entity's annual or interim financial statements in accordance
with SSARS as permitted by footnote 4 of SAS No. 26 (AU section 504.05, footnote 4).
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.06 Cash Basis Statements
*
—Full Disclosure.
Addressee:

I (We) have compiled the accompanying statement of assets and liabilities arising from cash transactions of
XYZ Company as of December 31,20XX, and the related statement of revenue collected and expenses paid
for the year then ended, in accordance with Statements on Standards for Accounting and Review Services
issued by the American Institute of Certified Public Accountants.
A compilation is limited to presenting in the form of financial statements information that is the repre
sentation of management (owners). I (We) have not audited or reviewed the accompanying financial
statements and, accordingly, do not express an opinion on any other form of assurance on them.

[Signature]
[Date]
[Source: Accounting and Review Services Interpretation No. 12 of SSARS 1, as amended by SSARS 7 (AR
section 9100.45).]

Notes: Statements on Auditing Standards (SASs) provide guidance to the accountant who performs services
in connection with the unaudited financial statements of a public entity. Statements on Standards for
Accounting and Review Services (SSARS) provide guidance to the accountant who performs services
in connection with unaudited financial statements or other unaudited financial information of a
nonpublic entity. However, when a public entity does not have its annual financial statements
audited, an accountant may review the entity's annual or interim financial statements in accordance
with SSARS as permitted by footnote 4 of SAS No. 26 (AU section 504.05, footnote 4).

See the AICPA publication, Preparing and Reporting on Cash- and Tax-Basis Financial Statements, for
further guidance on the unique recognition, measurement, and disclosure issues for OCBOA (other
comprehensive basis of accounting) financial statements, including illustrative financial statements
and notes.

When financial statements are prepared in accordance with a comprehensive basis of accounting other than generally accepted
accounting principles, the notes ordinarily would state the basis of presentation and describe how that basis differs from generally
accepted accounting principles. [Source: Accounting and Review Services Interpretation No. 12 of SSARS 1 (AR section 9100.45).]
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2521

.07 Cash Basis Statements—Omission of Substantially All Disclosures, With No Reference to Basis
Addressee:

I (We) have compiled the accompanying statement of assets and liabilities arising from cash transactions of
XYZ Company as of December 31,20XX, and the related statement of revenue collected and expenses paid
for the year then ended, in accordance with Statements on Standards for Accounting and Review Services
issued by the American Institute of Certified Public Accountants. The financial statements have been
prepared on the cash basis of accounting, which is a comprehensive basis of accounting other than generally
accepted accounting principles.

A compilation is limited to presenting in the form of financial statements information that is the repre
sentation of management (owners). I (We) have not audited or reviewed the accompanying financial
statements and, accordingly, do not express an opinion or any other form of assurance on them.
Management has elected to omit substantially all of the disclosures ordinarily included in financial state
ments prepared on the cash basis of accounting. If the omitted disclosures were included in the financial
statements, they might influence the user's conclusions about the Company's assets, liabilities, equity,
revenue and expenses. Accordingly, these financial statements are not designed for those who are not
informed about such matters.

[Signature]
[Date]

[Source: Accounting and Review Services Interpretation No. 12 of SSARS 1, as amended by SSARS 7 (AR
section 9100.45).]

Notes: Statements on Auditing Standards (SASs) provide guidance to the accountant who performs services
in connection with the unaudited financial statements of a public entity. Statements on Standards for
Accounting and Review Services (SSARS) provide guidance to the accountant who performs services
in connection with unaudited financial statements or other unaudited financial information of a
nonpublic entity. However, when a public entity does not have its annual financial statements
audited, an accountant may review the entity's annual or interim financial statements in accordance
with SSARS as permitted by footnote 4 of SAS No. 26 (AU section 504.05, footnote 4).

See the AICPA publication, Preparing and Reporting on Cash- and Tax-Basis Financial Statements, for
further guidance on the unique recognition, measurement, and disclosure issues for OCBOA (other
comprehensive basis of accounting) financial statements, including illustrative financial statements
and notes.

AICPA Audit and Accounting Manual

AAM §2510.07

2522

.08

Compilation and Review

46

9-00

Income Tax Basis Statements
*
—-Full Disclosure

Addressee:

I (We) have compiled the accompanying statement of assets, liabilities, and capital—income tax basis of ABC
Partnership as of December 31,20XX, and the related statements of revenues and expenses—income tax basis
and changes in partners' capital accounts—income tax basis for the year then ended, in accordance with
Statements on Standards for Accounting and Review Services issued by the American Institute of Certified
Public Accountants.

A compilation is limited to presenting in the form of financial statements information that is the repre
sentation of management (owners). I (We) have not audited or reviewed the accompanying financial
statements and, accordingly, do not express an opinion or any other form of assurance on them.
[Signature]

[Date]
[Source: Accounting and Review Services Interpretation No. 12 of SSARS 1, as amended by SSARS 7 (AR
section 9100.45).]

Notes: Statements on Auditing Standards (SASs) provide guidance to the accountant who performs services
in connection with the unaudited financial statements of a public entity. Statements on Standards for
Accounting and Review Services (SSARS) provide guidance to the accountant who performs services
in connection with unaudited financial statements or other unaudited financial information of a
nonpublic entity. However, when a public entity does not have its annual financial statements
audited, an accountant may review the entity's annual or interim financial statements in accordance
with SSARS as permitted by footnote 4 of SAS No. 26 (AU section 504.05, footnote 4).
See the AICPA publication, Preparing and Reporting on Cash- and Tax-Basis Financial Statements, for
further guidance on the unique recognition, measurement, and disclosure issues for OCBOA (other
comprehensive basis of accounting) financial statements, including illustrative financial statements
and notes.

* When financial statements are prepared in accordance with a comprehensive basis of accounting other than generally accepted
accounting principles, the notes ordinarily would state the basis of presentation and describe how that basis differs from generally
accepted accounting principles.
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.09

2523

Income Tax Basis Statements—Omission of Substantially All Disclosures, With No Reference to
Basis

Addressee:

I (We) have compiled the accompanying statement of assets, liabilities, and equity—income tax basis of XYZ
Company as of December 31, 20XX, and the related statement of revenue and expenses—income tax basis
for the year then ended, in accordance with Statements on Standards for Accounting and Review Services
issued by the American Institute of Certified Public Accountants. The financial statements have been
prepared on the accounting basis used by the Company for Federal income tax purposes, which is a
comprehensive basis of accounting other than generally accepted accounting principles.

A compilation is limited to presenting in the form of financial statements information that is the repre
sentation of management (owners). I (We) have not audited or reviewed the accompanying financial
statements and, accordingly, do not express an opinion or any other form of assurance on them.
Management has elected to omit substantially all of the disclosures ordinarily included in financial state
ments prepared on the income tax basis of accounting. If the omitted disclosures were included in the
financial statements, they might influence the user's conclusions about the Company's assets, liabilities,
equity, revenue and expenses. Accordingly, these financial statements are not designed for those who are
not informed about such matters.

[Signature]
[Date]
[Source: Accounting and Review Services Interpretation No. 12 of SSARS 1, as amended by SSARS 7 (AR
section 9100.45).]

Notes: Statements on Auditing Standards (SASs) provide guidance to the accountant who performs services
in connection with the unaudited financial statements of a public entity. Statements on Standards for
Accounting and Review Services (SSARS) provide guidance to the accountant who performs services
in connection with unaudited financial statements or other unaudited financial information of a
nonpublic entity. However, when a public entity does not have its annual financial statements
audited, an accountant may review the entity's annual or interim financial statements in accordance
with SSARS as permitted by footnote 4 of SAS No. 26 (AU section 504.05, footnote 4).
See the AICPA publication, Preparing and Reporting on Cash- and Tax-Basis Financial Statements, for
further guidance on the unique recognition, measurement, and disclosure issues for OCBOA (other
comprehensive basis of accounting) financial statements, including illustrative financial statements
and notes.
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Continuing Accountant's Report on Comparative Statements—Both Periods Compiled

Addressee:
I (We) have compiled the accompanying balance sheets of XYZ Company as of December 31,20X2 and 20X1,
and the related statements of income, retained earnings, and cash flows for the years then ended, in
accordance with Statements on Standards for Accounting and Review Services issued by the American
Institute of Certified Public Accountants.

A compilation is limited to presenting in the form of financial statements information that is the repre
sentation of management (owners). I (We) have not audited or reviewed the accompanying financial
statements and, accordingly, do not express an opinion or any other form of assurance on them.
[Signature]

[Date]
[Source: SSARS 2, paragraph 9, as amended by SSARS 7 (AR section 200.09).]

Note: Statements on Auditing Standards (SASs) provide guidance to the accountant who performs services
in connection with the unaudited financial statements of a public entity. Statements on Standards for
Accounting and Review Services (SSARS) provide guidance to the accountant who performs services
in connection with unaudited financial statements or other unaudited financial information of a
nonpublic entity. However, when a public entity does not have its annual financial statements
audited, an accountant may review the entity's annual or interim financial statements in accordance
with SSARS as permitted by footnote 4 of SAS No. 26 (AU section 504.05, footnote 4).
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.11

2525

Continuing Accountant's Report on Comparative Statements—Current Period Compiled With
Reference to Review Report on Prior-Period

Addressee:
I (We) have compiled the accompanying balance sheet of XYZ Company as of December 31, 20X2, and the
related statements of income, retained earnings, and cash flows for the year then ended, in accordance with
Statements on Standards for Accounting and Review Services issued by the American Institute of Certified
Public Accountants.

A compilation is limited to presenting in the form of financial statements information that is the repre
sentation of management (owners). I (We) have not audited or reviewed the accompanying financial
statements and, accordingly, do not express an opinion or any other form of assurance on them.
The accompanying 20X1 financial statements of XYZ Company were previously reviewed by me (us) and
my (our) report dated March 1, 20X2, stated that I was (we were) not aware of any material modifications
that should be made to those statements in order for them to be in conformity with generally accepted
accounting principles. I (We) have not performed any procedures in connection with that review engage
ment after the date of my (our) report on the 20X1 financial statements.

[Signature]

[Date]
[Sources: SSARS 2, paragraph 12 (AR section 200.12) and SSARS 1, paragraph 14, as amended by SSARS 7
(AR section 100.14).]

Note: Statements on Auditing Standards (SASs) provide guidance to the accountant who performs services
in connection with the unaudited financial statements of a public entity. Statements on Standards for
Accounting and Review Services (SSARS) provide guidance to the accountant who performs services
in connection with unaudited financial statements or other unaudited financial information of a
nonpublic entity. However, when a public entity does not have its annual financial statements
audited, an accountant may review the entity's annual or interim financial statements in accordance
with SSARS as permitted by footnote 4 of SAS No. 26 (AU section 504.05, footnote 4).
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Continuing Accountant's Report on Comparative Statements—Both Periods Compiled With
Restatement of Prior-Period Financial Statements1

Addressee:
I (We) have compiled the accompanying balance sheets of XYZ Company as of December 31,20X2 and 20X1,
and the related statements of income, retained earnings, and cash flows for the years then ended, in
accordance with Statements on Standards for Accounting and Review Services issued by the American
Institute of Certified Public Accountants.

A compilation is limited to presenting in the form of financial statements information that is the repre
sentation of management (owners). I (We) have not audited or reviewed the accompanying financial
statements and, accordingly, do not express an opinion or any other form of assurance on them.
In my (our) previous compilation report dated March 1,20X2, on the 20X1 financial statements, I (we) referred
to a departure from generally accepted accounting principles because the company carried its land at
appraised values. However, as disclosed in Note X, the company has restated its 20X1 financial statements
to reflect its land at cost in accordance with generally accepted accounting principles.

[Signature]
[Date]

[Source: SSARS 2, paragraphs 9 and 15, as amended by SSARS 7 (AR section 200.09 and .15).]

Note: Statements on Auditing Standards (SASs) provide guidance to the accountant who performs services
in connection with the unaudited financial statements of a public entity. Statements on Standards for
Accounting and Review Services (SSARS) provide guidance to the accountant who performs services
in connection with unaudited financial statements or other unaudited financial information of a
nonpublic entity. However, when a public entity does not have its annual financial statements
audited, an accountant may review the entity's annual or interim financial statements in accordance
with SSARS as permitted by footnote 4 of SAS No. 26 (AU section 504.05, footnote 4).

1 A changed reference to a departure from generally accepted accounting principles includes the removal of a prior reference or the
inclusion of a new reference.
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.13

2527

Successor Accountant's Compilation Report on Current-Period Financial Statements That Refers
to a Predecessor Accountant's Compilation Report on Prior-Period Financial Statements

Addressee:

I (We) have compiled the accompanying balance sheet of XYZ Company as of December 31, 20X2, and the
related statements of income, retained earnings, and cash flows for the year then ended, in accordance with
Statements on Standards for Accounting and Review Services issued by the American Institute of Certified
Public Accountants.
A compilation is limited to presenting in the form of financial statements information that is the repre
sentation of management (owners). I (We) have not audited or reviewed the accompanying 20X2 financial
statements and, accordingly, do not express an opinion or any other form of assurance on them.
The 20X1 financial statements of XYZ Company were compiled by other accountants whose report dated
February 1, 20X2, stated that they did not express an opinion or any other form of assurance on those
statements.
[Signature]
[Date]
[Sources: SSARS 2, paragraph 19 (AR section 200.19) and SSARS 1, paragraph 14, as amended by SSARS 7
(AR section 100.14).]

Note: Statements on Auditing Standards (SASs) provide guidance to the accountant who performs services
in connection with the unaudited financial statements of a public entity. Statements on Standards for
Accounting and Review Services (SSARS) provide guidance to the accountant who performs services
in connection with unaudited financial statements or other unaudited financial information of a
nonpublic entity. However, when a public entity does not have its annual financial statements
audited, an accountant may review the entity's annual or interim financial statements in accordance
with SSARS as permitted by footnote 4 of SAS No. 26 (AU section 504.05, footnote 4).
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Successor Accountant's Compilation Report on Current-Period Financial Statements That Refers
to a Predecessor Accountant's Review Report on Prior-Period Financial Statements

Addressee:
I (We) have compiled the accompanying balance sheet of XYZ Company as of December 31, 20X2, and the
related statements of income, retained earnings, and cash flows for the year then ended, in accordance with
Statements on Standards for Accounting and Review Services issued by the American Institute of Certified
Public Accountants.

A compilation is limited to presenting in the form of financial statements information that is the repre
sentation of management (owners). I (We) have not audited or reviewed the accompanying 20X2 financial
statements and, accordingly, do not express an opinion or any other form of assurance on them.
The 20X1 financial statements of XYZ Company were reviewed by other accountants whose report dated
March 1, 20X2, stated that they were not aware of any material modifications that should be made to those
statements in order for them to be in conformity with generally accepted accounting principles.

[Signature]
[Date]

[Sources: SSARS 2, paragraph 18 (AR section 200.18) and SSARS 1, paragraph 14, as amended by SSARS 7
(AR section 100.14).]

Note:

Statements on Auditing Standards (SASs) provide guidance to the accountant who performs services
in connection with the unaudited financial statements of a public entity. Statements on Standards for
Accounting and Review Services (SSARS) provide guidance to the accountant who performs services
in connection with unaudited financial statements or other unaudited financial information of a
nonpublic entity. However, when a public entity does not have its annual financial statements
audited, an accountant may review the entity's annual or interim financial statements in accordance
with SSARS as permitted by footnote 4 of SAS No. 26 (AU section 504.05, footnote 4).
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.15

2529

Continuing Accountant's Report on Comparative Statements—Current Period Compiled With
Reference to Audit Report on Prior Period

Addressee:
I (We) have compiled the accompanying balance sheet of XYZ Company as of December 31, 20X2, and the
related statements of income, retained earnings, and cash flows for the year then ended, in accordance with
Statements on Standards for Accounting and Review Services issued by the American Institute of Certified
Public Accountants.

A compilation is limited to presenting in the form of financial statements information that is the repre
sentation of management (owners). I (We) have not audited or reviewed the accompanying financial
statements and, accordingly, do not express an opinion or any other form of assurance on them.
The financial statements for the year ended December 31,20X1, were audited by me (us) (other accountants)
and I (we) (they) expressed an unqualified opinion on them in my (our) (their) report dated March 1, 20X2,
but I (we) (they) have not performed any auditing procedures since that date.

[Signature]

[Date]
[Sources: SSARS 2, paragraph 28 (AR section 200.28) and SSARS 1, paragraph 14, as amended by SSARS 7
(AR section 100.14).]

Note: Statements on Auditing Standards (SASs) provide guidance to the accountant who performs services
in connection with the unaudited financial statements of a public entity. Statements on Standards for
Accounting and Review Services (SSARS) provide guidance to the accountant who performs services
in connection with unaudited financial statements or other unaudited financial information of a
nonpublic entity. However, when a public entity does not have its annual financial statements
audited, an accountant may review the entity's annual or interim financial statements in accordance
with SSARS as permitted by footnote 4 of SAS No. 26 (AU section 504.05, footnote 4).
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Continuing Accountant's Compilation Report on Comparative Statements—Prior Period Finan
cial Statements That Omit Substantially All Disclosures Have Been Compiled From Previously
Compiled (Reviewed) Financial Statements for the Same Period

Addressee:
I (We) have compiled the accompanying balance sheets of XYZ Company as of December 31,20X2 and 20X1,
and the related statements of income, retained earnings, and cash flows for the years then ended, in
accordance with Statements on Standards for Accounting and Review Services issued by the American
Institute of Certified Public Accountants.

A compilation is limited to presenting in the form of financial statements information that is the repre
sentation of management (owners). I (We) have not audited or reviewed the accompanying financial
statements and, accordingly, do not express an opinion or any other form of assurance on them.
Management has elected to omit substantially all of the disclosures required by generally accepted account
ing principles. If the omitted disclosures were included in the financial statements, they might influence the
user's conclusions about the company's financial position, results of operations, and its cash flows. Accord
ingly, these financial statements are not designed for those who are not informed about such matters.
The accompanying 20X1 financial statements were compiled by me (us) from financial statements that did
not omit substantially all of the disclosures required by generally accepted accounting principles and that I
(we) previously compiled (reviewed) as indicated in my (our) report dated March 1,20X2.

[Signature]
[Date]
[Source: SSARS 2, paragraph 30, as amended by SSARS 7 (AR section 200.30).]

Note:

Statements on Auditing Standards (SASs) provide guidance to the accountant who performs services
in connection with the unaudited financial statements of a public entity. Statements on Standards for
Accounting and Review Services (SSARS) provide guidance to the accountant who performs services
in connection with unaudited financial statements or other unaudited financial information of a
nonpublic entity. However, when a public entity does not have its annual financial statements
audited, an accountant may review the entity's annual or interim financial statements in accordance
with SSARS as permitted by footnote 4 of SAS No. 26 (AU section 504.05, footnote 4).
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Accountants' Reports on Compilation of F/S — Nonpublic Entity

10-01

Compilation Report—Financial Statements Accompanied by Supplementary Information

Addressee:

I (We) have compiled the accompanying balance sheet of XYZ Company as of December 31,20XX, and the
related statements of income, retained earnings, and cash flows for the year then ended, and the accompa
nying supplementary information (identify the supplementary information, for example, schedules of cost of goods
sold and selling, general and administrative expenses), which are presented only for supplementary analysis
purposes, in accordance with Statements on Standards for Accounting and Review Services issued by the
American Institute of Certified Public Accountants.

A compilation is limited to presenting in the form of financial statements and supplementary schedules
information that is the representation of management (owners). I (We) have not audited or reviewed the
accompanying financial statements and supplementary schedules and, accordingly, do not express an
opinion or any other form of assurance on them.
[Signature]
[Date]

[Source: SSARS 1, paragraph 44, as amended by SSARS 7 (AR section 100.44).]

Note: Statements on Auditing Standards (SASs) provide guidance to the accountant who performs services
in connection with the unaudited financial statements of a public entity. Statements on Standards for
Accounting and Review Services (SSARS) provide guidance to the accountant who performs services
in connection with unaudited financial statements or other unaudited financial information of a
nonpublic entity. However, when a public entity does not have its annual financial statements
audited, an accountant may review the entity's annual or interim financial statements in accordance
with SSARS as permitted by footnote 4 of SAS No. 26 (AU section 504.05, footnote 4).
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10-01

Compilation Report—Emphasis of a Going-Concern Uncertainty

Addressee:
I (We) have compiled the accompanying balance sheet of XYZ Company as of December 31, 20XX, and the
related statements of income, retained earnings, and cash flows for the year then ended, in accordance with
Statements on Standards for Accounting and Review Services issued by the American Institute of Certified
Public Accountants.

A compilation is limited to presenting in the form of financial statements information that is the repre
sentation of management (owners). I (We) have not audited or reviewed the accompanying financial
statements and, accordingly, do not express an opinion or any other form of assurance on them.

As discussed in note X, certain conditions indicate that the Company may be unable to continue as a going
concern. The accompanying financial statements do not include any adjustments to the financial statements
that might be necessary should the Company be unable to continue as a going concern.*
[Signature]
[Date]
[Sources: SSARS 1, paragraph 41, as amended by SSARS 7 (AR section 100.41) and Accounting and Review
Services Interpretation No. 11 of SSARS 1 (AR section 100.41 and AR section 9100.33-.41).]

Note: Statements on Auditing Standards (SASs) provide guidance to the accountant who performs services
in connection with the unaudited financial statements of a public entity. Statements on Standards for
Accounting and Review Services (SSARS) provide guidance to the accountant who performs services
in connection with unaudited financial statements or other unaudited financial information of a
nonpublic entity. However, when a public entity does not have its annual financial statements
audited, an accountant may review the entity's annual or interim financial statements in accordance
with SSARS as permitted by footnote 4 of SAS No. 26 (AU section 504.05, footnote 4).

* The accountant is not required to modify his or her compilation report for a going-concern uncertainty that is appropriately
disclosed in the financial statements. However, he or she may wish to draw attention to the going-concern uncertainty in an
explanatory paragraph of his or her compilation report as shown above. [Source: Accounting and Review Services Interpretation No.
11 of SSARS 1 (AR section 9100.34-.38).]
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Accountants' Reports on Compilation of F/S — Nonpublic Entity

10-01

Interim Historical Financial Statements Accompanied by a Financial Forecast Labeled as a
"Budget"

Addressee:
I (We) have compiled the accompanying balance sheet of XYZ Company as of December 31,20XX, and the
related statements of income, retained earnings, and cash flows for the six months then ended, in accordance
with Statements on Standards for Accounting and Review Services issued by the American Institute of
Certified Public Accountants.
A compilation is limited to presenting in the form of financial statements information that is the repre
sentation of management (owners). I (We) have not audited or reviewed the accompanying financial
statements and, accordingly, do not express an opinion or any other form of assurance on them.

The accompanying budgeted balance sheet, statements of income, retained earnings, and cash flows of XYZ
Company as of December 31,20XX, and for the six months then ending, have not been compiled or examined
by us and, accordingly, we do not express an opinion or any other form of assurance on them.
Management has (The owners have) elected to omit the summaries of significant assumptions and account
ing policies required under established guidelines for presentation of prospective financial statements. If the
omitted summaries were included in the budgeted information, they might influence the user's conclusions
about the company's budgeted information. Accordingly, this budgeted information is not designed for
those who are not informed about such matters.
[Signature]

[Date]
[Sources: SSARS 1, paragraph 14, as amended by SSARS 7 (AR section 100.14), Statement on Standards for
Attestation Engagements (SSAE) No. 10, Attestation Standards: Revision and Recodification, chapter 3, Financial
Forecasts and Projections (AT section 301), and AICPA Audit and Accounting Guide Guide for Prospective
Financial Information, paragraph 10.20.]
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Comparative Statements—Current Year Compiled and Prior Year Audited by a Different Account
ant Who Has Ceased Operations

Addressee:
I (We) have compiled the accompanying balance sheet of XYZ Company as of December 31, 20X2 and the
related statements of income, retained earnings, and cash flows for the years then ended, in accordance with
the Statements on Standards for Accounting and Review Services issued by the American Institute of
Certified Public Accountants.

A compilation is limited to presenting in the form of financial statements information that is the repre
sentation of management (owners). I (We) have not audited or reviewed the accompanying 20X2 financial
statements and, accordingly, do not express an opinion or any other form of assurance on them.
The financial statements for the year ended December 31,20X1, were audited by other accountants who have
ceased operations, and they expressed an unqualified opinion on them in their report dated March 1,20X2,
but they have not performed any auditing procedures since that date.

[Signature]
[Date]

[Sources: SSARS 1, paragraph 14, as amended by SSARS 7 (AR section 100.14) and SSARS 2, paragraph 28
(AR section 200.28).]
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.21

2535

Comparative Statements—Both Years Compiled; However, Prior Year by a Different Accountant
Who Has Ceased Operations

Addressee:
I (We) have compiled the accompanying balance sheet of XYZ Company as of December 31, 20X2 and the
related statements of income, retained earnings, and cash flows for the years then ended, in accordance with
the Statements on Standards for Accounting and Review Services issued by the American Institute of
Certified Public Accountants.

A compilation is limited to presenting in the form of financial statements information that is the repre
sentation of management (owners). I (We) have not audited or reviewed the accompanying financial
statements and, accordingly, do not express an opinion or any other form of assurance on them.

The 20X1 financial statements of XYZ Company were compiled by other accountants who have ceased
operations and whose report dated February 1,20X2, stated that they did not express an opinion or any other
form of assurance on those statements.
[Signature]

[Date]
[Sources: SSARS 1, paragraph 14, as amended by SSARS 7 (AR section 100.14) and SSARS 2, paragraph 19,
(AR section 200.19).]

[The next page is 2545.]
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2545

AAM Section 2520
Accountants’ Reports on Review
of Financial Statements of a
Nonpublic Entity
.01 Accountant's Standard Report

Addressee:
I (We) have reviewed the accompanying balance sheet of XYZ Company as of December 31, 20XX, and the
related statements of income, retained earnings, and cash flows for the year then ended, in accordance with
Statements on Standards for Accounting and Review Services issued by the American Institute of Certified
Public Accountants. All information included in these financial statements is the representation of the
management (owners) of XYZ Company.
A review consists principally of inquiries of company personnel and analytical procedures applied to
financial data. It is substantially less in scope than an audit in accordance with generally accepted auditing
standards, the objective of which is the expression of an opinion regarding the financial statements taken as
a whole. Accordingly, I (we) do not express such an opinion.

Based on my (our) review, I am (we are) not aware of any material modifications that should be made to the
accompanying financial statements in order for them to be in conformity with generally accepted accounting
principles.
[Signature]

[Date]
[Source: SSARS 1, paragraph 36, as amended by SSARS 7 (AR section 100.36).]

Note:

Statements on Auditing Standards (SASs) provide guidance to the accountant who performs services
in connection with the unaudited financial statements of a public entity. Statements on Standards for
Accounting and Review Services (SSARS) provide guidance to the accountant who performs services
in connection with unaudited financial statements or other unaudited financial information of a
nonpublic entity. However, when a public entity does not have its annual financial statements
audited, an accountant may review the entity's annual or interim financial statements in accordance
with SSARS as permitted by footnote 4 of SAS No. 26 (AU section 504.05, footnote 4).
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Departure From GAAP—Accounting Principle Not Generally Accepted

Addressee:
I (We) have reviewed the accompanying balance sheet of XYZ Company as of December 31,20XX, and the
related statements of income, retained earnings, and cash flows for the year then ended, in accordance with
Statements on Standards for Accounting and Review Services issued by the American Institute of Certified
Public Accountants. All information included in these financial statements is the representation of the
management (owners) of XYZ Company.
A review consists principally of inquiries of company personnel and analytical procedures applied to
financial data. It is substantially less in scope than an audit in accordance with generally accepted auditing
standards, the objective of which is the expression of an opinion regarding the financial statements taken as
a whole. Accordingly, I (we) do not express such an opinion.

Based on my (our) review, with the exception of the matter described in the following paragraph, I am (we
are) not aware of any material modifications that should be made to the accompanying financial statements
in order for them to be in conformity with generally accepted accounting principles.
As disclosed in note X to the financial statements, generally accepted accounting principles require that
inventory cost consist of material, labor, and overhead. Management has informed me (us) that the inventory
of finished goods and work in process is stated in the accompanying financial statements at material and
labor cost only, and that the effects of this departure from generally accepted accounting principles on
financial position, results of operations, and cash flows have not been determined.

[Signature]
[Date]
[Source: SSARS 1, paragraph 41, as amended by SSARS 7 (AR section 100.41).]

Note:

Statements on Auditing Standards (SASs) provide guidance to the accountant who performs services
in connection with the unaudited financial statements of a public entity. Statements on Standards for
Accounting and Review Services (SSARS) provide guidance to the accountant who performs services
in connection with unaudited financial statements or other unaudited financial information of a
nonpublic entity. However, when a public entity does not have its annual financial statements
audited, an accountant may review the entity's annual or interim financial statements in accordance
with SSARS as permitted by footnote 4 of SAS No. 26 (AU section 504.05, footnote 4).
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2547

.03 Departure From GAAP—Change in Accounting Principle Without Reasonable Justification

Addressee:
I (We) have reviewed the accompanying balance sheet of XYZ Company as of December 31, 20XX, and the
related statements of income, retained earnings, and cash flows for the year then ended, in accordance with
Statements on Standard for Accounting and Review Services issued by the American Institute of Certified
Public Accountants. All information included in these financial statements is the representation of the
management (owners) of XYZ Company.

A review consists principally of inquiries of company personnel and analytical procedures applied to
financial data. It is substantially less in scope than an audit in accordance with generally accepted auditing
standards, the objective of which is the expression of an opinion regarding the financial statements taken as
a whole. Accordingly, I (we) do not express such an opinion.
Based on my (our) review, with the exception of the matter described in the following paragraph, I am (we
are) not aware of any material modifications that should be made to the accompanying financial statements
in order for them to be in conformity with generally accepted accounting principles.
As disclosed in note X to the financial statements, the company has adopted (description of newly adopted
method), whereas it previously used (description of previous method). Although the (description of newly
adopted method) is in conformity with generally accepted accounting principles, the company does not
appear to have reasonable justification for making a change as required by Opinion No. 20 of the Accounting
Principles Board.
[Signature]
[Date]
[Source: SSARS 1, paragraph 41, as amended by SSARS 7 (AR section 100.41).]

Note:

Statements on Auditing Standards (SASs) provide guidance to the accountant who performs services
in connection with the unaudited financial statements of a public entity. Statements on Standards for
Accounting and Review Services (SSARS) provide guidance to the accountant who performs services
in connection with unaudited financial statements or other unaudited financial information of a
nonpublic entity. However, when a public entity does not have its annual financial statements
audited, an accountant may review the entity's annual or interim financial statements in accordance
with SSARS as permitted by footnote 4 of SAS No. 26 (AU section 504.05, footnote 4).
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.04 Departure From GAAP—Omission of Statement of Cash Flows
Addressee:

I (we) have reviewed the accompanying balance sheet of XYZ Company as of December 31, 20XX, and the
related statements of income, and retained earnings, for the year then ended, in accordance with Statements
on Standards for Accounting and Review Services issued by the American Institute of Certified Public
Accountants. All information included in these financial statements is the representation of the management
(owners) of XYZ Company.

A review consists principally of inquiries of company personnel and analytical procedures applied to
financial data. It is substantially less in scope than an audit in accordance with generally accepted auditing
standards, the objective of which is the expression of an opinion regarding the financial statements taken as
a whole. Accordingly, I (we) do not express such an opinion.
Based on my (our) review, with the exception of the matter described in the following paragraph, I am (we
are) not aware of any material modifications that should be made to the accompanying financial statements
in order for them to be in conformity with generally accepted accounting principles.
A statement of cash flows for the year ended December 31,20XX, has not been presented. Generally accepted
accounting principles require that such a statement be presented when financial statements purport to
present financial position and results of operations.

[Signature]
[Date]
[Source: SSARS 1, paragraph 41, as amended by SSARS 7 (AR section 100.41).]

Note:

Statements on Auditing Standards (SASs) provide guidance to the accountant who performs services
in connection with the unaudited financial statements of a public entity. Statements on Standards for
Accounting and Review Services (SSARS) provide guidance to the accountant who performs services
in connection with unaudited financial statements or other unaudited financial information of a
nonpublic entity. However, when a public entity does not have its annual financial statements
audited, an accountant may review the entity's annual or interim financial statements in accordance
with SSARS as permitted by footnote 4 of SAS No. 26 (AU section 504.05, footnote 4).

AAM §2520.04

Copyright © 2001, American Institute of Certified Public Accountants, Inc.

46

Accountants' Reports on Review of Financial Statements of a Nonpublic Entity

9-00

2549

.05 Cash Basis Statements
*
—Full Disclosure

Addressee:
I (We) have reviewed the accompanying statement of assets and liabilities arising from cash transactions of
XYZ Company as of December 31,20XX, and the related statement of revenue collected and expenses paid
for the year then ended, in accordance with Statements on Standards for Accounting and Review Services
issued by the American Institute of Certified Public Accountants. All information included in these financial
statements is the representation of the management (owners) of XYZ Company.

A review consists principally of inquiries of company personnel and analytical procedures applied to
financial data. It is substantially less in scope than an audit in accordance with generally accepted auditing
standards, the objective of which is the expression of an opinion regarding the financial statements taken as
a whole. Accordingly, I (we) do not express such an opinion.
Based on my (our) review, I am (we are) not aware of any material modifications that should be made to the
accompanying financial statements in order for them to be in conformity with the cash basis of accounting,
as described in note X.

[Signature]

[Date]
[Source: Accounting and Review Services Interpretation No. 12 of SSARS 1, as amended by SSARS 7 (AR
section 9100.45).]

Note:

Statements on Auditing Standards (SASs) provide guidance to the accountant who performs services
in connection with the unaudited financial statements of a public entity. Statements on Standards for
Accounting and Review Services (SSARS) provide guidance to the accountant who performs services
in connection with unaudited financial statements or other unaudited financial information of a
nonpublic entity. However, when a public entity does not have its annual financial statements
audited, an accountant may review the entity's annual or interim financial statements in accordance
with SSARS as permitted by footnote 4 of SAS No. 26 (AU section 504.05, footnote 4).

When financial statements are prepared in accordance with a comprehensive basis of accounting other than generally accepted
accounting principles, the notes ordinarily would state the basis of presentation and describe how that basis differs from generally
accepted accounting principles.
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.06 Income Tax Basis Statements
*
—Full Disclosure

Addressee:
I (We) have reviewed the accompanying statement of assets, liabilities, and equity—income tax basis of XYZ
Company as of December 31, 20XX, and the related statement of revenue and expenses—income tax basis
for the year then ended, in accordance with Statements on Standards for Accounting and Review Services
issued by the American Institute of Certified Public Accountants. All information included in these financial
statements if the representation of the management (owners) of XYZ Company.
A review consists principally of inquiries of company personnel and analytical procedures applied to
financial data. It is substantially less in scope than an audit in accordance with generally accepted auditing
standards, the objective of which is the expression of an opinion regarding the financial statements taken as
a whole. Accordingly, I (we) do not express such an opinion.
Based on my (our) review, I am (we are) not aware of any material modifications that should be made to the
accompanying financial statements in order for them to be in conformity with the income tax basis of
accounting, as described in note X.

[Signature]
[Date]
[Source: Accounting and Review Services Interpretation No. 12 of SSARS 1, as amended by SSARS 7 (AR
section 9100.41-45).]

Notes: Statements on Auditing Standards (SASs) provide guidance to the accountant who performs services
in connection with the unaudited financial statements of a public entity. Statements on Standards for
Accounting and Review Services (SSARS) provide guidance to the accountant who performs services
in connection with unaudited financial statements or other unaudited financial information of a
nonpublic entity. However, when a public entity does not have its annual financial statements
audited, an accountant may review the entity's annual or interim financial statements in accordance
with SSARS as permitted by footnote 4 of SAS No. 26 (AU section 504.05, footnote 4).
See the AICPA publication, Preparing and Reporting on Cash- and Tax-Basis Financial Statements, for
further guidance on the unique recognition, measurement, and disclosure issues for OCBOA (other
comprehensive basis of accounting) financial statements, including illustrative financial statements
and notes.

When financial statements are prepared in accordance with a comprehensive basis of accounting other than generally accepted
accounting principles, the notes ordinarily would state the basis of presentation and describe how that basis differs from generally
accepted accounting principles.
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2551

Continuing Accountant's Report on Comparative Statements—Both Periods Reviewed

Addressee:

I (We) have reviewed the accompanying balance sheets of XYZ Company as of December 31,20X2 and 20X1,
and the related statements of income, retained earnings, and cash flows for the years then ended, in
accordance with Statements on Standards for Accounting and Review Services issued by the American
Institute of Certified Public Accountants. All information included in these financial statements is the
representation of the management (owners) of XYZ Company.

A review consists principally of inquiries of company personnel and analytical procedures to financial data.
It is substantially less in scope than an audit in accordance with generally accepted auditing standards, the
objective of which is the expression of an opinion regarding the financial statements taken as a whole.
Accordingly, I (we) do not express such an opinion.
Based on my (our) reviews, I am (we are) not aware of any material modifications that should be made to
the accompanying financial statements in order for them to be in conformity with generally accepted
accounting principles.

[Signature]

[Date]

[Source: SSARS 2, paragraph 9, as amended by SSARS 7 (AR section 200.09).]

Note:

Statements on Auditing Standards (SASs) provide guidance to the accountant who performs services
in connection with the unaudited financial statements of a public entity. Statements on Standards for
Accounting and Review Services (SSARS) provide guidance to the accountant who performs services
in connection with unaudited financial statements or other unaudited financial information of a
nonpublic entity. However, when a public entity does not have its annual financial statements
audited, an accountant may review the entity's annual or interim financial statements in accordance
with SSARS as permitted by footnote 4 of SAS No. 26 (AU section 504.05, footnote 4).
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Continuing Accountant's Report on Comparative Statements—Current Period Reviewed and
Prior Period Compiled

Addressee:

I (We) have reviewed the accompanying balance sheet of XYZ Company as of December 31, 20X2, and the
related statements of income, retained earnings, and cash flows for the year then ended, in accordance with
Statements on Standards for Accounting and Review Services issued by the American Institute of Certified
Public Accountants. All information included in these financial statements is the representation of the
management (owners) of XYZ Company.
A review consists principally of inquiries of company personnel and analytical procedures applied to
financial data. It is substantially less in scope than an audit in accordance with generally accepted auditing
standards, the objective of which is the expression of an opinion regarding the financial statements taken as
a whole. Accordingly, I (we) do not express such an opinion.
Based on my (our) review, I am (we are) not aware of any material modifications that should be made to the
20X2 financial statements in order for them to be in conformity with generally accepted accounting principles.

The accompanying 20X1 financial statements of XYZ Company were compiled by me (us). A compilation is
limited to presenting in the form of financial statements information that is the representation of management
(owners). I (We) have not audited or reviewed the 20X1 financial statements and, accordingly, do not express
an opinion or any other form of assurance on them.
[Signature]

[Date]
[Source: SSARS 2, paragraph 10, as amended by SSARS 7 (AR section 200.10).]

Note:

Statements on Auditing Standards (SASs) provide guidance to the accountant who performs services
in connection with the unaudited financial statements of a public entity. Statements on Standards for
Accounting and Review Services (SSARS) provide guidance to the accountant who performs services
in connection with unaudited financial statements or other unaudited financial information of a
nonpublic entity. However, when a public entity does not have its annual financial statements
audited, an accountant may review the entity's annual or interim financial statements in accordance
with SSARS as permitted by footnote 4 of SAS No. 26 (AU section 504.05, footnote 4).
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.09 Continuing Accountant's Report on Comparative Statements—Both Periods Reviewed With
Restatement of Prior-Period Financial Statements1

Addressee:
I (We) have reviewed the accompanying balance sheet of XYZ Company as of December 31,20X2 and 20X1,
the related statements of income, retained earnings, and cash flows for the years then ended, in accordance
with Statements on Standards for Accounting and Review Services issued by the American Institute of
Certified Public Accountants. All information included in these financial statements is the representation of
the management (owners) of XYZ Company.
A review consists principally of inquiries of company personnel and analytical procedures applied to
financial data. It is substantially less in scope than an audit in accordance with generally accepted auditing
standards, the objective of which is the expression of an opinion regarding the financial statements taken as
a whole. Accordingly, I (we) do not express such an opinion.

Based on my (our) review, I am (we are) not aware of any material modifications that should be made to the
accompanying financial statements in order for them to be in conformity with generally accepted accounting
principles.
In my (our) previous review report dated March 1,20X2, on the 20X1 financial statements, I (we) referred to
a departure from generally accepted accounting principles because the company carried its land at appraised
values. However, as disclosed in Note X, the company has restated its 20X1 financial statements to reflect its
land at costs in accordance with generally accepted accounting principles.

[Signature]

[Date]
[Source: SSARS 2, paragraphs 9 and 15, as amended by SSARS 7 (AR section 200.09 and .15).]

Note:

Statements on Auditing Standards (SASs) provide guidance to the accountant who performs services
in connection with the unaudited financial statements of a public entity. Statements on Standards for
Accounting and Review Services (SSARS) provide guidance to the accountant who performs services
in connection with unaudited financial statements or other unaudited financial information of a
nonpublic entity. However, when a public entity does not have its annual financial statements
audited, an accountant may review the entity's annual or interim financial statements in accordance
with SSARS as permitted by footnote 4 of SAS No. 26 (AU section 504.05, footnote 4).

1 A changed reference to a departure from generally accepted accounting principles includes the removal of a prior reference or the
inclusion of a new reference.
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.10 Successor Accountant's Review Report on Current-Period Financial Statements That Refers to a
Predecessor Accountant's Review Report on Prior-Period Financial Statements

Addressee:
I (We) have reviewed the accompanying balance sheet of XYZ Company as of December 31, 20X2, and the
related statements of income, retained earnings, and cash flows for the year then ended, in accordance with
Statements on Standards for Accounting and Review Services issued by the American Institute of Certified
Public Accountants. All information included in these financial statements is the representation of manage
ment (owners) of XYZ Company.

A review consists principally of inquiries of company personnel and analytical procedures applied to
financial data. It is substantially less in scope than an audit in accordance with generally accepted auditing
standards, the objective of which is the expression of an opinion regarding the financial statements taken as
a whole. Accordingly, I (we) do not express such an opinion.

Based on my (our) review, I am (we are) not aware of any material modifications that should be made to the
accompanying 20X2 financial statements in order for them to be in conformity with generally accepted
accounting principles.
The 20X1 financial statements of XYZ Company were reviewed by other accountants whose report dated
March 1,20X2, stated that they were not aware of any material modifications that should be made to those
statements in order for them to be in conformity with generally accepted accounting principles.
[Signature]

[Date]
[Sources: SSARS 2, paragraph 18, as amended by SSARS 7 (AR section 200.18) and SSARS 1, paragraph 36,
as amended by SSARS 7 (AR section 100.36).]

Note:

Statements on Auditing Standards (SASs) provide guidance to the accountant who performs services
in connection with the unaudited financial statements of a public entity. Statements on Standards for
Accounting and Review Services (SSARS) provide guidance to the accountant who performs services
in connection with unaudited financial statements or other unaudited financial information of a
nonpublic entity. However, when a public entity does not have its annual financial statements
audited, an accountant may review the entity's annual or interim financial statements in accordance
with SSARS as permitted by footnote 4 of SAS No. 26 (AU section 504.05, footnote 4).
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2555

Successor Accountant's Review Report on Current-Period Financial Statements That Refers to a
Predecessor Accountant's Compilation Report on Prior-Period Financial Statements

Addressee:
I (We) have reviewed the accompanying balance sheet of XYZ Company as of December 31, 20X2, and the
related statements of income, retained earnings, and cash flows for the year then ended, in accordance with
Statements on Standards for Accounting and Review Services issued by the American Institute of Certified
Public Accountants. All information included in these financial statements is the representation of the
management (owners) of XYZ Company.

A review consists principally of inquiries of company personnel and analytical procedures applied to
financial data. It is substantially less in scope than an audit in accordance with generally accepted auditing
standards, the objective of which is the expression of an opinion regarding the financial statements taken as
a whole. Accordingly, I (we) do not express such an opinion.
Based on my (our) review, I am (we are) not aware of any material modifications that should be made to the
accompanying financial statements in order for them to be in conformity with generally accepted accounting
principles.
The 20X1 financial statements of XYZ Company were compiled by other accountants whose report dated
February 1, 20X2, stated that they did not express an opinion or any other form of assurance on those
statements.

[Signature]

[Date]
[Sources: SSARS 2, paragraph 19, as amended by SSARS 7 (AR section 200.19) and SSARS 1, paragraph 36,
as amended by SSARS 7 (AR section 100.36).]

Note:

Statements on Auditing Standards (SASs) provide guidance to the accountant who performs services
in connection with the unaudited financial statements of a public entity. Statements on Standards for
Accounting and Review Services (SSARS) provide guidance to the accountant who performs services
in connection with unaudited financial statements or other unaudited financial information of a
nonpublic entity. However, when a public entity does not have its annual financial statements
audited, an accountant may review the entity's annual or interim financial statements in accordance
with SSARS as permitted by footnote 4 of SAS No. 26 (AU section 504.05, footnote 4).
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Continuing Accountant's Report on Comparative Statements—Current Period Reviewed With
Reference to Audit Report on Prior Period

Addressee:
I (We) have reviewed the accompanying balance sheet of XYZ Company as of December 31, 20X2, and the
related statements of income, retained earnings, and cash flows for the year then ended, in accordance with
Statements on Standards for Accounting and Review Services issued by the American Institute of Certified
Public Accountants. All information included in these financial statements is the representation of the
management (owners) of XYZ Company.

A review consists principally of inquiries of company personnel and analytical procedures applied to
financial data. It is substantially less in scope than an audit in accordance with generally accepted auditing
standards, the objective of which is the expression of an opinion regarding the financial statements taken as
a whole. Accordingly, I (we) do not express such an opinion.

Based on my (our) review, I am (we are) not aware of any material modifications that should be made to the
accompanying financial statements in order for them to be in conformity with generally accepted accounting
principles.
The financial statements for the year ended December 31,20X1, were audited by me (us) (other accountants)
and I (we) (they) expressed an unqualified opinion on them in my (our) (their) report dated March 1,20X2,
but I (we) (they) have not performed any auditing procedures since that date.
[Signature]

[Date]
[Sources: SSARS 2, paragraph 28 (AR section 200.28) and SSARS 1, paragraph 36, as amended by SSARS 7
(AR section 100.36).]

Note:

Statements on Auditing Standards (SASs) provide guidance to the accountant who performs services
in connection with the unaudited financial statements of a public entity. Statements on Standards for
Accounting and Review Services (SSARS) provide guidance to the accountant who performs services
in connection with unaudited financial statements or other unaudited financial information of a
nonpublic entity. However, when a public entity does not have its annual financial statements
audited, an accountant may review the entity's annual or interim financial statements in accordance
with SSARS as permitted by footnote 4 of SAS No. 26 (AU section 504.05, footnote 4).
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2557

Review Report—Supplementary Information Subjected to Review Procedures

Addressee:
I (We) have reviewed the accompanying balance sheet of XYZ Company as of December 31, 20XX, and the
related statements of income, retained earnings, and cash flows for the year then ended, in accordance with
Statements on Standards for Accounting and Review Services issued by the American Institute of Certified
Public Accountants. All information included in these financial statements is the representation of the
management (owners) of XYZ Company.

A review consists principally of inquiries of company personnel and analytical procedures applied to
financial data. It is substantially less in scope than an audit in accordance with generally accepted auditing
standards, the objective of which is the expression of an opinion regarding the financial statements taken as
a whole. Accordingly, I (we) do not express such an opinion.
Based on my (our) review, I am (we are) not aware of any material modifications that should be made to the
accompanying financial statements in order for them to be in conformity with generally accepted accounting
principles.

My (our) review was conducted for the purpose of expressing limited assurance that there are no material
modifications that should be made to the financial statements in order for them to be in conformity with
generally accepted accounting principles. The information included in the accompanying (identify the
supplementary information, for example, schedules of cost of goods sold and selling, general, and adminis
trative expenses) is presented only for supplementary analysis purposes. Such information has been
subjected to the inquiry and analytical procedures applied in the review of the basic financial statements and
I am (we are) not aware of any material modifications that should be made thereto.
[Signature]

[Date]
[Source: SSARS 1, paragraphs 36 and 44, as amended by SSARS 7 (AR section 100.36 and .44).]

Note:

Statements on Auditing Standards (SASs) provide guidance to the accountant who performs services
in connection with the unaudited financial statements of a public entity. Statements on Standards for
Accounting and Review Services (SSARS) provide guidance to the accountant who performs services
in connection with unaudited financial statements or other unaudited financial information of a
nonpublic entity. However, when a public entity does not have its annual financial statements
audited, an accountant may review the entity's annual or interim financial statements in accordance
with SSARS as permitted by footnote 4 of SAS No. 26 (AU section 504.05, footnote 4).
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Review Report—Supplementary Information Not Subjected to Review Procedures

Addressee:
I (We) have reviewed the accompanying balance sheet of XYZ Company as of December 31, 20XX, and the
related statements of income, retained earnings, and cash flows for the year then ended, in accordance with
Statements on Standards for Accounting and Review Services issued by the American Institute of Certified
Public Accountants. All information included in these financial statements is the representation of the
management (owners) of XYZ Company.
A review consists principally of inquiries of company personnel and analytical procedures applied to
financial data. It is substantially less in scope than an audit in accordance with generally accepted auditing
standards, the objective of which is the expression of an opinion regarding the financial statements taken as
a whole. Accordingly, I (we) do not express such an opinion.

Based on my (our) review, I am (we are) not aware of any material modifications that should be made to the
accompanying financial statements in order for them to be in conformity with generally accepted accounting
principles.

My (our) review was conducted for the purpose of expressing limited assurance that there are no material
modifications that should be made to the financial statements in order for them to be in conformity with
generally accepted accounting principles. The information included in the accompanying (identify the
supplementary information, for example, schedules of cost of goods sold and selling, general, and adminis
trative expenses) is presented only for supplementary analysis purposes. Such information has not been
subjected to the inquiry and analytical procedures applied in the review of the basic financial statements,
but was compiled from information that is the representation of management, without audit or review.
Accordingly, I (we) do not express an opinion or any other form of assurance on the supplementary
information.
[Signature]
[Date]
[Source: SSARS 1, paragraphs 36 and 44, as amended by SSARS 7 (AR section 100.36 and .44).]

Note:

Statements on Auditing Standards (SASs) provide guidance to the accountant who performs services
in connection with the unaudited financial statements of a public entity. Statements on Standards for
Accounting and Review Services (SSARS) provide guidance to the accountant who performs services
in connection with unaudited financial statements or other unaudited financial information of a
nonpublic entity. However, when a public entity does not have its annual financial statements
audited, an accountant may review the entity's annual or interim financial statements in accordance
with SSARS as permitted by footnote 4 of SAS No. 26 (AU section 504.05, footnote 4).
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.15 Review Report—Emphasis of a Going Concern Uncertainty

Addressee:
I (We) have reviewed the accompanying balance sheet of XYZ Company as of December 31,20XX, and the
related statements of income, retained earnings, and cash flows for the year then ended, in accordance with
Statements on Standards for Accounting arid Review Services issued by the American Institute of Certified
Public Accountants. All information included in these financial statements is the representation of the
management (owners) of XYZ Company.

A review consists principally of inquiries of company personnel and analytical procedures applied to
financial data. It is substantially less in scope than an audit in accordance with generally accepted auditing
standards, the objective of which is the expression of an opinion regarding the financial statements taken as
a whole. Accordingly, I (we) do not express such an opinion.
Based on my (our) review, I am (we are) not aware of any material modifications that should be made to the
accompanying financial statements in order for them to be in conformity with generally accepted accounting
principles.

As discussed in Note X, certain conditions indicate that the Company may be unable to continue as a going
concern. The accompanying financial statements do not include any adjustments to the financial statements
that might be necessary should the Company be unable to continue as a going concern.*
[Signature]

[Date]
[Source: SSARS 1, paragraph 41, as amended by SSARS 7 (AR section 100.41) and Accounting and Review
Services Interpretation No. 11 of SSARS 1 (AR section 9100.38).]

Note:

Statements on Auditing Standards (SASs) provide guidance to the accountant who performs services
in connection with the unaudited financial statements of a public entity. Statements on Standards for
Accounting and Review Services (SSARS) provide guidance to the accountant who performs services
in connection with unaudited financial statements or other unaudited financial information of a
nonpublic entity. However, when a public entity does not have its annual financial statements
audited, an accountant may review the entity's annual or interim financial statements in accordance
with SSARS as permitted by footnote 4 of SAS No. 26 (AU section 504.05, footnote 4).

The accountant is not required to modify his or her review report for a going-concern uncertainty that is appropriately disclosed in
the financial statements. However, he or she may wish to draw attention to the going-concern uncertainty in an explanatory paragraph
of his or her review report as shown above. [Source: Accounting and Review Services Interpretation No. 11 of SSARS 1 (AR section
9100.34-.38).]
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.16 Comparative Statements—Both Years Reviewed; However, Prior Year by a Different Accountant
Who Has Ceased Operations
Addressee:

I (We) have reviewed the accompanying balance sheet of XYZ Company as of December 31,20X2, and the
related statements of income, retained earnings, and cash flows for the year then ended, in accordance with
Statements on Standards for Accounting and Review Services issued by the American Institute of Certified
Public Accountants. All information included in these financial statements is the representation of the
management (owners) of XYZ Company.
A review consists principally of inquiries of company personnel and analytical procedures applied to
financial data. It is substantially less in scope than an audit in accordance with generally accepted auditing
standards, the objective of which is the expression of an opinion regarding the financial statements taken as
a whole. Accordingly, I (we) do not express such an opinion.

Based on my (our) review, I am (we are) not aware of any material modifications that should be made to the
accompanying financial statements in order for them to be in conformity with generally accepted accounting
principles.
The 20X1 financial statements of XYZ Company were reviewed by other accountants who have ceased
operations and whose report dated February 1, 20X2, stated that they were not aware of any material
modifications that should be made to those statements in order for them to be in conformity with generally
accepted accounting principles.
[Signature]

[Date]
[Sources: SSARS 1, paragraph 36, as amended by SSARS 7 (AR section 100.36) and SSARS 2, paragraph 18
(AR section 200.18).]
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.17 Comparative Statements—Current Year Reviewed and Prior Year Audited by a Different Account
ant Who Has Ceased Operations
Addressee:
I (We) have reviewed the accompanying balance sheet of XYZ Company as of December 31, 20X2, and the
related statements of income, retained earnings, and cash flows for the year then ended, in accordance with
Statements on Standards for Accounting and Review Services issued by the American Institute of Certified
Public Accountants. All information included in these financial statements is the representation of the
management (owners) of XYZ Company.

A review consists principally of inquiries of company personnel and analytical procedures applied to
financial data. It is substantially less in scope than an audit in accordance with generally accepted auditing
standards, the objective of which is the expression of an opinion regarding the financial statements taken as
a whole. Accordingly, I (we) do not express such an opinion.
Based on my (our) review, I am (we are) not aware of any material modifications that should be made to the
accompanying financial statements in order for them to be in conformity with generally accepted accounting
principles.
The financial statements for the year ended December 31,20X1, were audited by other accountants who have
ceased operations, and they expressed an unqualified opinion on them in their report dated March 1,20X2,
but they have not performed any auditing procedures since that date.

[Signature]
[Date]
[Sources: SSARS 1, paragraph 36, as amended by SSARS 7 (AR section 100.36) and SSARS 2, paragraph 18
(AR section 200.18).]

[The next page is 2601.]
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AAM Section 2600
Special Areas
Prescribed Forms
.01 SSARS 3 (AR section 300) allows an accountant to issue a compilation report when a prescribed form
calls for a departure from GAAP by using a measurement principle different from GAAP or by not requiring
the disclosures required by GAAP. A prescribed form is defined in SSARS 3, paragraph 2 (AR section 300.02),
as "any standard preprinted form designed or adopted by a body to which it is to be submitted, for example,
forms used by industry trade associations, credit agencies, banks, and governmental and regulatory bodies
other than those concerned with the sale or trading of securities."

.02 Generally, it is assumed that the information required by a prescribed form meets the needs of the
body that required the form to be completed, and, therefore, it is not necessary for that body to be advised
of departures from GAAP that are required by the form. An example of the compilation report to be issued
when the unaudited financial statements of a nonpublic entity are included in a prescribed form that calls
for departures from GAAP can be found in AAM section 2610.01.
.03 If, during the compilation engagement, the accountant becomes aware of a departure from GAAP
not required by the prescribed form, he should follow the guidance discussed in AAM section 2500.21
through .23 on GAAP departures. If the accountant finds that there is a departure from the requirements of
the prescribed form, he or she should consider the departure to be the same as a departure from GAAP in
determining the effects on the report. An example of a compilation report for a departure from GAAP which
was not called for by the prescribed form can be found in AAM section 2610.02.
.04 SSARS 3, paragraph 5 (AR section 300.05), states that if the accountant is asked to sign a preprinted
form that does not conform with the guidance found in SSARS 3 (AR section 300) or SSARS 1 (AR section
100), he or she should not sign the form, but should add the appropriate report to the prescribed form.

.05 If your client applies for a bank loan, the bank loan officer may request financial statements in the
format prescribed in the Robert Morris Associates' Business Credit Information Package (BCIP). Those
financial statements are required to be in conformity with generally accepted accounting principles, however,
they do not contain all disclosures required in complete GAAP presentations. AAM section 2610.03 contains
a sample prescribed-form compilation report for a BCIP presentation.

Specified Elements
.06 SSARS 1 (AR section 100) provides guidance on the compilation and review of financial statements. Some
accountants are asked to issue review reports on separate presentations of specified elements, accounts or items
of financial statements. Because this type of presentation is not a financial statement, guidance for this type of
engagement is not found in the SSARS. This type of engagement should follow the Attestation Standards. (See
AAM section 2610.04 for an illustrative review report.) If the accountant is engaged to apply agreed-upon
procedures to elements, accounts, or items of a financial statement, he or she should refer to Statement on
Standards for Attestation Engagements (SSAE) No. 10, Attestation Standards: Revision and Recodification, chapter
2, Agreed Upon Procedures Engagements (AT section 201), which addresses agreed-upon procedures engagements.

[The next page is 2611.]
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AAM Section 2610
Accountants’ Reports on Prescribed
Forms, BCIP, and Specified Elements
.01

Financial Statements Included in Certain Prescribed Forms

Addressee:

I (We) have compiled the accompanying balance sheet of XYZ Company as of December 31,20XX, and the
related statements of income, retained earnings, and cash flows for the year then ended included in the
accompanying prescribed form, in accordance with Statements on Standards for Accounting and Review
Services issued by the American Institute of Certified Public Accountants.

My (Our) compilation was limited to presenting in the form prescribed by ABC Bank information that is the
representation of management (owners). I (We) have not audited or reviewed the financial statements
referred to above and, accordingly, do not express an opinion or any other form of assurance on them.
These financial statements (including related disclosures) are presented in accordance with the requirements
of [name of body], which differ from generally accepted accounting principles. Accordingly, these financial
statements are not designed for those who are not informed about such differences.
[Signature]

[Date]
[Source; SSARS 3, paragraph 3, as amended by SSARS 7 (AR section 300.03).]

Note:

Statements on Auditing Standards (SASs) provide guidance to the accountant who performs services
in connection with the unaudited financial statements of a public entity. Statements on Standards for
Accounting and Review Services (SSARS) provide guidance to the accountant who performs services
in connection with unaudited financial statements or other unaudited financial information of a
nonpublic entity. However, when a public entity does not have its annual financial statements
audited, an accountant may review the entity's annual or interim financial statements in accordance
with SSARS as permitted by footnote 4 of SAS No. 26 (AU section 504.05, footnote 4). SSARS 3 (AR
section 300), provides for an alternative form of standard compilation report when a prescribed form
or related instructions call for departure from generally accepted accounting principles or another
comprehensive basis of accounting.
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Financial Statements Included in Certain Prescribed Forms—Departure From GAAP Not Called
for by the Prescribed Forms

Addressee:
I (We) have compiled the accompanying balance sheet of XYZ Company as of December 31, 20XX, and the
related statements of income, retained earnings, and cash flows for the year then ended included in the
accompanying prescribed form, in accordance with Statements on Standards for Accounting and Review
Services issued by the American Institute of Certified Public Accountants.

My (Our) compilation was limited to presenting in the form prescribed by ABC Trade Association informa
tion that is the representation of management (owners). I (We) have not audited or reviewed the financial
statements referred to above and, accordingly, do not express an opinion or any other form of assurance on
them. However, I (we) did become aware of a departure from generally accepted accounting principles that
is not called for by the prescribed form or related instructions, as described in the following paragraph.

As disclosed in note X to the financial statements, generally accepted accounting principles require that land
be stated at cost. Management has informed me (us) that the company has stated its land at appraised value
and that, if generally accepted accounting principles had been followed, the land account and stockholders'
equity would have been decreased by $XXX,XXX.
These financial statements (including related disclosures) are otherwise presented in accordance with the
requirements of [name of body], which also differ from generally accepted accounting principles. Accordingly,
these financial statements are not designed for those who are not informed about such differences.
[Signature]

[Date]
[Source: SSARS 3, paragraph 4, as amended by SSARS 7 (AR section 300.04.]

Note:

Statements on Auditing Standards (SASs) provide guidance to the accountant who performs services
in connection with the unaudited financial statements of a public entity. Statements on Standards for
Accounting and Review Services (SSARS) provide guidance to the accountant who performs services
in connection with unaudited financial statements or other unaudited financial information of a
nonpublic entity. However, when a public entity does not have its annual financial statements
audited, an accountant may review the entity's annual or interim financial statements in accordance
with SSARS as permitted by footnote 4 of SAS No. 26 (AU section 504.05, footnote 4). SSARS 3 (AR
section 300), provides for an alternative form of standard compilation report when a prescribed form
or related instructions call for departure from generally accepted accounting principles or another
comprehensive basis of accounting.
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.03

2613

Prescribed-Form Compilation Report for BCIP, Accompanying Supplementary Information Has
Been Compiled

I (We) have compiled the [identify financial statements and supplementary schedules, including periods presented
and name of client] included in the accompanying Business Credit Information Package in accordance with
Statements on Standards for Accounting and Review Services issued by the American Institute of Certified
Public Accountants.

My (Our) compilation was limited to presenting in the form designed by Robert Morris Associates (the
"Business Credit Information Package") and requested by [name of bank] information that is the repre
sentation of management. I (We) have not audited or reviewed the financial statements or supplementary
information referred to above and, accordingly, do not express an opinion or any other form of assurance
on them.

These financial statements (including related disclosures) and supplementary information are for the use of
[name of bank] and are presented in accordance with the requirements of the Business Credit Information
Package, which differ from generally accepted accounting principles. Accordingly, these financial statements
and supplementary information are not designed for those who are not informed about such differences.
[Firm's Signature]
[Report Date]
[Sources: SSARS 3, paragraph 3, as amended by SSARS 7 (AR section 300.03) and Robert Morris Associates,
Business Credit Information Package.]
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Review Report on Elements, Accounts, or Items of a Financial Statement Under the Attestation
*
Standards

I (We) have reviewed the accompanying [identify the presentation of assertions relating to
schedule(s) of elements, accounts or items] of[client name] for the[period] ended.
My (Our) review was conducted in accordance with standards established by the American Institute of
Certified Public Accountants.

A review is substantially less in scope than an examination, the objective of which is the expression of an
opinion on the_____________ [identify the presentation of assertions relating to schedule(s) of elements, accounts or
items]. Accordingly, I (we) do not express such an opinion.1
Based on my (our) review, nothing came to my (our) attention that caused me (us) to believe that the
accompanying[identify the presentation of assertions relating to schedule(s) of elements, accounts or
items] is (are) not presented in conformity with generally accepted accounting principles (or other identified
basis of accounting).

[Firm's Signature]

[Report Date]
[Source: Accounting and Review Services Interpretation No. 8 of SSARS 1, as amended by SSARS 7 (AR
section 9100.27 and .28) and SSAE No. 10, Attestation Standards: Revision and Recodification, chapter 3, Financial
Forecasts and Projections (AT section 301).]

[The next page is 3001.]

* SSARS 1 (AR section 100) provides guidance concerning the standards and procedures applicable to compilations and reviews of
financial statements. Presentations of specified elements, accounts, or items of a financial statement are not financial statements. SAS
No. 62 (AU section 623) and Interpretations thereof (AU section 9623) provide guidance with respect to reporting on such presentations
when the engagement is intended to result in the expression of an audit opinion. SSAE No. 10, Attestation Standards: Revision and
Recodification, chapter 2, Agreed Upon Procedures Engagements (AT section 201), provides guidance with respect to reporting on the results
of applying agreed-upon procedures to specified elements, accounts, or items of a financial statement. SSAE No. 10, chapter 1, Attest
Engagements (AT section 101) provides guidance with respect to reporting on such presentations when the accountant is engaged to
express moderate assurance in a review report.

1 An additional explanatory paragraph may be added after the second paragraph to emphasize matters relating to the attest
engagement or the presentation of assertions.
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AAM Section 3000
Engagement Planning
and Administration
Sections 3165, 3170, and 3175 include illustrative audit assignment control forms,
engagement letters, and an illustrative planning program that can be used by an
accountant in the planning phase of an audit engagement.
Various formats of audit assignment controls, engagement letters, and planning
checklists are in use; nevertheless, inclusion of the formats in this section in no way
means that they are preferable. Readers are urged to refer directly to authoritative
pronouncements when appropriate.

Illustrative formats of audit assignment controls, engagement letters, and planning
checklists are often helpful in developing a consistent style within a firm. However,
no set of illustrative formats can cover all the situations that are likely to be
encountered in practice because the circumstances of engagements vary widely.

Readers should consider other sources of illustrative presentations, such as those in
authoritative pronouncements and AICPA audit and accounting guides.
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AAM Section 3100
Planning the Engagement
.01 The planning phase is an important part of every engagement. During this phase, the partner and
the staff review the client's business and the industry in which the client operates, then develop an overall
strategy for the expected conduct and scope of the engagement.

.02 The need for planning is highlighted in Rule 201, General Standards (ET section 201.01), AICPA
Code of Professional Conduct, which states: "A member shall adequately plan and supervise an engage
ment."
.03 The first standard of fieldwork of generally accepted auditing standards states: "The work is to be
adequately planned and assistants, if any, are to be properly supervised." Statement on Auditing Standards
(SAS) No. 22, Planning and Supervision (AU section 311), provides authoritative interpretive guidance on the
first standard of fieldwork.

.04 Proper planning also enhances the productivity of engagement personnel and should result in a more
profitable engagement.

.05 The planning memo and the planning checklist are two commonly used planning documents. The
style and complexity of these documents will depend on engagement needs and firm preference. The same
memo or checklist may be referred to in the review process to ensure that the items highlighted in the
planning phase are given adequate attention during the engagement.
.06 The steps in audit planning are as follows:
a.

Understand the scope of services and the nature of reports expected to be rendered.

b.

Decide whether or not to accept the engagement.

c.

Assign personnel to the engagement and prepare a preliminary time budget.

d.

Assess independence of firm and audit team.

e.

Understand the entity's business and the industry in which it operates.

f.

Assess the audibility of the entity by—
1.

Gaining an adequate understanding of the internal control structure.

2.

Evaluating management integrity.

g.

Establish an agreement with the client, preferably with an engagement letter.

h.

Assess control risks.

i.

Make a preliminary judgment about materiality levels for audit purposes.

j.

Estimate the level of audit risk and consider its interactive components.

k.

Consider how components of audit risk relate to one another for each cycle or major account.
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Consider cost-effectiveness of different audit strategies.

m.

Write the audit program and finalize a time budget.

35

6-97

[The next page is 3121.]

AAM §3100.06

Copyright © 1997, American Institute of Certified Public Accountants, Inc.

50

10-01

Understanding the Assignment

3121

AAM Section 3105
Understanding the Assignment
.01 The auditor should (a) meet with the client to understand the type, scope, and timing of the
engagement; (b) understand if reports on compliance, internal control, or segments of the entity are required;
(c) understand the client's expectations, both stated and implied; and (d) review the expectations of both the
owners and managers. A sample checklist is located in AAM section 3165.

.02 To obtain an adequate understanding of any assignment, the auditor should be familiar with
generally accepted accounting principles (GAAP), which includes specialized AICPA industry guides as well
as Emerging Issues Task Force (EITF) consensuses.
.03 Statement on Auditing Standards (SAS) No. 69, The Meaning of Present Fairly in Conformity With
Generally Accepted Accounting Principles, sets forth the GAAP hierarchy. Statement on Standards for
Accounting and Review Services 7, Omnibus Statement on Standards for Accounting and Review Services—1992,
indicates that the GAAP hierarchy set forth in SAS No. 69 also applies to compilation and review engagements.
.04

SAS No. 69:

a. Presents three separate but parallel hierarchies—one for state and local governments, another for
nongovernmental entities, and another for federal governmental entities.
b.

Establishes a true GAAP hierarchy—each successive category in the hierarchy is a different level of
authority.

.0 5 The table below summarizes the pronouncements that are included in each of the five categories of
GAAP for nongovernmental entities, state and local governments, and federal governmental entities. This
Manual does not take into account federal governmental entities.
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As of the date of this Manual, the GASB had not organized such a group.

*Paragraph references correspond to the paragraphs of SAS No. 69 (AU section 411) that describe the categories of the GAAP hierarchy.

FASAB staff and practices that are widely
recognized and prevalent in the federal
government
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†

.14d Implementation guides published by the

12d "Qs and As" published by the GASB staff,

and As" published by the FASB staff, as
well as industry practices widely recog 
nized and prevalent

.

.10d AICPA accounting interpretations, "Qs

state and local governm ents by the
AICPA

.14c AICPA AcSEC Practice Bulletins if speci
fically made applicable to federal govern 
mental entities and cleared by the FASAB
and Technical Releases of the Accounting
and Auditing Policy Committee of the
FASAB __________

.12c Consensus positions of the GASB Emer
ging Issues Task Force†and AICPA Practice
Bulletins if specifically made applicable to

.10c Consensus positions of the FASB Emerging
Issues Task Force and AICPA Practice
Bulletins

Accounting Guides and AICPA Statements
of Position

FA SA B: A ICPA Industry A udit and

low ing pronouncements if specifically
made applicable to federal governmental
entities by the AICPA and cleared by the

.14b FASAB Technical Bulletins and the fol

plus AICPA and FASB pronouncements
if made applicable to federal governmen 
tal entities by a FASAB Statement or Inter 
pretation

ing pronouncements if specifically made
applicable to state and local governments
by the AICPA: AICPA Industry Audit
and Accounting Guides and AICPA
Statements of Position

Bulletins

.12b GASB Technical Bulletins, and the follow 

.14a FASAB Statements and Interpretations

Federal Governmental Entities

dustry Audit and Accounting Guides,
and AICPA Statements of Position

J

.10b FASB Technical Bulletins, AICPA In 

Established Accounting Principles

State and Local Governments

.12a GASB Statements and Interpretations, plus
AICPA and FASB pronouncements if made
applicable to state and local governments
by a GASB Statement or Interpretation

Nongovernmental Entities

GAAP Hierarchy Summary*

.10a FASB Statements and Interpretations, APB
Opinions, and AICPA Accounting Research

.06
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Practice Aids; and accounting textbooks,
handbooks, and articles

regulatory agencies; AICPA Technical

Papers; International Accounting Stan 
dards Committee Statements; pronounce
ments of other professional associations or

C oncepts Statem ents; A ICPA Issues

Concepts Statements; FASAB Statements,
Interpretations, Technical Bulletins, and

state and local governm ents; FASB

Other accounting literature, including
GASB Concepts Statements; pronounce
ments in categories (a) through (d) of the
hierarchy for nongovernmental entities
when not specifically made applicable to
.15

Other accounting literature, including
FASAB Concepts Statements; pronounce
ments in categories (a) through (d) of the
hierarchy in paragraph .10 when not
specifically made applicable to federal
governmental entities; FASB Concepts
Statements; GASB Statements, Interpre 
tations, Technical Bulletins, and Concepts
Statements; AICPA Issues Papers; Inter 
national Accounting Standards of the
In tern ation al A ccounting Standards
Com m ittee; pronouncements of other
professional associations or regulatory
agencies; AICPA Technical Practice Aids;
and accounting textbooks, handbooks,
and articles

Federal Governmental Entities

Understanding the Assignment

In the absence of established accounting principles, the auditor may consider other accounting literature, depending on its relevance in the circumstances.

Other accounting literature, including FASB
Concepts Statements; AICPA Issues Papers;
International Accounting Standards Com 
mittee Statements; GASB Statements, Inter
pretations, and Technical Bulletins; FASAB
Statements, Interpretations, and Technical
Bulletins; pronouncements of other profes
sional associations or regulatory agencies;
AICPA Technical Practice Aids, and account
ing textbooks, handbooks, and articles

Other Accounting Literature ††

__________ State and Local Governments
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AAM Section 3110
Assigning Personnel to the Engagement
General Comments
.01 Engagement planning should include procedures for assigning personnel to the engagement. The
procedures established should provide the firm with reasonable assurance that work will be performed by
persons having the degree of technical training and proficiency required in the circumstances. Generally, the
more able and experienced the personnel assigned to a particular engagement, the less need for direct
supervision.

.02 Some procedures regarding assignment of personnel to the engagement are discussed in this section.
The specific procedures adopted by a firm would not necessarily include all the procedures or be limited to
those discussed. Overall firm requirements for assigning personnel to engagements are addressed in the
Guide for Establishing and Maintaining a System of Quality Control for a CPA Firm's Accounting and Auditing
Practice at AAM section 11,200. Sample quality control forms are available at AAM section 11,300, which are
helpful in assigning personnel to engagements.

Engagement Planning Procedures
.03 A time budget for the engagement should generally be prepared to determine manpower require
ments and to schedule field work. The engagement partner should approve the time budget prior to the
beginning of field work. A time budget should have columns for budgeted time (in hours) for preliminary
and final field work. Time budget forms differ depending upon firm preference and needs. Some firms use
separate forms for the time budget report and the job progress report or analysis (see AAM section 3170.01
for "Audit Time Budget—Sample A"), whereas others combine these reports into one form (see AAM section
3170.02 for "Audit Time Budget—Sample B").

.04 Other alternatives include longer, more detailed sets of forms. These forms combine the features of
a time budget, a source document for staff scheduling, and a job progress report that compares each assigned
person's actual daily hours against the budget. Some firms use a shorter, less detailed form for jobs of less
than a predetermined number of staff hours (for example, one hundred hours; see AAM section 3170.03 for
"Audit Time Analysis—Short Form") and a longer form for jobs requiring more time (see AAM section
3170.04 for "Audit Time Analysis—Long Form"). Some firms use a weekly (or daily) progress report (see
AAM section 3170.05, for example). This report, submitted by the accountant in charge, shows the time
actually spent in relation to the estimate, the estimated additional time required, and the estimated variance
from the original estimate.
.05 When the combined time budget and progress report form (sample B) is used, it must be kept current
as the assignment progresses. This form is carried in the working papers file and is filled in daily by the
accountant in charge, for all persons applying time on the engagement. This procedure is vital to identify
and control time as it is applied so that it can be compared to the budgeted time for that phase of the
engagement.
.06 The following factors should be considered in achieving a balance of engagement manpower
requirements, personnel skills, individual development, and utilization:
a.

Engagement size and complexity
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b. Personnel availability

c.

Special expertise

d. Timing of the work to be performed
e.

Continuity and periodic rotation of personnel

f.

Opportunities for on-the-job training

.07 The knowledge, skill, and ability of personnel assigned significant engagement responsibilities
should be commensurate with the auditor's assessment of the level of risk for the engagement (see AAM
section 3140). Ordinarily, higher risk requires more experienced personnel or more extensive supervision by
the auditor with final responsibility for the engagement during both the planning and the conduct of the
engagement.
.08 The scheduling and staffing of the engagement should be approved by the partner with final
responsibility for the engagement so that the partner can consider the qualifications, experience, and training
of personnel to be assigned. The experience and training of the engagement personnel should be considered
in relation to the complexity or other requirements of the engagement and the extent of supervision to be
provided.
.09 It is recommended that all procedures discussed in this section be documented in the accountant's
work papers. A sample checklist documenting the procedures listed in this section is located in AAM section
3165.

[The next page is 3161.]
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AAM Section 3115
Independence
General Comments
*
.01 AICPA professional standards require independence, in accordance with the AICPA Code of Profes
sional Conduct, for all attest engagements.1 Attest engagements are those in which your firm attests—or
affirms—that a client's financial or other information is reasonably stated. Examples of attest services
are—

•

Financial statement audits.

•

Financial statement reviews.

•

Other attest services as defined in the audit and attest standards.

.02 Third parties—investors, creditors, and others—consider your firm's attestations about a client's
financial information in making various business decisions. Therefore, attest services have value for third
parties only if an independent firm renders the services. Accordingly, AICPA professional standards require
independence when your firm provides attest services; your firm may perform attest services for a client only
when it is independent of that client. Independence is not required to perform the following services, if these
are the only services your firm provides to a client:
1. Tax preparation and advice.

2. Consulting services (such as tax consulting or personal financial planning).

.03 One other service—a compilation of a client's historical financial statements—does not require
independence. If a nonindependent firm issues a compilation report, the report must state, "I am (we are)
not independent with respect to XYZ Company."*1
2 Therefore, if your firm provides attest services to a client,
your firm—and partners and professional employees of your firm—must comply with Rule 101, Independence
(ET section 101.01), of the AICPA Code of Professional Conduct. In addition to the AICPA independence rules
you and others in your firm may need to comply with the independence rules of other organizations.

.04 Engagement planning should include procedures to provide the firm with reasonable assurance that
persons at all organizational levels maintain independence to the extent required by the AICPA Code of
Professional Conduct and the regulations of other organizations, as applicable (for example, the Securities
and Exchange Commission, and the Department of Labor). The interpretations and rulings under rule 101
(ET section 101.01) of the AICPA rules of conduct contain examples of instances wherein a firm's inde
pendence will be considered to be impaired.
Omnibus AICPA Proposal of Professional Ethics Division Interpretations and Rulings, an exposure draft released in April 2001 by the
Professional Ethics Executive Committee, is part of the AICPA initiative to modernize the profession's independence rules. It addresses
"engagement-team focused independence," among other issues. Proposals include: new and revised definitions for several terms in the
AICPA Code of Professional Conduct affecting independence, a revised definition of "member" in Interpretation 101-9 (ET section 101.11)
(which will have a significant impact on multi-office firms) and revisions to Interpretation 101-1, "Interpretation of Rule 101" (ET
section 101.02), of ET section 101, Independence. Practitioners should be alert for any final Ethics Statement and changes to the
Independence rules.

1 There are additional requirements for public companies and companies subject to other governmental oversight.
2 Statements on Standards for Accounting and Review Services No. 1, Compilation and Review of Financial Statements, paragraph 19
(AR section 100.19).
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Maintaining Your Independence
.05 Maintaining your independence is your responsibility, not your firm's. As part of its quality control
system, the firm is required to address independence matters; however, ultimately it is up to you to follow
firm policies and the independence rules. Many firms require you to certify your independence on a regular
basis. The following are some suggestions that will help you to complete and sign that certification in good
faith.
.06 Gain an understanding of the independence rules and firm policies. As a prerequisite to establishing and
maintaining the independence of you and your firm, you must have a good, working understanding of the
basic independence rules. At a minimum, you should be aware of the circumstances in which you and your
immediate family meet the definition of a member and of the types of relationships you may have with the
firm's clients that could impair independence. If you have any questions about independence matters, you
should consult with someone in your firm who is knowledgeable about such matters, or you may seek the
advice of the AICPA. If your firm performs audits and other attest services for SEC registrants, you should
familiarize yourself with those rules, too.

.07 Know when you meet the definition of a member. The independence rules apply to all individuals who
meet the definition of a member. If you are to properly apply the independence rules, you must know when
you meet that definition. The definition varies according to your level within your firm. Each time you receive
a promotion, you should revisit the definition of a member rules to make sure you have maintained your
independence.
.08 Consider your family relationships. The investments and employment of certain family members may
impair your independence. Know which of your family members meet the definition of "immediate family"
and which ones meet the definition of "close relative." Determine whether any of these relatives are employed
by clients. If so, you need to distinguish between positions of "significant influence" and those that are "audit
sensitive." The financial interests of your immediate family members are treated as if you own them. The
rules regarding financial interests of close relatives are less restrictive.
.09 Be familiar with the firm's restricted entities. Restricted entities are those for whom the firm provides
services requiring independence. You should be aware of who these entities are. Many firms maintain a
formal list or database of these clients. If yours is one of these firms, you should know how to access the list.
.10 Maintain the integrity of the restricted entity list. If you perform services requiring independence, then
you need to make sure that those clients are identified as restricted entities of the firm. Certain entities that
are related to your clients (for example, subsidiaries) also will be considered restricted entities, even if they
are not clients of the firm.
.11 Consult the restricted entity list regularly. Get into the habit of referring to the firm's restricted entity
list whenever you are considering changes in circumstances that could affect your independence. For
example, you should consult the restricted entity list prior to—
— Making an investment or acquiring a financial interest in an entity.
— Entering into a business relationship.
— Obtaining a loan.

— Having an immediate family member change employers or assume new responsibilities at an existing
job.
.12 Be aware of the rules relating to the performance ofnon-attest services. CPA firms continue to expand the
scope of the services they provide, going beyond the traditional attest services such as audits and reviews.
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If you provide non-attest services to restricted entities, you should be familiar with Ethics Interpretation
101-3 (ET section 101.05) regarding the performance of non-attest services. You should be aware of the
services that are permitted and prohibited under the ruling, as well as your responsibilities for establishing
an understanding of the engagement with your client. If your clients are SEC registrants, you should be aware
that some SEC rules in this area are more restrictive than those of the AICPA.

.13 Report any apparent violations. If you become aware of any apparent violations of the independence
rules, you should report these immediately to the person in your firm responsible for independence matters.

.14 The procedures employed at the engagement level should be designed to ascertain whether the firm
and its partners and employees have complied with all applicable independence rules, with emphasis on
those related to financial interest, performance of accounting services for the client, and unpaid fees. Overall
firm requirements for independence are addressed in AICPA's Statement on Quality Control Standards No.
2, System of Quality Control for a CPA Firm's Accounting and Auditing Practice, paragraphs 7-10, as amended
by Statement on Quality Control Standards No. 4, System of Quality Control for a CPA Firm's Accounting and
Auditing Practice (QC section 20.07-10).

Independence Quality Controls
.15

The AICPA Statements on Quality Control Standards include the following requirement.
Policies and procedures should be established to provide the firm with reasonable assurance
that personnel maintain independence (in fact and in appearance) in all required circum
stances. (QC section 20.13)

The professional standards do not describe how a firm should establish compliance with these requirements.
However, in regards to independence matters, a CPA firm should consider the following.

.16 Establish "plain English" independence policies and procedures. Written policies and procedures are an
important first step toward ensuring compliance with the independence rules. These policies should be
written in a manner that is easy to read and understand.
.17 Designate a partner-in-charge. There are two reasons why a firm might wish to designate a partner
in-charge of independence matters. First, firm members who have questions about independence matters
need to have someone to turn to for answers. It helps if they know there is one person in charge. Additionally,
the independence rules are complicated and subject to change. A firm is more likely to have a good
understanding of the independence rules when one person is specifically assigned the responsibility.
.18 Communication and training. The firm's independence policies and procedures must be communi
cated throughout the firm. Periodic training on these matters will help ensure understanding and compliance.
.19 Maintain a list of restricted entities. Firm personnel must be independent with respect to the firm's
restricted entities. It is important for the firm to maintain a database or list of all clients (and certain related
entities) for whom the firm performs services requiring independence. Policies and procedures should exist
for keeping the list current.
.20 Obtain written representations from firm personnel. Many firms require their personnel to execute and
return to the firm an independence representation in which the firm member affirms that he or she is
independent with respect to the firm's restricted entities. Typically, these representations are completed
annually.
.21 Resolution of apparent independence violations. The firm should have procedures for resolving apparent
independence violations that are reported by firm personnel.
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Additional Guidance
.22 It is recommended that all procedures discussed in this section be documented in the auditor's work
papers.
.23 For additional guidance practitioners should refer to the AICPA Plain English Guide to Independence.
The Guide discusses the independence rules of the principal standard-setting bodies in plain, straightforward
English so you can understand and apply them with greater confidence and ease. The Guide will also help
you identify issues that may require further investigation.

.24 Practitioners may also refer to The ABCs of Independence—2000/01 [AAM section 8200] Audit Risk
Alert for additional guidance as well. The Alert will help you develop a broad-based understanding of the
AICPA independence rules and to perform in good faith your responsibilities for complying with those rules.
.25 Both the Alert and the AICPA Plain English Guide to Independence summarize the independence rules
only: therefore, when assessing your independence, you should refer directly to the applicable independence
standards, in addition to your firm's policies on independence because they may include additional details
or topics relevant to your situation. To obtain the Guide or the Alert, call the AICPA order department at
888-777-7077.

[The next page is 3181.]
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3181

AAM Section 3120
Knowledge of the Entity’s Business
.01 The accountant should obtain a level of knowledge of the entity's business that will enable the
accountant to plan and perform the audit in accordance with generally accepted auditing standards. That
level of knowledge should enable the accountant to obtain an understanding of the events, that may have a
significant effect on the financial statements. The level of knowledge customarily possessed by management
relating to managing the entity's business is substantially greater than that which is obtained by the
accountant in performing the audit. Knowledge of the entity's business helps the accountant in—
a.

Identifying areas that may need special consideration.

b. Assessing conditions under which accounting data and corroborating evidential matter are pro
duced, processed, reviewed, and accumulated within the operation.
c. Evaluating the reasonableness of estimates, such as valuation of inventories, depreciation, allowances
for doubtful accounts, and percentage-of-completion of long-term contracts.

d. Evaluating the reasonableness of management representations.
e.

Making judgments about the appropriateness of the accounting principles applied and the adequacy
of disclosures.1

Engagement Planning Procedures
.0 2 The accountant should obtain a knowledge of matters that relate to the nature of the entity's business,
its organization, and its operating characteristics. Such matters include, for example, the type of business,
types of products and services, capital structure, related parties, locations and production, distribution, and
compensation methods. The accountant should also consider matters affecting the industry in which the
entity operates—such as economic conditions, government regulations, and changes in technology—as they
relate to his or her audit. Other matters, such as accounting practices common to the industry, competitive
conditions, and, if available, financial trends and ratios, should also be considered by the accountant.
.0 3 Knowledge of an entity's business is obtained through performing analytical procedures, prior
experience with the entity or its industry, and inquiry of the entity's personnel. Working papers from prior
years may contain useful information about the nature of the business, organizational structure, operating
characteristics, and transactions that may require special consideration. Other sources an accountant may
consult include AICPA audit and accounting guides, industry publications, financial statements of other
entities in the industry, textbooks, periodicals, and individuals knowledgeable about the industry.
.0 4 The accountant should give thought to whether specialized skills are needed to consider the effect
of computer processing on the audit, to understand the nature of controls or to design and perform audit
procedures. If specialized skills are needed, the accountant should seek assistance from a professional who
may be or may not be on the accountant's staff. If the use of such a professional is planned, the accountant
should have sufficient computer-related knowledge to communicate the objectives of the other professional's
work, to evaluate whether the specified procedures will meet the accountant's objectives, and to evaluate
1 See SAS No. 69, The Meaning of Present Fairly in Conformity With Generally Accepted Accounting Principles, paragraphs 4 and 6
(AU section 411.04 and .06).
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the results of the procedures applied as they relate to the nature, timing, and extent of other planned audit
procedures. The accountant's responsibilities for using such a professional are equivalent to those for using
assistants.2

.0 5 The accountant should consider the methods the entity uses to process information in planning the
audit because such methods influence the design of the accounting system and the nature of control
procedures. Because of the growth in the use of computers and other information technology, many entities
process significant information electronically. In those circumstances, the nature, timing, and extent of audit
procedures will be affected in various ways depending upon a number of factors that the auditor should
consider, including:
a. The extent to which computers and other information technology are used in every significant
accounting application.
b. Whether or not the application generates a financial statement line item or provides a basis for an
accounting estimate.

c.

The significance of the financial statement line item(s) affected by the client's use of technology.

d. The controls placed over the application or system.

e.

The effectiveness of the design and operation of those controls.3

f.

The complexity of the entity's information technology operations, including the use of an outside
service center.4

g. The organizational structure of the information technology activities.

h. The availability of and access to evidence. Certain electronic evidence may exist at a certain point in
time. However, such evidence may not be retrievable after a specified period of time if files are
changed and if backup files do not exist.
i.

The use of computer-assisted audit techniques to increase the efficiency of performing audit proce
dures. Using computer-assisted audit techniques may also provide the accountant with an opportu
nity to apply certain procedures to an entire population of accounts or transactions. In addition, in
some accounting systems, it may be difficult or impossible for the auditor to analyze certain data or
test specific control procedures without computer assistance.

Practice Tip
The AICPA's Auditing Practice Release entitled, Auditing With Computers, provides practical and helpful
guidance in using technology to your advantage during an audit. Call the AICPA at 1 (888) 777-7077 and
ask for product number 021057.
2 Since the use of a specialist who is effectively functioning as a member of the audit team is not covered by SAS No. 73, Using the
Work of a Specialist (AU section 336), a computer audit specialist requires the same supervision and review as any assistant.

3 Paragraph 14 of SAS No. 31, Evidential Matter, as amended by SAS No. 80, Amendment to Statement on Auditing Standards No. 31,
Evidential Matter (AU section 326.14), states that in entities where significant information is transmitted, processed, maintained, or
accessed electronically, the auditor may determine that it is not practical or possible to reduce detection risk to an acceptable level by
performing only substantive tests for one or more financial statement assertions. In such circumstances, the auditor should perform
tests of controls to gather evidential matter to use in assessing control risk, or consider the effect on his report. Paragraph 4 of SAS No.
55, Consideration of Internal Control in a Financial Statement Audit, as amended by SAS No. 78, Consideration of Internal Control in a
Financial Statement Audit: An Amendment to SAS No. 55, and SAS No. 94, The Effect of Information Technology on the Auditor's Consideration
of Internal Control in a Financial Statement Audit (AU section 319.04), states that when evidence of an entity's initiation, recording, or
processing of financial data exists only in electronic form, the auditor's ability to obtain the desired assurance only from substantive
tests would significantly diminish.
4 See SAS No. 70, Service Organizations, as amended by SAS No. 88, Service Organizations and Reporting on Consistency (AU section
324), and the related AICPA Auditing Practice Release, Service Organizations: Applying SAS No. 70 (product number 021056), for
guidance concerning the use of a service center for computer processing of significant accounting applications.
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In addition, certain information generated by the computer for management's internal purposes may be
useful in performing substantive tests (particularly analytical procedures).5

.0 6 It is recommended that all procedures discussed in this section be documented in the accountant's
work papers. An illustrative planning program for documenting the procedures listed in this section is
located in AAM section 3165.

[The next page is 3201.]

5 SAS No. 56, Analytical Procedures (AU section 329), describes the usefulness of and guidance pertaining to such procedures.
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AAM Section 3125
Consideration of Internal Control
Introduction
.01 Internal control is broadly defined as a process designed to provide reasonable assurance regarding
the achievement of entity objectives. Internal control is accomplished by an entity's board of directors,
management, and other personnel.

.02 The above definition reflects certain fundamental concepts:
•

A process. Internal control is a process. It is not one event or circumstance, but a series of actions that
permeate an entity's activities. These actions are pervasive, and are inherent in the way management
runs the business.

•

People. Internal control is effected by people. It is not accomplished by policy manuals and forms,
but the people of an organization, what they do and say. People must know their responsibilities and
limits of authority.

•

Reasonable assurance. Internal control, no matter how well designed and operated, can provide only
reasonable assurance to management and the board of directors regarding achievement of an entity's
objectives.

•

Achievement of objectives. Internal control is geared to the achievement of entity objectives. The
definition of these objectives provides auditors with a useful framework for understanding and
analyzing internal controls.

.03 Auditors are required to consider their client's internal control during the planning phase of every
audit. SAS No. 55, Consideration of Internal Control in a Financial Statement Audit, as amended by SAS No. 78,
Consideration of Internal Control in a Financial Statement Audit: An Amendment to SAS No. 55, and SAS No. 94,
The Effect of Information Technology on the Auditor's Consideration of Internal Control in a Financial Statement Audit
(AU section 319), states the following:

A sufficient understanding of internal control is to be obtained to plan the audit and to
determine the nature, timing, and extent of tests to be performed.
.04 As a practical matter, the above requirement raises the following questions.
•

What constitutes a "sufficient understanding"? That is, what should an auditor know about the
client's internal control?

•

How should an auditor obtain this understanding?

•

Once an auditor understands the client's internal control, how is that information used to plan the
audit?

.05 This section provides answers to each of the above three questions.

What Auditors Should Understand About Internal Control
.06 A "sufficient" understanding of internal control means:
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• An auditor should perform procedures to understand the design of controls (whether manual or
automated) and determine whether they have been placed in operation.

• This understanding is generally limited to controls that pertain to the entity's objective of preparing
reliable financial statements for external purposes.
• That one objective can be broken into five components, and an auditor should obtain an under
standing of each of the five components.

. 07 Whether a control has been "placed in operation" at a point in time is different from its "operating
effectiveness" over a period of time. In obtaining knowledge about whether controls have been placed in
operation, the auditor determines that the entity is using them. Operating effectiveness, on the other hand,
is concerned with how the control (whether manual or automated) was applied, the consistency with which
it was applied, and by whom it was applied. The auditor determines whether controls have been placed in
operation as part of the understanding of internal control necessary to plan the audit. The auditor evaluates
the operating effectiveness of controls as part of assessing control risk. Understanding internal control and
assessing control risk may be performed concurrently in an audit, and some procedures performed to obtain
the understanding may provide evidential matter about the operating effectiveness of controls relevant to
certain assertions.
. 08 The Jones family owns and operates several neighborhood grocery stores in Anytown. On a monthly basis, the
controller of Jones Grocery performs bank reconciliations for all the bank accounts. For planning purposes, the auditor
of Jones Grocery needs to understand whether the controller performs the reconciliations. Not testing, but identifying
controls are a key part of audit planning.
. 09 SAS No. 55 (AU section 319), as amended, provides a framework to help auditors obtain their
understanding of internal control. That framework is built on two basic concepts: objectives and components.

. 10 Internal control is a process designed to provide reasonable assurance regarding the achievement of
entity objectives. Entities generally have the following three objectives:
•

Financial reporting. This objective relates to the preparation of reliable published financial statements.

•

Operations. This objective relates to effective and efficient use of the entity's resources.

•

Compliance. This objective relates to the entity's compliance with applicable laws and regulations.

. 11 The bank reconciliation performed by the Jones Grocery controller is an example of a control that relates
primarily to the financial reporting objective. Jones also has an inventory tracking and management system that allows
each store manager to track inventory levels and order new items before they stock-out. This control activity is part of
the operations objective. Each store also has a small deli that prepares sandwiches and hot entrees. These food
preparation activities must comply with state health laws and regulations, and Jones has policies in place to help ensure
that those laws and regulations are met. Those policies are directed at the entity's compliance objective.
. 12 Generally, relevant controls for an audit relate to the financial reporting objective. Controls relating
to operations and compliance objectives that are not relevant to an effective audit need not be considered.

. 13 The controls having to do with the ordering of inventory or compliance with state health laws and regulations
are important to Jones Grocery, but ordinarily will not relate to the audit of the company's financial statement. The
auditor of Jones may wish to inquire and document these controls for client service or other purposes, but since these
controls are not relevant to the audit, he or she is not required to do so.

. 14 However, if controls relating to operations and compliance objectives pertain to information the
auditor evaluates or uses in applying auditing procedures, then they may be relevant to the audit.
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. 15 For example, the financial reporting system may produce a sales report by inventory stock number
for each sales region. If the auditor decided to use information from this report when auditing the proper
valuation of inventory, he or she should consider obtaining an understanding of the following:

•

Which transactions or classes of transactions are included in the report.

•

How significant accounting information about those transactions are entered into and flow through
the financial reporting system.

•

The files that are processed.

•

The nature of processing involved in producing the report.

.16 Controls pertaining to detecting noncompliance with laws and regulations that may have a direct
and material effect on the financial statements, such as controls over compliance with income tax laws and
regulations used to determine the income tax provision, may be relevant to an audit.

.17 Controls designed to prevent or detect misappropriations of assets may include controls relating to
financial reporting and operations objectives. For example, use of a lockbox system for collecting cash or
passwords for limiting access to accounts receivable data files may be relevant to a financial statement audit.
Conversely, controls to prevent the excess use of materials in production generally are not relevant to a
financial statement audit. An auditor's responsibility to understand internal control is generally limited to
those controls relevant to the reliability of financial reporting.
.18 An objective is what an entity strives to achieve. But what is needed to achieve that objective?
.19 SAS No. 55 (AU section 319), as amended, provides a framework that separates each financial
reporting objective into five components. These components represent what is needed to achieve the entity's
objectives. The components of internal control are briefly described as follows:
•

Control environment. The core of any business is its people—their individual attributes, including
integrity, ethical values, and competence—and the environment in which they operate. They are the
engine that drives the entity and the foundation on which everything rests.

•

Risk assessment. The entity must be aware of and deal with the risks it faces. It must set objectives,
integrated with the sales, production, marketing, financial, and other activities so that the organiza
tion is operating in concert. It also must establish mechanisms to identify, analyze, and manage the
related risks.

•

Control activities. Control policies and procedures must be established and executed to help ensure
the actions identified by management as necessary to address risks to achievement of the entity's
objectives are effectively carried out.

•

Information and communication. Surrounding the control activities are information and communica
tion systems, including the financial reporting information system. These systems support the ability
of the entity's people to identify, capture, and exchange the information needed to conduct, manage,
and control its operations.

•

Monitoring. The entire process must be monitored, and modifications made as necessary. In this
way, the system can react dynamically, changing as conditions warrant.

.20 Some control components, for example the control environment, will have a pervasive effect on the
entity's activities. Other components, for example control activities, will be directed primarily toward the
achievement of one or more of the three objectives described in AAM section 3125.10. Auditors are generally
interested only in those components of internal control that have a pervasive effect on the entity and those
that are directly related to the reliability of financial reporting.
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.21 This internal control framework, the relationship between an entity's objectives and internal control
components, is discussed in more detail in AAM section 4200.
.22 The internal control framework described here and in AAM section 4200 is only a means to help
auditors consider the impact of an entity's internal control in an audit. An auditor's primary concern is not
the classification of a specific control into any particular component and related objective. Rather, an auditor's
primary concern is whether a specific control affects financial statement assertions. Controls relevant to the
audit are those that individually or in combination with others are likely to prevent or detect material
misstatements in financial statement assertions. Such controls may exist in any of the five components.
.23 Andrea Auditor audits Jones Grocery. As on all audits, she is required to obtain an understanding of internal
control sufficient to plan the audit. To achieve this, she organizes her inquiries and other procedures to understand each
of the five components of internal control that relate to the financial reporting objective. As a result of performing her
procedures, she discovers the client's bank reconciliation procedures. Should a bank reconciliation be considered a
"control procedure"? What about the fact that someone follows up and investigates old or unusual reconciling items.
Is that considered a "monitoring" activity?
.24 The issue of how to classify a particular control is irrelevant for Andrea's purposes. As an auditor, her primary
consideration is to understand how the bank reconciliations, whether individually or in combination with other controls,
affect financial statement assertions relating to cash.

How an Auditor Obtains an Understanding of Internal Control
.25 An auditor often obtains a sufficient understanding of internal control through previous experience
with the entity and the following:
•

Inquiries of appropriate management, supervisory, and staff personnel.

•

Inspection of entity documents and records.

•

Observation of entity activities and operations.

.26 Auditors should consider the types of misstatements that occurred in prior audits (e.g., whether they
were associated with accounting estimates, whether they were routine errors that resulted from a lack of
control consciousness, or whether they resulted from lack of sufficient personnel). This knowledge of prior
misstatements can help an auditor focus his or her inquiries on those areas and whether changes have been
made to internal control to prevent those misstatements in the future.

.27 In a continuing audit, the auditor may already have significant experience with and documentation
of internal control. In these situations, this knowledge from previous audits allows the auditor to focus on
system changes.
.28 Jones Grocery purchased a commercially available software package for independent grocers. During 19X1,
Jones installed the general ledger system and the cash receipts/disbursements and accounts payable modules. As part of
performing her 19X1 audit, Andrea Auditor obtained an understanding of the software package and the modules that
were installed. For her 19X2 audit, Andrea should focus on changes made to the system since 19X1. For example, she
might inquire about the installation of other modules (such as inventory) or updated versions of the software package.
.29 Some controls are documented in policy and procedure manuals, flowcharts, source documents,
journals, and ledgers. In these cases, inspection of the documentation and inquiries of entity personnel may
provide a sufficient understanding to plan the audit.

.30 When Jones Grocery receives a bill, it is input directly into the accounts payable module of their software
package. The computer generates an accounts payable aging and a cash requirements report that indicates when each
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bill should be paid. The accounts payable module interfaces with the general ledger system to automatically post and
update the appropriate general ledger account whenever bills are received or paid. To obtain her understanding of the
accounts payable system, Andrea performed a "walk-through." She made inquiries of Jones personnel and obtained
copies of bills and the reports generated by the computer. She "walked through" the example bills to see how they were
included in the computer reports and how totals from those reports were posted to the general ledger. She also made
inquiries related to the completeness assertion, that is, how does Jones ensure that all bills are entered into the system?
Andrea observed the Jones employee performing those control procedures.

.31 Documentation may not be available for some controls. For example, the understanding of certain
aspects of the control environment, such as management integrity, may be obtained through previous
experience updated by inquiries of management and observation of their actions. Although documentation
may not be available, the auditor is still responsible for documenting his or her understanding of the
components of internal control.
.32 In obtaining an understanding of the design of information technology (IT) control activities and
whether they have been placed in operation, the auditor may make inquiries of appropriate entity personnel
and inspect relevant systems documentation to understand control activities design. The auditor may also
inspect exception reports generated as a result of IT control activities to determine that they have been placed
in operation. The auditor may need specialized skills (either on staff or through the use of an outside
professional) to determine the effect of IT on the audit and to understand the IT controls (as well as to design
and perform tests of IT controls or substantive tests). Determining whether such a professional is needed on
the audit team, the auditor considers various factors such as the pervasiveness and complexity of the entity's
IT systems and controls, the extent of the entity's participation in electronic commerce, and the significance
of audit evidence that is available only in electronic form.
.33 The auditor's assessment of inherent risk and judgments about materiality for various account
balances and transaction classes also affect the nature, timing, and extent of the procedure performed to
obtain the understanding. For example, the auditor may conclude that planning the audit of the prepaid
insurance account does not require specific procedures to obtain an understanding of internal control.

.34 AAM sections 4300 and 4400 contain a series of forms and questionnaires to help auditors perform
the procedures to obtain an understanding of internal control.

Using Internal Control Information to Plan the Audit
.35 Effective audit planning requires the auditor to know what can go wrong in the financial statements.
That is, the auditor should identify the types of material misstatements that could occur and assess the risk
that they will occur. Understanding the design of internal control and determining whether it has been placed
in operation provides important information about the types and risks of potential material misstatement
that could occur in financial statements. The understanding often will affect the auditor's consideration of
the significance of fraud risk factors. In addition, when considering the significance of fraud risk factors (see
AAM section 3145), the auditor may wish to assess whether there are specific controls that mitigate the risk
or whether specific control deficiencies may exacerbate the risk.
.36 The controller ofJones Grocery performs monthly bank reconciliations, but suppose the controller is not required
to follow up on old or unusual reconciling items and that the reconciliation itself is not subject to supervisory review.
This is a flaw in the design of internal controls which affects the risk of misstatements occurring in the cash accounts
going undetected and increases the risk that a misstatement may not be identified timely.

.37 Knowledge of internal control is also a primary source of information about the specific processes,
methods, records, and reports used in preparing the entity's financial statements. The auditor uses this
information to design substantive audit tests.
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.38 In obtaining an understanding of internal control at Jones Grocery, Andrea Auditor determines that the
accounting system generates an accounts payable trial balance of all unpaid invoices. This information is useful for
Andrea to plan her search for unrecorded liabilities—that is, post-balance sheet disbursements and unpaid invoices will
be traced to that report to determine if they have been properly accrued at year end.
.39 The auditor uses the understanding of internal control to plan an audit strategy for the assertions
embodied in the account balance, transaction class, and disclosure components of the financial statements.
There are generally two types of audit strategies:
•

A substantive approach (however, see paragraph .40 below), where control risk is assessed at or
slightly below the maximum level1, or

•

An approach where control risk is assessed below the maximum level.

.40 To use a substantive approach, the auditor needs to be satisfied that performing only substantive
tests would be effective in restricting detection risk to an acceptable level. When a significant amount of
information supporting one or more financial statement assertions is electronically initiated, recorded,
processed, or reported, the auditor may determine that it is not possible to assess control risk at the
maximum and design effective substantive tests that by themselves would provide sufficient evidence
that the assertions are not materially misstated. For such assertions, significant audit evidence may be
available only in electronic form and its competence and sufficiency as evidential matter usually depend
on the effectiveness of controls over its accuracy and completeness. Also, the potential for improper
initiation or alteration of information to occur and not be detected may be greater if information is
initiated, recorded, processed, or reported only in electronic form and appropriate controls are not
operating effectively. For example, a purchase order transmitted electronically from a customer derives
its credibility primarily from the controls within the electronic environment. A fraudulent or altered
electronic purchase order exhibits no apparent difference, compared to a valid purchase order, when
extracted from the electronic environment of the entity. Without testing the internal control surrounding
the electronic evidence, a lack of credibility may not be recognized by the auditor. In such circumstances,
the auditor should perform tests of controls surrounding the electronic environment to gather evidential
matter to use in assessing control risk, or consider the effect on the auditor's report.

Practice Tip
The AICPA has published a practice aid entitled, The Information Technology Age: Evidential Matter in the
Electronic Environment (product number 021068). This publication provides valuable help for practitioners
auditing in environments where electronic evidence is significant, by addressing the various issues concern
ing electronic evidence. Call 1 (888) 777-7077 for more information.

.41 When control risk is assessed as below the maximum and it has been determined that reliance on the
controls is possible, auditors can modify the nature, timing, and extent of substantive procedures, for
example, sample sizes may be reduced or substantive testwork can be performed in advance of the balance
sheet date.

.42 The choice of an audit strategy is done at the assertion level and is not a global strategy for the entire
audit. For some assertions, the auditor may choose a primarily substantive approach (however, see para
graph .40 above), and for other assertions, the auditor may plan to assess control risk below the maximum.
.43 Andrea Auditor has been the auditor of Jones Grocery for several years. During that time she has helped Jones
design and implement the procedures used for the annual inventory count. The count itself is performed by an outside
1 The term maximum level means the greatest probability that a material misstatement that could occur in a financial statement
assertion will not be prevented or detected on a timely basis by an entity's internal control.
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inventory count company that specializes in taking inventory at grocery stores. The outside company is supervised by
Jones Grocery employees. Based on this knowledge of the internal controls for the physical inventory count, Andrea
plans to assess internal control risk below the maximum for the existence assertion related to inventory.

.44 In the above example, the audit strategy was determined at the assertion level. The physical count
of inventory is a control directly related to the existence assertion. It has little relevance to the valuation
assertion and no relevance to the completeness assertion. Thus, the auditor is able to modify tests related to
the existence assertion, for example, reducing the number of test counts or stores where inventory is
observed. Substantive audit procedures related to other assertions (for example, proper pricing) should not
be modified.

Choosing an Audit Strategy
.45 As described in AAM section 3125.06, on all audits, an auditor is required to understand how controls
are designed and whether they have been placed in operation. This understanding is sufficient to plan a
primarily substantive audit approach. Nevertheless, even with a primarily substantive approach it is usually
necessary to test controls surrounding electronic evidence, given the fact that the competence of electronic
evidence usually depends on the effectiveness of internal control over its validity and completeness. See
paragraph .40 above.
.46

In order to assess control risk below the maximum, the auditor must also:

•

Identify specific controls relevant to specific assertions that are likely to prevent or detect material
misstatements in those assertions, and

•

Perform tests of controls to evaluate the effectiveness of such controls.

.47 AAM section 4600 describes in more detail the steps an auditor should take in order to assess control
risk below the maximum.
.48 The decision of which audit strategy to pursue is primarily one of audit efficiency. Assessing control
risk below the maximum requires the auditor to perform additional procedures to evaluate the effectiveness
of controls. However, as a result of assessing control risk below the maximum, the auditor is able to modify
his or her substantive tests. In planning the audit, auditors should consider whether the benefits of modifying
substantive tests are greater than the costs of performing additional procedures to gauge the effectiveness
of controls. Furthermore, as stated above, substantive tests alone may not provide sufficient evidence in
environments where electronic evidence is significant, especially when evidence of an entity's initiation,
recording, or processing of financial data exists only in electronic form.

.49

The following diagram illustrates how an auditor chooses an audit approach.
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AAM Section 3130
Establishing an Understanding With
the Client and Preparing an
Engagement Letter
.01 Statement on Auditing Standards (SAS) No. 83, Establishing an Understanding With the Client, as
amended by SAS No. 89, Audit Adjustments (AU section 310), requires an auditor to gain an understanding
with the client regarding the services to be performed for every engagement. The understanding should
include the objectives of the engagement, management's responsibilities, the auditor's responsibilities, and
limitations of the engagement. Such an understanding reduces the risk that either the auditor or the client
may misinterpret the needs or expectations of the other party. The understanding could also include matters
such as the timing of field work, report deadlines, and methods of fee determination and payment. The
engagement partner should annually confirm an understanding of the nature of the engagement before
beginning field work. Such understanding will normally include a pre-engagement client conference.

.02 SAS No. 83 requires the understanding with the client to be documented in the workpapers,
preferably through a written communication with the client. There are no authoritative pronouncements
requiring a written engagement letter for an audit, although most firms regard their completion as good
business practice. An engagement letter helps to prevent misunderstandings between the client and the
auditor regarding the services to be provided, including the limitations. The engagement letter also sets forth
the responsibilities of the client, and in most states it becomes a legally binding contract on both parties.
There are other good reasons to obtain an engagement letter, including the following:
•

Reduce the risk of litigation and avoid misunderstandings with the client. In today's litigious environment
an engagement letter is needed for both old and new clients. To avoid misunderstandings, the
engagement letter should describe in detail the services to be rendered, the fee, and other terms and
conditions of the engagement. Oral agreements may result in differences of recollection or under
standing between the accountant and the client.

•

Avoid misunderstandings by the staff. The members of the staff working on the engagement must have
a complete understanding of what is required of them. A copy of the engagement letter in the working
papers provides them with an authoritative reference to supplement their oral instructions.

.03 Often, entities that have never been audited resist signing a client representation letter. To avoid client
resistance at the end of the audit, many firms notify the client in the engagement letter that they will be asked
to sign a client representation letter.

.04 If the auditor has reason to believe the client may publish all or a portion of an audit report, he should
advise the client (preferably in the engagement letter) that firm policy is to read printer's proofs of the report
and any other accompanying material. This precaution will protect both the client and accountant against
condensation of financial statements, omission of footnotes, erroneous layout, and other errors such as
misstatement of figures used in a president's letter, other narrative, or statistics.

.05 The understanding with the client should be obtained and the letter should be prepared before any
significant work takes place on the engagement. The partner should personally present the letter to the client
to ensure that a complete understanding has been achieved. The understanding or a signed copy of the
engagement letter should be filed with the engagement's current working papers and permanent file.
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Practice Tip
Be careful when using a proposal or preliminary engagement letter for a client. If the letter describes
additional services that are not finally agreed upon, it may be used in litigation as an indication of inadequate
performance by you on the engagement. You should always make sure that a final engagement letter is
issued in such circumstances.
.06 Should the nature of an engagement change during its progress, or should the firm be engaged for
additional services during the year, a new engagement letter should be prepared. A step-down to a
compilation or review engagement, or a special engagement for preparing a forecast, are examples of changes
that would require a new engagement letter. Such changes should be made by the engagement partner after
careful consideration of the reasons justifying the change. For example, the reasons justifying a step-down
from an audit to a compilation or review may prevent the firm from reporting on the lower level of service.

Special Considerations
.07 The following matters should be considered while gaining an understanding with the client and while
preparing an engagement letter:

•

Whether the circumstances preclude an unqualified opinion, as in these examples:
— The auditor is retained after the beginning of the client's fiscal year, did not observe inventories
or confirm receivables at the beginning of the year and was unable to gain satisfaction through
application of alternative procedures.

— The client imposes restrictions on the scope of the audit. (SAS No. 58, Reports on Audited Financial
Statements, paragraph 42 [AU section 508.42]).
— Significant litigation or other matters exist which may affect the opinion.
• Whether fee should be stated as a range, in hourly rates, as standard per diem charges for the
engagement, or as a maximum or flat fee

•

The person or persons to whom reports should be addressed

•

The number of copies needed of the report and the people to whom they are to be distributed

•

Deadlines for reports or analyses

•

Out-of-pocket costs

•

Additional work not contemplated in the original engagement

• The condition of records or circumstances other than those contemplated in the engagement letter
(for example, deficient internal controls)
•

A retainer

•

One-time engagements

•

Start-up costs when the client changes accountants

•

Underwriters' requirements in connection with public offerings

•

The part of the work to be done by other accountants

Contents of Engagement Letters
. 08 An understanding with the client and an engagement letter regarding an audit of the financial
statements generally includes the following matters:
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•

The objective of the audit is the expression of an opinion on the financial statements.

•

Management is responsible for the entity's financial statements.

•

Management is responsible for establishing and maintaining effective internal control over financial
reporting.

•

Management is responsible for identifying and ensuring that the entity complies with the laws and
regulations applicable to its activities.

•

Management is responsible for making all financial records and related information available to the
auditor.

•

At the conclusion of the engagement, management will provide the auditor with a letter that confirms
certain representations made during the audit.

•

The auditor is responsible for conducting the audit in accordance with generally accepted auditing
standards. Those standards require that the auditor obtain reasonable rather than absolute assurance
about whether the financial statements are free of material misstatement, whether caused by error or
fraud. Accordingly, a material misstatement may remain undetected. Also, an audit is not designed
to detect error or fraud that is immaterial to the financial statements. If, for any reason, the auditor
is unable to complete the audit or is unable to form or has not formed an opinion, he or she may
decline to express an opinion or decline to issue a report as a result of the engagement.

•

An audit includes obtaining an understanding of internal control sufficient to plan the audit and to
determine the nature, timing, and extent of audit procedures to be performed. An audit is not
designed to provide assurance on internal control or to identify reportable conditions. However, the
auditor is responsible for ensuring that the audit committee or others with equivalent authority or
responsibility are aware of any reportable conditions which come to his or her attention.

•

Management is responsible for adjusting the financial statements to correct material misstatements and
for affirming to the auditor in the representation letter that the effects of any uncorrected misstatements
aggregated by the auditor during the current engagement and pertaining to the latest period presented
are immaterial, both individually and in the aggregate, to the financial statements taken as a whole.

. 09 The engagement letter should be addressed to the board of directors, chief executive, or to whomever
retained the firm. The engagement partner should sign the letter on behalf of the firm. The client representative
responsible for the engagement should sign the letter denoting agreement with the contract. The original letter
should be maintained in the engagement workpapers. A copy of the letter should be given to the client.
. 10 An understanding with the client and an engagement letter may include other matters, such as the
following:

•

Arrangements regarding the conduct of the engagement (for example, timing, client assistance
regarding the preparation of schedules, and the availability of documents). A client-assistance
schedule is often prepared as a separate attachment to the engagement letter.

•

Arrangements concerning involvement of specialists or internal auditors.

•

Arrangements involving a predecessor auditor.

•

Arrangements regarding fees and billing. Estimates of fees should be based on conservative, carefully
prepared estimates. The expected billing methods and payment periods should be described.

•

Any limitation of or other arrangements regarding the liability of the auditor or the client, such as
indemnification to the auditor for liability arising from knowing misrepresentations to the auditor
by management (regulators, including the Securities and Exchange Commission, may restrict or
prohibit such liability limitation arrangements).

AICPA Audit and Accounting Manual

AAM §3130.10

3224

Engagement Planning and Administration

46

9-00

•

Conditions under which access to the auditor's workpapers may be granted to others.

•

Additional services to be provided relating to regulatory requirements.

•

Arrangements regarding other services to be provided in connection with the engagement, such as
income tax return preparation or consulting services.

•

A description of a particular audit procedure, if requested by the client or deemed necessary for the
protection of the auditor. (The detailed audit program should not be made available to client
personnel, orally or otherwise.)

•

The extent and timing of interim auditing procedures.

•

The name of the client's personnel to be contacted during the engagement.

.11 Presented below is a list of analyses, schedules and other items that are often requested from the
client prior to the start of an audit engagement. The client assistance schedule should be tailored to each
specific engagement.

•

The general ledger.

•

A reconciliation for each bank account.

•

A trade accounts receivable aging.

•

Accounts receivable confirmation letters, using drafts to be provided by the accountant.

•

A schedule of accounts receivable from officers and employees.

•

A schedule of bad debts written off during the year.

•

A schedule of notes receivable. The notes should be available for inspection.

•

A schedule of transactions with affiliated enterprises.

•

An inventory listing.

•

An analysis of transactions affecting marketable securities.

•

An insurance schedule. The policies should be available for inspection.

•

A schedule of property and equipment additions and retirements.

•

A depreciation schedule.

•

A schedule of life insurance for officers.

•

A schedule of accounts payable. The creditor's regular monthly statements for [date] should be
retained and made available.

•

A schedule of notes payable.

•

The corporate stock book and minutes should be up to date and available for inspection.

•

A schedule of all transactions to partners' capital and drawing accounts.

•

A copy of the partnership agreement or corporate charter should be available for inspection.

•

Copies of all leases, including equipment rental contracts, should be available for inspection.

•

Copies of employment contracts with salesmen or executives should be available for inspection.

•

Copies of pension, profit-sharing, deferred compensation, and stock option agreements, and letters
of acceptance from the Treasury Department, should be available for inspection.
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•

A schedule of repairs in excess of $.

•

A schedule of each officer's salary and expense account payments.

•

A schedule of contributions.

•

A schedule of tax expense.

•

A schedule of professional fees.

.

12
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Following is a list of common engagement letter deficiencies:

•

Reference in the letter to audit of the books and records rather than to audit of financial statements

•

Adverse comments about other firms

•

Failure to specify in detail the services to be rendered when a maximum fee is quoted

•

Inclusion of a review of internal control as one of the services when what is really intended is a
consideration of internal control as required by auditing standards

•

Failure to identify accounting or other problems that may have an effect on the opinion

•

Failure to change, in writing, the terms of the engagement when conditions are found to be different
(such as the inability to express an opinion without extensive additional auditing because internal
control was found deficient)

•

Failure to include fee basis and payment terms

•

Failure to identify subsidiaries

•

Failure to identify specific tax returns to be prepared

Investigatory Procedures for Individuals
.13 When credit information is requested about individuals who are new clients, the investigative
procedures are subject to the Fair Credit Reporting Act of 1971.

.14 An individual should be informed in writing that an investigative consumer report, including
information about the individual's character, general reputation, personal characteristics, and mode of living
is being made. The individual should also be advised, within three days of the time the report is requested,
that he or she may within a reasonable time, by written request, be furnished disclosure of the nature and
scope of the investigation.

Sample Engagement Letters
.15 See AAM section 3175 for sample engagement letters.
.16 An Illustrative Planning Program, documenting procedures listed in this section, is located in AAM
section 3165.
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AAM Section 3140
Assessing Audit Risk and Materiality
General
.01 Audit risk and materiality, among other matters, need to be considered together in determining the
nature, timing, and extent of auditing procedures and in evaluating the results of those procedures. The
existence of audit risk is recognized in the description of the responsibilities and functions of the independent
auditor that states, "Because of the nature of audit evidence and the characteristics of fraud, the auditor is
able to obtain reasonable, but not absolute, assurance that material misstatements are detected."1 Audit risk
is the risk that the auditor may unknowingly fail to appropriately modify his or her opinion on financial
statements that are materially misstated. In other words, audit risk is the risk that the auditor will issue an
unqualified opinion on financial statements that are materially incorrect.

.02 Financial statements are materially misstated when they contain misstatements whose effect, indi
vidually or in the aggregate, are important enough to cause them not to be presented fairly, in all material
respects, in conformity with generally accepted accounting principles. Materiality is the criterion used by
accountants and auditors to distinguish between unimportant and important matters. The auditor's consid
eration of materiality is a matter of professional judgment and is influenced by a perception of the needs of
a reasonable person who will rely on the financial statements. The perceived needs of a reasonable person
are recognized in the discussion of materiality in FASB Concepts Statement No. 2, Qualitative Characteristics
of Accounting Information, which defines materiality as:
"The omission or misstatement of an item in a financial report is material if, in the light of
surrounding circumstances, the magnitude of the item is such that it is probable that the
judgment of a reasonable person relying upon the report would have been changed or
influenced by the inclusion or correction of the item."

Material Misstatements
.03 Misstatements can result from errors or fraud.12
The risk that misstatements will occur results generally from weaknesses in internal control, inherent risks
in certain transactions and account balances, material and unusual account balances, and the client's history
of misstatements.

.04 Because the auditor's opinion is based on the concept of reasonable assurance, auditors cannot
guarantee that financial statements are free from material misstatements due to errors and fraud. However,
they must exercise due care in planning, performing, and evaluating the results of the audit and must apply
the appropriate level of professional skepticism to achieve reasonable assurance that the material errors and
fraud will be detected.
1 See SAS No. 1, sections 110, Responsibilities and Functions of the Independent Auditor, as amended by SAS No. 82, and section 230, Due
Professional Care in the Performance of Work (AU sections 110 and 230), for a further discussion of reasonable assurance.
2 The auditor's consideration of illegal acts and responsibility for detecting misstatements resulting from illegal acts is defined in SAS
No. 54, Illegal Acts by Clients (AU section 317). See AAM section 3150, Illegal Acts. For those illegal acts that are defined in that Statement
as having a direct and material effect on the determination of financial statement amounts, the auditor's responsibility to detect
misstatements resulting from such illegal acts if the same as that for errors or fraud.
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.05 In planning auditing procedures, the auditor should also consider the nature, cause (if known), and
amount of misstatements that he is aware of from the audit of the prior period's financial statements.

Errors and Fraud
.06 The term "errors" refers to unintentional misstatements or omissions of amounts or disclosures in
financial statements. Errors may involve—
•

Mistakes in gathering or processing information from which financial statements are prepared.

•

Unreasonable accounting estimates arising from oversight or misinterpretation of facts.

•

Mistakes in the application of accounting principles relating to amount, classification, manner of
presentation, or disclosure.

.07 See AAM section 3145 for a discussion on fraud.
.08 When considering the auditor's responsibility to obtain reasonable assurance that the financial
statements are free from material misstatement, there is no important distinction between errors and fraud.
There is a distinction, however, in the auditor's response to detected misstatements. Generally, an isolated,
immaterial error in processing accounting information or applying accounting principles is not significant
to the audit. In contrast, when fraud is detected, the auditor should consider the implications for the integrity
of management or employees and the possible effect on other aspects of the audit.

Consideration at the Financial Statements Level
.09 The auditor should plan the audit so that audit risk will be limited to a low level that is, in his
professional judgment, appropriate for expressing an opinion on the financial statements. Audit risk may be
assessed in quantitative or nonquantitative terms.
.10 An assessment of the risk of material misstatement (whether caused by error or fraud) should be
made during planning. The auditor's understanding of internal control may heighten or mitigate the
auditor's concern about the risk of material misstatement. The auditor should specifically assess the risk of
material misstatement of the financial statements due to fraud (see AAM section 3145). The auditor should
consider the effect of these assessments on the overall audit strategy and the expected conduct and scope of
the audit.
.11 Whenever the auditor has concluded that there is significant risk of material misstatement of the
financial statements, the auditor should consider this conclusion in determining the nature, timing, or extent
of procedures; assigning staff; or requiring appropriate levels of supervision. Ordinarily, higher risk requires
more experienced personnel or more extensive supervision. Higher risk may cause the auditor to expand
the extent of procedures applied, apply procedures closer to or as of the balance-sheet date, or modify the
nature of procedures.

Materiality
.12 In planning the audit, the auditor should use his or her judgment as to the appropriately low level
of audit risk and his or her preliminary judgment about materiality levels in a manner that can be expected
to provide, within the inherent limitations of the auditing process, sufficient evidential matter to obtain
reasonable assurance about whether the financial statements are free of material misstatement. Materiality
levels include an overall level for each financial statement; however, because the statements are interrelated,
and for reasons of efficiency, the auditor ordinarily considers materiality for planning purposes in terms of
the smallest aggregate level of misstatements that could be considered material to any one of the financial
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statements. Accordingly, auditors should establish a preliminary materiality threshold for the purpose of
planning the appropriate auditing procedures to detect material misstatements in the financial statements.

.13 The auditor plans the audit to obtain reasonable assurance of detecting misstatements that he or she
believes could be large enough, individually or in the aggregate, to be quantitatively material to the financial
statements. Although the auditor should be alert for misstatements that could be qualitatively material, it
ordinarily is not practical to design procedures to detect them. Obviously, some misstatements could be
included in the financial statements without precluding the auditor from expressing an opinion that the
financial statements are fairly presented in all material respects in conformity with generally accepted
accounting principles. In determining the materiality of an item, the auditor should consider the nature and
amount of the item in relation to the financial statements being audited.

.14 In some situations, the auditor considers materiality for planning purposes before the financial
statements to be audited are prepared. In other situations, planning takes place after the financial statements
under audit have been prepared, but the auditor may be aware that they require significant modification. In
both types of situations, the auditor's preliminary judgment about materiality might be based on the entity's
annualized interim financial statements or financial statements of one or more prior annual periods, as long
as recognition is given to the effects of major changes in the entity's circumstances and relevant changes in
the economy as a whole or the industry in which the entity operates.
.15 In planning, the auditor cannot anticipate all the factors that will ultimately influence judgment about
materiality in the evaluation of audit findings at the completion of the audit. Thus, materiality in planning
may differ from materiality used in evaluating results at the conclusion of the audit. If the materiality amount
used in evaluating audit findings is reduced significantly from the amount used in planning, the auditor
should reevaluate the sufficiency of the auditing procedures that were performed.

Quantifying Materiality
.16 Although no authoritative body has established specific guidelines for materiality, there are certain
rules of thumb that can be used in making a preliminary assessment of materiality.
.17 Generally, materiality guidelines should be relative rather than absolute. In other words, materiality
is usually set as a percentage rather than as an absolute amount. For example, an absolute amount such as
$100,000 may be immaterial to a large, multinational corporation but very material to a small, closely held
company. To apply percentage guidelines, auditors must determine what base to use. Generally, auditors
select a base that is relatively stable and predictable. Bases commonly used include income before taxes,
revenues, and total assets. Generally, misstatements become material to income before they become material
to the balance sheet. As a consequence, net income before taxes is often selected as the base.
.18 In small business audits, auditors sometimes make a number of significant audit adjustments. Thus,
income before taxes may vary too much to be useful as a base. When income before taxes is not used as a
base, auditors sometimes use either total revenue or an average of net income for several prior periods.

Example
.19 A common rule of thumb for materiality is 5 to 10 percent of pretax income. Some auditors apply
this rule of thumb so that items less than 5 percent of normal pretax income are considered immaterial,
whereas items that are more than 10 percent are material. For items between 5 and 10 percent, judgment is
applied. For example, when unusual factors exist (perhaps the company is about to be sold for a multiple of
audited earnings) auditors would tend to classify items between 5 and 10 percent as material. Others use 1
or 1.5 percent of the larger of total assets or revenues. (See Exhibit 1 for a sample planning materiality
worksheet.)
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Exhibit 1
Initials

Date
Done

______

Reviewed
Client Name
Planning Materiality Worksheet
Balance Sheet Date

1.

Unaudited total assets at balance sheet date

2.

Unaudited total revenues at balance sheet date

3.

Select the larger of line 1 or line 2

4.

Select a multiplier if audit risk is normal, or, if better than normal, select .01

5.

Multiply line 3 by line 4

6.

Unaudited pretax income (or equivalent if not a for-profit entity)

7.

Select a multiplier if audit risk is normal, or, if better than normal, select .1

8.

Multiply line 6 by line 7

9.

Evaluate line 5 and line 8 along with other relevant factors and determine
materiality for audit planning purposes

.20 Consideration of which base to use should include such factors as income variability and the nature
of the client's business and industry. For a not-for-profit organization, for example, the auditor would
probably use total assets or revenues as a base, since pretax income is not meaningful.
.21

A sample checklist documenting procedures listed in this section is located in AAM section 3165.

SEC Staff Bulletin on Materiality for SEC Registrants
.22 The SEC staff has released SAB No. 99, Materiality. This SAB addresses the application of materiality
thresholds to the preparation and audit of financial statements filed with the SEC. The SAB does not create
new standards or definitions for materiality, but reaffirms the concepts of materiality as expressed in the
accounting and auditing literature as well as in long-standing case law.
.23 The SAB states that registrants and the auditors of their financial statements should not rely exclusively
on quantitative benchmarks to determine whether an item is material to the financial statements. Equally
important is a consideration of whether, in light of the surrounding circumstances, a reasonable investor would
consider the item to be important. The SAB also states that management should not make intentional immaterial
errors in a registrant's financial statements to "manage" earnings. It further reminds registrants of their legal
responsibility to make and keep books, records, and accounts that, in reasonable detail, accurately and fairly
reflect transactions and the disposition of assets. The SAB reminds auditors of their obligations to inform
management and, in some cases, audit committees of illegal acts that come to the auditor's attention. The full text
of the SAB can be viewed at the SEC Web site at: www.sec.gov/rules/acctreps/sab99.htm.
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Consideration at the Individual Account-Balance or
Class-of-Transactions Level
.24 The auditor needs to consider audit risk at the individual account-balance or class-of-transactions
level because such consideration directly assists in determining the scope of auditing procedures for the
balance or class and related assertions. The auditor should seek to restrict audit risk at the individual balance
or class level in such a way that will enable him or her, at the completion of the audit, to express an opinion
on the financial statements taken as a whole at an appropriately low level of audit risk. Auditors use various
approaches to accomplish their objective.
.25 In determining the nature, timing, and extent of auditing procedures to be applied to a specific
account balance or class of transactions, the auditor should design procedures to obtain reasonable assurance
of detecting misstatements that he or she believes, based on the preliminary judgment about materiality,
could be material, when aggregated with misstatements in other balances or classes, to the financial
statements, taken as a whole. Auditors use various methods to design procedures to detect such misstate
ments. In some cases, auditors explicitly estimate, for planning purposes, the maximum amount of misstate
ments in the balance or class, that, when combined with misstatements in other balances or classes, could
exist without causing the financial statements to be materially misstated. In other cases, auditors relate their
preliminary judgment about materiality to a specific account balance or class of transactions without
explicitly estimating such misstatements.
Components of Risk

.26 At the account-balance or class-of-transaction level, audit risk consists of:

a. The risk (consisting of inherent risk and control risk) that the balance or class and related assertions
contain misstatements (whether caused by error or fraud) that could be material to the financial
statements when aggregated with misstatements in other balances or classes, and
b. The risk (detection risk) that the auditor will not detect such misstatements.

The way the auditor considers these component risks and combines them involves professional judgment
and depends on the audit approach.
.27 Inherent risk is the susceptibility of an assertion to a material misstatement, assuming that there are
no related controls. The risk of such misstatement is greater for some assertions and related balances or classes
than for others. For example, complex calculations are more likely to be misstated than simple calculations.
Cash is more susceptible to theft than an inventory of coal. Accounts consisting of amounts derived from
accounting estimates pose greater risks than do accounts consisting of relatively routine, factual data.
External factors also influence inherent risk. For example, technological developments might make a
particular product obsolete, thereby causing inventory to be more susceptible to overstatement. In addition
to those factors that are peculiar to a specific assertion for an account balance or a class of transactions, factors
that relate to several or all of the balances or classes may influence the inherent risk related to an assertion
for a specific balance or class. These later factors include, for example, a lack of sufficient working capital to
continue operations or a declining industry characterized by a large number of business failures.
.28 Control risk is the risk that a material misstatement that could occur in an assertion will not be
prevented or detected on a timely basis by the entity's internal control. That risk is a function of the
effectiveness of the design and operation of internal control in achieving the entity's objectives relevant to
preparation of the entity's financial statements. Some control risk will always exist because of the inherent
limitations of internal control.

.29 Detection risk is the risk that the auditor will not detect a material misstatement that exists in an
assertion. Detection risk is a function of the effectiveness of an auditing procedure and of its application
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by the auditor. It arises partly from uncertainties that exist when the auditor does not examine 100 percent
of an account balance or a class of transactions and partly because of other uncertainties that exist even if he
were to examine 100 percent of the balance or class. Such other uncertainties arise because an auditor might
select an inappropriate auditing procedure, misapply an appropriate procedure, or misinterpret the audit
results. These other uncertainties can be reduced to a negligible level through adequate planning and
supervision and conduct of a firm's audit practice in accordance with appropriate quality control standards.
.30 Inherent risk and control risk differ from detection risk in that they exist independently of the audit
of financial statements. Inherent risk and control risk are functions of the client and its environment,
regardless of whether an audit is conducted. Detection risk, on the other hand, relates to the auditor's
procedures and can be changed at the auditor's discretion. These components of audit risk may be assessed
in quantitative terms such as percentages or in nonquantitative terms that range, for example, from a
minimum to a maximum (e.g., low, moderate, high).

Risk Assessment
.31 The process of assessing risk is aimed at evaluating the risk of the financial statements being
materially misstated. During planning, the auditor considers numerous factors—risk at the financial state
ment level and at the account-balance and class-of-transaction level, inherent risk, control risk, materiality,
risk of material misstatement due to fraud, preliminary analytical review, and other matters as appropriate
and in accordance with his or her judgment. An audit strategy is devised and carried out. Reliance on and
testing of internal control may or may not be a part of that strategy. Based on the outcome of any internal
control testing, the nature, timing and extent of substantive tests are reassessed and possibly changed.
Substantive tests are performed. At the end of the audit, the auditor considers the audit procedures
performed and their results and evaluates the chance that material misstatements have gone undetected by
his or her audit procedures. Generally, in an audit that is adequately planned and performed, the auditor
will be able to conclude that the risk of the financial statements being materially misstated is acceptably low
enough for an unqualified opinion to be issued.
.32 The auditor might make separate or combined assessments of inherent risk and control risk. If the
auditor considers inherent risk or control risk, separately or in combination, to be less than the maximum,
he should have an appropriate basis for these assessments. This basis may be obtained, for example, through
the use of questionnaires, checklists, instructions, or similar generalized materials and, in the case of control
risk, the understanding of internal control and the performance of suitable tests of controls. However,
professional judgment is required in interpreting, adapting, or expanding such generalized material as
appropriate in the circumstances.
.33 In planning the audit engagement, the auditor should assess inherent risk and control risk to
determine how much detection risk can be accepted while still restricting audit risk to an acceptably low
level. As the auditor's assessment of inherent risk and control risk decreases, the acceptable level of detection
risk increases. The auditor should not rely on the assessments of inherent risk and control risk to the exclusion
of performing substantive tests. In fact, for a small business with limited segregation of duties, the auditor
often assesses inherent risk and control risk at their maximum and relies completely on substantive tests to
reduce audit risk to an acceptably low level.

Quantifying Risk
.34 The auditor's assessment of risk and its components of inherent risk, control risk, and detection risk
are matters of professional judgment. The types of risk discussed above are difficult to quantify, given their
subjective nature. Most auditors use ratings such as low, moderate, or high when judging risk levels.
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.35 Generally accepted auditing standards do not require the auditor to quantify risks. Those standards
require the auditor to plan the audit so that there is a low level of risk that an unqualified opinion will be
expressed when the financial statements are materially misstated.

Evaluating Audit Findings
.36 In evaluating whether the financial statements are presented fairly, in all material respects, in
conformity with generally accepted accounting principles, the auditor should aggregate misstatements that
the entity has not corrected in a way that enables him or her to consider whether, in relation to individual
amounts, subtotals, or totals in the financial statements, they materially misstate the financial statements
taken as a whole. Qualitative considerations also influence the auditor in reaching a conclusion as to whether
misstatements are material.

Likely Misstatements
.37 The auditor's best estimate of the total misstatements in the account balances or classes of transactions
that he or she has examined is referred to as "likely misstatements."
.38 When the auditor tests an account balance or a class of transactions and related assertions by an
analytical procedure, he or she ordinarily would not specifically identify misstatements but would only
obtain an indication of whether a misstatement might exist in the balance or class and possibly its approxi
mate magnitude. If the analytical procedure indicates that a misstatement might exist, but not its approximate
amount, the auditor ordinarily would have to employ other procedures to enable him to estimate the likely
misstatement in the balance or class.

.39 When an auditor uses audit sampling to test an assertion for an account balance or a class of
transactions, he or she projects the amount of known misstatements identified in the sample to the items in
the balance or class from which the sample was selected. For example, if a $1,000 loan receivable misstatement
is found in a sample of 10 percent of the population, the projected misstatement would be $10,000. That
projected misstatement also contributes to the auditor's assessment of likely misstatement.

.40 When auditing accounting estimates (e.g., allowance for inventory obsolescence, allowance for
doubtful accounts, warranty obligations, etc.) the audit evidence gathered may support an amount for an
estimate different from the amount the client has recorded. That difference may be considered reasonable
by the auditor inasmuch as no one accounting estimate can be considered accurate with certainty. In that
case, the difference between the estimate that the audit evidence supports and the estimate recorded in the
financial statements would not be considered a likely misstatement. However, if the auditor believes the
estimated amount included in the financial statements is unreasonable, he or she should treat the difference
between that estimate and the closest reasonable estimate as a likely misstatement.

Known Misstatements
.41 "Known misstatements" are those for which the amount of the error is relatively certain. Such
misstatements are often supported by highly reliable evidence, such as third-party documents. An example
of a known misstatement would be a failure to record an invoice for repairs expense.

Misstatements From the Prior Year
.42 Often overlooked is the consideration of misstatements detected in the prior year that affect the
current year. For example, assume last year's aggregation of uncorrected misstatements included an item
representing an overstatement of prepaid insurance and an understatement of insurance expense. This item
would be included in the current year's aggregation of uncorrected misstatements because it affects the
current year's insurance expense. Therefore, the prior year's aggregation of uncorrected misstatements
should be reviewed for any items that may have an effect on the current year's financial statements.
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Summarizing and Evaluating Misstatements
.43 Most firms prepare a summary of the uncorrected misstatements identified during the audit. This
summary may be called the "Summary of Misstatements," or the "Summary of Possible Journal Entries," or
other names. The summary presents known, likely, and prior period misstatements separately. The summary
is used in evaluating the effect of uncorrected misstatements on the financial statements at the end of the
audit.

.44 Some firms establish a predetermined dollar threshold below which misstatements need not be
accumulated. This amount should be set so that any such misstatements, either individually, or when
aggregated with other such misstatements, would not be material to the financial statements, after the
possibility of further undetected misstatements is considered.
.45 Concluding on the effect of misstatements on the financial statements is a matter of judgment and
generally involves considering the nature of the misstatements, overall materiality, and their impact on the
financial statements taken as a whole.

.46 If the auditor concludes, based on the accumulation of sufficient evidential matter, that the aggrega
tion of uncorrected misstatements causes the financial statements to be materially misstated, the auditor
should request management to eliminate the material misstatement. If the material misstatement is not
eliminated, the auditor should issue a qualified or an adverse opinion on the financial statements.

[The next page is 3291.]
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AAM Section 3145
Fraud
General
.01 SAS No. 1, section 110, Responsibilities and Functions of the Independent Auditor, as amended by SAS
No. 82, Consideration of Fraud in a Financial Statement Audit [appendix A] (AU section 110), states that "The
auditor has a responsibility to plan and perform the audit to obtain reasonable assurance about whether the
financial statements are free of material misstatement, whether caused by error or fraud." Management is
responsible for the prevention and detection of fraud. That responsibility is described in paragraph 3 of SAS
No. 1, section 110 (AU section 110.03).
.02 An auditor's responsibilities relating to fraud are stated within the context of materiality to the
financial statements taken as a whole. An auditor is not responsible for detecting fraud per se, but for
obtaining reasonable assurance that material misstatements caused by fraud are detected. An auditor is not
responsible for detecting immaterial misstatements caused by fraud. To fulfill his or her responsibilities
related to fraud, an auditor is required by SAS No. 82 (AU section 316) to:

•

Consider the presence of fraud risk factors during all stages of the audit process.

•

Based on the risk factors present, make an assessment of the risk of material misstatement due to
fraud.

•

Based on that assessment, develop an appropriate response.

Description and Characteristics of Fraud
.03 The primary factor that distinguishes fraud from error is whether the underlying action that results
in the misstatement in financial statements is intentional or unintentional. Fraud frequently involves a
pressure or an incentive to commit fraud and a perceived opportunity to do so. Fraud may be concealed
through falsified documentation, including forgery, and it may be concealed through collusion among
management, employees, or third parties. Two types of misstatements are relevant to the auditor's consid
eration of fraud in a financial statement audit—misstatements arising from fraudulent financial reporting,
and misstatements arising from misappropriation of assets.

Misstatements Arising From Fraudulent Financial Reporting
.04 Misstatements arising from fraudulent financial reporting are intentional misstatements or omissions
of amounts or disclosures in financial statements to deceive financial statement users. Fraudulent financial
reporting may involve acts such as the following:

•

Manipulation, falsification, or alteration of accounting records or supporting documents from which
financial statements are prepared.

•

Misrepresentation in, or intentional omission from, the financial statements of events, transactions,
or other significant information.

•

Intentional misapplication of accounting principles relating to amounts, classification, manner of
presentation, or disclosure.
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Misstatements Arising From Misappropriation of Assets
.05 Misstatements arising from misappropriation of assets involve the theft of an entity's assets where
the effect of the theft causes the financial statements not to be presented in conformity with generally accepted
accounting principles. Misappropriation can be accomplished in various ways, including embezzling
receipts, stealing assets, or causing an entity to pay for goods or services not received. Misappropriation of
assets may be accompanied by false or misleading records or documents and may involve one or more
individuals among management, employees, or third parties.

Considering the Presence of Fraud Risk Factors
.06 Although fraud usually is concealed, the presence of risk factors or other conditions may alert the
auditor to a possibility that fraud may exist. An auditor should become familiar with these risk factors and
be alert to their presence at their clients. It is important to remember that the presence of risk factors or other
conditions may be the result of circumstances other than fraud. Also, risk factors and conditions will be present
in entities where the specific circumstances do not present a risk of material misstatement. Finally, specific
controls may exist which mitigate the risk of material misstatement due to fraud, even though risk factors
or conditions are present.

.07 In fulfilling his or her responsibilities relating to fraud, an auditor should begin by identifying
the presence of fraud risk factors. Fraud risk factors may be identified while performing procedures
relating to acceptance or continuance of clients and engagements, during engagement planning or while
obtaining an understanding of an entity's internal control, or while conducting fieldwork. SAS No. 82
(AU section 316) lists example fraud risk factors arranged in various categories. An auditor is not
required to consider all of the risk factors listed in SAS No. 82 (AU section 316) since not all of the
examples are relevant in all circumstances. Professional judgment should be used in determining which
example risk factors are relevant in a specific audit engagement. An auditor is required to consider fraud
risk factor categories that embody the substance of the categories listed in SAS No. 82 (AU section
316). These categories are:

Misstatements Arising From Fraudulent Financial Reporting
.08

•

Management's Characteristics and Influence Over the Control Environment. These pertain to manage
ment's abilities, pressures, style, and attitude relating to internal control and the financial reporting
process.

• Industry Conditions. These involve the economic and regulatory environment in which the entity
operates.

•

Operating Characteristics and Financial Stability. These pertain to the nature and complexity of the
entity and its transactions, the entity's financial condition, and its profitability.

Misstatements Arising From Misappropriation of Assets
.09

•

Susceptibility of Assets to Misappropriation. These pertain to the nature of an entity's assets and the
degree to which they are subject to theft.

•

Controls. These involve the lack of controls designed to prevent or detect misappropriations of
assets.
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Practice Tip
Identifying fraud risk factors, assessing fraud-related risk and complying with your responsibilities under
SAS No. 82 (AU section 316) can be challenging. Valuable help can be found in the AICPA's practice aid,
Considering Fraud in a Financial Statement Audit: Practical Guidance for Applying SAS No. 82 (product number
008883). This plain-speaking publication walks you through the issues likely to be encountered and provides
valuable tools, such as sample documentation, descriptions of common frauds, and extended audit proce
dures. It also includes specific guidance on applying its concepts to eleven different industries, including
specific fraud risk factors tailored to those industries. To obtain this worthwhile publication call the AICPA Order
Department at 1 (888) 777-7077.

. 10 Auditors should actively seek out the presence of fraud risk factor categories described above, or
different categories with the same substance. Fraud risk factors can be identified by any audit team member
at any stage of the audit. For that reason, it is important that all engagement members be properly trained
to identify fraud risk factors when they are present.

Assessment of Risk of Material Misstatement Due to Fraud
. 11 The auditor should specifically assess the risk of material misstatement of the financial statements
due to fraud and should consider that assessment in designing the audit procedures to be performed. In
making this assessment, the auditor should consider identified fraud risk factors which relate to the
categories presented above. As part of the risk assessment, the auditor also should inquire of management
(a) to obtain management's understanding regarding the risk of fraud in the entity and (b) to determine
whether they have knowledge of fraud that has been perpetrated on or within the entity.
. 12 The assessment of risk of material misstatement due to fraud, although a separate process, can be
performed in conjunction with the assessments of inherent risk and control risk, since many of the example
fraud risk factors listed in SAS No. 82 (AU section 316) are similar to the factors an auditor would consider
when assessing inherent and control risk.
. 13 Assessing the risk of material misstatement due to fraud is a cumulative process that includes a
consideration of risk factors individually and in combination, using professional judgment. Fraud risk factors
cannot be easily ranked in order of importance or combined into effective predictive models. The size,
complexity, and ownership characteristics of the entity have a significant influence on the consideration of
relevant risk factors. The auditor's understanding of the entity's internal control will also affect his or her
consideration of the significance of fraud risk factors. Additionally, if the entity has established a program
that includes steps to prevent, deter, and detect fraud, the auditor may consider its effectiveness.

. 14 After an assessment of the risk of material misstatement due to fraud is made, other conditions (such
as discrepancies in the accounting records, conflicting or missing evidential matter, or problematic or unusual
relationships between the auditor and client) may be identified during fieldwork that change or support an
auditor's judgment regarding that assessment.

The Auditor's Response
. 15 After an assessment of the risk of material misstatement due to fraud is made, a suitable audit
response must be developed. As with other risk assessments, the greater the risk, the more extensive the
audit procedures need to be in order to obtain reasonable assurance that the financial statements are free of
material misstatement. In some cases, even though fraud risk factors have been identified, the auditor's
judgment may be that audit procedures otherwise planned are sufficient to respond to the risk factors. In
other circumstances, the auditor may conclude that the conditions indicate a need to modify procedures. In
these circumstances, the auditor's response can be (1) an overall response, (2) a response that is specific to a
particular account balance, class of transaction, or assertion, or (3) a combination of (1) and (2).

AICPA Audit and Accounting Manual

AAM §3145.15

3294

Engagement Planning and Administration

50

10-01

Overall Response
. 16 An auditor may perform an overall response to the risk of material misstatement due to fraud in the
following ways:

• Professional Skepticism. An auditor may heighten his or her professional skepticism by (1) increasing
sensitivity in the selection of the nature and extent of documentation to be examined, and by (2)
increasing recognition of the need to corroborate management's explanations or representations.
• Assignment of Personnel. Decisions regarding the qualifications of the staff performing the audit work
and the level of supervision required should take into account the assessment of the risk of material
misstatement due to fraud.
• Accounting Principles and Policies. The auditor may intensify his or her consideration of the appro
priateness of accounting principles selected and policies adopted by management in light of the fraud
risk assessment.
• Controls. When a risk of material misstatement due to fraud relates to risk factors that have control
implications, the auditor's ability to assess control risk below the maximum may be reduced. An
auditor should understand and consider any controls (or lack thereof) the entity has in place to
address the identified fraud risk factors. Management's ability to override such controls should also
be considered.
. 17 Additionally, in an overall response the nature of audit procedures performed may need to be
changed to obtain evidence that is more reliable or to obtain additional corroboration. Also, the timing of
substantive tests may need to be altered to be closer to or at year end. Finally, the extent of the procedures
applied should reflect the assessment of the risk of material misstatement due to fraud.

Account Balance, Class of Transactions, Assertion Level Response
. 18 Specific responses to the auditor's assessment of the risk of material misstatement due to fraud will
vary depending upon the types or combinations of fraud risk factors or conditions identified and the account
balances, classes of transactions, and assertions they may affect. If these factors or conditions indicate a
particular risk applicable to specific account balances or types of transactions, audit procedures addressing
these specific areas should be considered that will, in the auditor's judgment, limit audit risk to an appropriate
level in light of the risk factors or conditions identified. Presented below are some examples of specific
responses to the risk of material misstatement due to fraud.
• Search for and examine unusual expense account activity close to the end of an accounting period
(Cash).

• Analyze and review credit memos and other accounts receivable adjustments for the period sub
sequent to the balance sheet date (Revenue Recognition).
•

Review receiving reports and look for indications of alternative shipping sites (Inventory).

•

Expand the number of test counts (Inventory).

• Determine if vendors are listed in the yellow pages of the phone book. Call vendors if considered
necessary (Purchasing).

Evaluation of Audit Test Results
. 19 At the completion of the audit, the auditor should consider whether the accumulated results of audit
procedures and other observations affect the assessment of the risk of material misstatement due to fraud
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he or she made when planning the audit. This consideration may provide further insight into the risk of
material misstatement due to fraud and whether there is a need for additional or different audit procedures
to be performed.

. 20 If audit test results identify misstatements in the financial statements, the auditor should consider
whether such misstatements may be indicative of fraud. If the auditor has determined that misstatements
are or may be the result of fraud, but the effect of the misstatements is not material, the auditor nevertheless
should evaluate the implications for other aspects of the audit (e.g., nature, timing, extent of audit procedures,
control effectiveness assessment).
. 21 If the auditor has determined that the misstatement is, or may be, the result of fraud, and either has
determined that the effect could be material to the financial statements or has been unable to evaluate whether
the effect is material, the auditor should:

•

Consider the implications for other aspects of the audit.

• Discuss the matter and the approach to further investigation with an appropriate level of manage
ment.
•

Attempt to obtain additional evidential matter.

•

If appropriate, suggest that the client consult with legal counsel.

. 22 The evaluation of audit test results may lead an auditor to consider withdrawing from the engage
ment due to the significance of the risk of fraud. The auditor may wish to consult with legal counsel when
considering withdrawal from an engagement.

Documentation
. 23 In planning the audit, the auditor should document in the working papers evidence of the perform
ance of the assessment of the risk of material misstatement due to fraud. Documentation should include:
•

The risk factors identified as present.

•

The auditor's response to those risk factors.

•

Fraud risk factors or other conditions, if any, identified during the performance of fieldwork that
caused the auditor to believe that an additional audit response is required (any additional responses
should also be documented).

It is not required that the assessment of the risk of material misstatement due to fraud be labeled ("high,"
"medium," or "low" for example) nor is it required to describe the rationale used to make the assessment.
An auditor is only required to document that a separate assessment of the risk of material misstatement due
to fraud was performed.

Communication
Note: A Fraud Communication Checklist is provided at the end of the "General Procedures" program in AAM
section 5400.20 to help auditors comply with their responsibilities to report fraud to management, the audit
committee, and others.
.24 If the auditor has determined that there is evidence that fraud may exist, that matter should be
brought to the attention of an appropriate level of management. Fraud involving senior management and
fraud (whether caused by senior management or other employees) that causes a material misstatement of
the financial statements should be reported directly to the audit committee.
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.25 If risk factors have been identified that have continuing control implications, the auditor should
consider whether those risk factors represent reportable conditions relating to the entity's internal control
that should be communicated to senior management and the audit committee.

.26 The auditor should recognize that in the following circumstances a duty to disclose outside the entity
may exist:
•

To comply with certain legal and regulatory requirements.

• To a successor auditor when the successor makes inquiries in accordance with SAS No. 84, Commu
nications Between Predecessor and Successor Auditors (AU section 315).
•

In response to a subpoena.

•

To a funding agency or other specified agency in accordance with requirements for the audits of
entities that receive governmental financial assistance.

Because potential conflicts with the auditor's ethical and legal obligations for confidentiality may be complex,
the auditor may wish to consult with legal counsel before discussing matters of fraud or possible fraud with
parties outside the client.

Using the AICPA Audit and Accounting Manual in Considering Fraud
.27 An auditor should complete the Illustrative Planning Program at AAM section 3165. That program
includes steps that consider the presence of fraud risk factors, the assessment of material misstatement due
to fraud, developing audit responses, and other matters related to a consideration of fraud in a financial
statement audit. Included at the end of the program is a Fraud Risk Factor Memory Jogger, that (although its
completion is not required) is helpful in identifying fraud risk factors and complying with the requirements
of SAS No. 82 (AU section 316).
.28 The audit programs in AAM section 5400 require an auditor to consider the fraud risk assessment
and to develop and document any additional audit procedures that may be needed. Referencing between
the planning program and memory jogger at AAM section 3165 and the audit programs at AAM section 5400
will help to ensure that identified risks related to fraud are appropriately addressed.
.29 The "General Procedures" program at AAM section 5400 includes steps to evaluate the results of
audit tests as they relate to fraud. Steps are also included to communicate fraud-related matters to the
appropriate people. A Fraud Communication Checklist is presented at the end of the "General Procedures"
program [AAM section 5400.20] to help auditors comply with their communication responsibilities concern
ing fraud.

[The next page is 3301.]
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AAM Section 3150
Illegal Acts
General Comments
.01 The term "illegal acts" refers to violations of laws or governmental regulations. Illegal acts by clients
do not include personal misconduct by the entity's personnel unrelated to their business activities.

.02 Whether an act is illegal is a determination that is normally beyond the auditor's professional
competence. The auditor's training and experience may provide a basis for recognition that some client acts
coming to his or her attention may be illegal.

Direct and Material Effect Illegal Acts
.03 The auditor considers laws and regulations that are generally recognized by auditors to have a direct
and material effect on the determination of financial statement amounts (except disclosure of contingencies).
For example, tax laws affect accruals and the amount recognized as expense in the accounting period;
applicable laws and regulations may affect the amount of revenue accrued under government contracts.

.04 The auditor considers such laws or regulations from the perspective of their known relation to audit
objectives derived from financial statement assertions rather than from the perspective of legality per se.

.05 The auditor's responsibility to detect and report misstatement resulting from illegal acts having a
direct and material effect on the determination of financial statement amounts is the same as that for errors
or fraud. (See SAS No. 47, Audit Risk and Materiality in Conducting an Audit, as amended by SAS No. 82,
Consideration of Fraud in a Financial Statement Audit [appendix C] (AU section 312), and see SAS No. 82 (AU
section 316).) That is, the auditor should design the audit to provide reasonable assurance that financial
statement amounts are free from material misstatement resulting from these direct-effect illegal acts.

Other Illegal Acts
.06 Entities may be affected by many other laws or regulations, including those related to securities
trading, occupational safety and health, food and drug administration, environmental protection, equal
employment, and price-fixing or other antitrust violations. Generally, these laws and regulations relate more
to an entity's operating aspects than to its financial and accounting aspects and their financial statement effect
is indirect.
.07 An auditor ordinarily does not have sufficient basis for recognizing possible violations of such laws
and regulations. Their indirect effect is normally the result of the need to disclose a contingent liability
because of the allegation or determination of illegality. An audit conducted in accordance with GAAS
normally does not include audit procedures specifically designed to detect illegal acts having an indirect
effect on financial statements.

Engagement Planning Procedures
.08 The auditor should assess the risks that the entity has not complied with laws and regulations which
have a direct and material effect on the determination of financial statement amounts (except disclosure of
contingencies) in the planning phase of the audit.
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.09 Matters that may influence the auditor's assessment include:
a.

Management's understanding of the requirements of laws and regulations pertinent to audit objec
tives.

b.

The nature and extent of noncompliance noted in prior audits.

c.

Changes in requirements since the last audit.

d.

Internal control components designed to give management reasonable assurance that the entity
complies with those laws and regulations.

e.

The client's policy relative to the prevention of illegal acts.

.10 Normally, there is no need to include audit procedures specifically designed to detect illegal acts.
However, if the auditor becomes aware of information that raises suspicions, he or she is obligated to apply
additional procedures to determine whether an illegal act has, in fact, occurred.
.11

A sample program documenting the procedures listed in this section is located in AAM section 3165.
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AAM Section 3155
Analytical Procedures
General Comments
.01 Analytical procedures are a natural extension of the auditor's understanding of the client's business,
and add to his or her understanding because the key factors that influence the client's business may be
expected to affect the client's financial information. Analytical procedures are used in all three stages of the
audit. In the planning stage, the purpose of analytical procedures is to assist in planning the nature, timing,
and extent of auditing procedures that will be used to obtain evidential matter for specific account balances
or classes of transactions.1 In the substantive testing stage of the audit, the purpose of analytical procedures
is to obtain evidence, sometimes in combination with other substantive procedures, to identify misstatements
in account balances and thus to reduce the risk that misstatements will remain undetected.12 In the overall
review stage, the objective of analytical procedures is to assist the auditor in assessing the conclusions reached
and in evaluating the overall financial statement presentation. In all cases, the effectiveness of analytical
procedures lies in developing expectations that can reasonably be expected to identify unexpected relationships.

.02 Understanding financial relationships is essential in planning and evaluating the results of analytical
procedures and generally requires knowledge of the client and the industry or industries in which the client
operates. An understanding of the purposes of analytical procedures and the limitations of those procedures
is also important. Accordingly, the identification of the relationships and types of data used, as well as
conclusions reached when recorded amounts are compared to expectations, requires judgment by the
auditor.
Analytical procedures should be applied to some extent for the purposes referred to in the planning stage
and the overall review stage above for all audits of financial statements made in accordance with generally
accepted auditing standards. In addition, in some cases, analytical procedures can be more effective or
efficient than tests of details for achieving particular substantive testing objectives.

Analytical Procedures
.03 Analytical procedures are defined by SAS No. 56 (AU section 329.02) as "evaluations of financial
information made by a study of plausible relationships among both financial and nonfinancial data.... A
basic premise underlying the application of analytical procedures is that plausible relationships among data
may reasonably be expected to exist and continue in the absence of conditions to the contrary." The definition
implies several key concepts.
•

The "evaluations of financial information" suggests that analytical procedures will be used to
understand or test financial statement relationships or balances.

•

The "study of plausible relationships" implies an understanding of what can reasonably be expected
and involves a comparison of the recorded book values with an auditor's expectations.

1 Analytical procedures in the planning stage of the audit may also be useful in understanding the client's business. In understanding
the business, auditors can use the results from analytical procedures to assess auditors' business risk (refer to SAS No. 47, Audit Risk
and Materiality in Conducting an Audit [AU section 312]).
2 The auditors' use of substantive tests to achieve an audit objective related to a particular assertion may be supported by test of
details, analytical procedures, or a combination. The decision about which tests to use to reduce the risk that a material misstatement
will not be detected is based on the auditor's judgment about the expected effectiveness and efficiency of the available procedures
(cost/benefit).

AICPA Audit and Accounting Manual

AAM §3155.03

3332
•

Engagement Planning and Administration

50

10-01

"Relationships among both financial and nonfinancial data" suggests that both types of data can be
useful in understanding the relationships of the financial information and, therefore, in forming an
expectation.

.04 Analytical procedures performed in the planning stage are used to identify unusual changes in the
financial statements, or the absence of expected changes, and specific risks. During the planning stage,
analytical procedures are usually focused on account balances aggregated at the financial statement level
and relationships between account balances.

.05 Analytical procedures performed during the overall review stage are designed to assist the auditor
in assessing that (a) all significant fluctuations and other unusual items have been adequately explained and
(b) the overall financial statement presentation makes sense based on the audit results and the auditor's
knowledge of the business.
.06 During the substantive testing stage, analytical procedures are performed to obtain assurance that
material misstatements are not likely to exist in financial statement account balances. To do this, the auditor
focuses his or her analytical procedures on particular assertions about account balances and gives detailed
attention to the underlying factors that affect those account balances through the development of an
expectation independent of the recorded balance. Therefore, substantive analytical procedures generally are
performed with more rigor and precision than those used for planning or overall review.

Analytical Procedure Process: Four Phases
.07 The use of analytical procedures can be considered a process that consists of four phases. The first
phase is the expectation-formation process. In this phase, the auditor forms an expectation of an account
balance or financial relationship. In doing so, the auditor determines the precision of the expectation and
thus, in part, the effectiveness of the analytical procedure.
.08 The remaining three phases consist of the identification, investigation, and evaluation of the differ
ence between the auditor's expected value and the recorded book value in light of the auditor's materiality
assessment. In the second phase, identification, the auditor identifies whether an unusual fluctuation exists
between the expected and recorded amounts. In the third, investigation, the auditor investigates the cause
of unexpected differences by considering possible causes and searching for information to identify the most
probable causes. Finally, in the evaluation phase, the auditor evaluates the likelihood of material misstate
ment and determines the nature and extent of any additional auditing procedures that may be required.

Expectation Formation (Phase I)
.09 Forming an expectation is the most important phase of the analytical procedure process. The more
precise the expectation (that is, the closer the auditor's expectation is to the correct balance or relationship),
the more effective the procedure will be at identifying potential misstatements. Also, SAS No. 56 (AU section
329) requires the auditor to form an expectation whenever he or she applies analytical procedures.
.10 The auditor develops such expectations by identifying and using plausible relationships that are
reasonably expected to exist based on the auditor's understanding of the client and of the industry in which
the client operates. Following are examples of sources of information for developing expectations:
a. Financial information for comparable prior period(s) giving consideration to known changes.
b. Anticipated results—for example, budgets or forecasts including extrapolations from interim or
annual data.

c.

Relationships among elements of financial information within the period.
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d. Information regarding the industry in which the client operates—for example, gross margin
information.
e.

Relationships of financial information with relevant nonfinancial information.

.11 The effectiveness of an analytical procedure is a function of three factors related to the precision with
which the expectation is developed: (a) the nature of the account or assertion, (b) the reliability and other
characteristics of the data, and (c) the inherent precision of the expectation method used.

Identification and Investigation (Phases II and III)
.12 The next two phases of the analytical procedure process consist of identification and investigation.
Identification begins by comparing the auditor's expected value with the recorded amount. Given that the
auditor developed an expectation with a particular materiality threshold in mind, he or she then compares
the unexpected differences with the threshold. In substantive testing, an auditor testing for the possible
misstatement of the book value of an account determines whether the audit difference was less than the
auditor's materiality threshold. If the difference is less than the acceptable threshold, taking into considera
tion the desired level of assurance from the procedure, the auditor accepts the book value without further
investigation. If the difference is greater, the next step is to investigate the difference.
.13 In investigation, the auditor considers possible explanations for the difference. The greater the
precision of the expectation (that is, the closer the expectation is to the correct amount) the greater the
likelihood that the difference between the expected and recorded amounts is due to misstatement rather than
nonmisstatement causes. The difference between an auditor's expectation and the recorded book value of
an account (value of an account not subject to auditing procedures) can be due to any or all of the following
three causes: (a) the difference is due to misstatements, (b) the difference is due to inherent factors that affect
the account being audited (for example, the predictability of the account or account subjectivity), and (c) the
difference is due to factors related to the reliability of data used to develop the expectation (for example, data
that have been subject to auditing procedures versus data that have not been subject to auditing procedures).
The greater the precision of the expectation, the more likely the difference between the auditor's expectation
and the recorded value will be due to misstatements (cause a). Conversely, the less precise the expectation,
the more likely the difference is due to factors related to the precision of the expectation (causes b and c).

Evaluation (Phase IV)
.14 The final phase of the analytical procedure process consists of evaluating the difference between the
auditor's expected value and the recorded amount. It is usually not practicable to identify factors that explain
the exact amount of a difference identified for investigation. However, the auditor should attempt to quantify
that portion of the difference for which plausible explanations can be obtained and, where appropriate,
corroborated and determine that the amount that cannot be explained is sufficiently small to enable him or
her to conclude on the absence of material misstatement.
.15 If a reasonable explanation can not be obtained, SAS No. 47, Audit Risk and Materiality in Conducting
an Audit (AU section 312.34), requires the auditor to "aggregate misstatements that the entity has not
corrected in a way that enables him [or her] to consider whether, in relation to individual amounts, subtotals,
or totals in the financial statements, they materially misstate the financial statements taken as a whole." In
this case, the auditor would aggregate the misstatement, depending on materiality considerations, with other
misstatements the entity has not corrected in the manner discussed in SAS No. 47 (AU section 312).

Engagement Planning Procedures
.16 As stated above, the purpose of applying analytical procedures in planning the audit is to assist in
planning the nature, timing, and extent of auditing procedures that will be used to obtain evidential matter
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for specific account balances or classes of transactions. To accomplish this, the analytical procedures used in
planning the audit should focus on (a) enhancing the auditor's understanding of the clients' business and
the transactions and events that have occurred since the last audit date, and (b) identifying areas that may
represent specific risks relevant to the audit. Thus, the objective of the procedures is to identify such things
as the existence of unusual transactions and events, and amounts, ratios and trends that might indicate
matters that have financial statement and audit planning ramifications.

.17 Analytical procedures used in planning the audit generally use data aggregated at a high level.
Furthermore, the sophistication, extent and timing of the procedures, which are based on the auditor's
judgment, may vary widely depending on the size and complexity of the client. For some entities, the
procedures may consist of reviewing changes in account balances from the prior to the current year using
the general ledger or the auditor's preliminary or unadjusted working trial balance. In contrast, for other
entities, the procedures might involve an extensive analysis of quarterly financial statements. In both cases,
the analytical procedures, combined with the auditor's knowledge of the business, serve as a basis for
additional inquiries and effective planning.
.18 Although analytical procedures used in planning the audit often use only financial data, sometimes
relevant non-financial information is considered as well. For example, number of employees, square footage
of selling space, volume of goods produced, and similar information may contribute to accomplishing the
purpose of the procedures.
.19 An illustrative program documenting procedures listed in this section is located in AAM section 3165.

Analytical Procedures Audit Guide
.20 For additional guidance practitioners should refer to the AICPA Audit Guide Analytical Procedures.
The Guide provides practical guidance for auditors on the effective use of analytical procedures. Specifically,
the Audit Guide includes a discussion of SAS No. 56 (AU section 329); concepts and definitions; a series of
questions and answers, grouped in the following five categories: precision of the expectation, relationship
of analytical procedures to the audit risk model, evaluation and investigation, purpose of analytical
procedures, and fraud; and a case study illustrating the four types of expectation methods discussed in
chapter 1 of the Guide: trend analysis, ratio analysis, reasonableness testing, and regression analysis.
.21 The Audit Guide also includes illustrations that demonstrate the importance of forming expectations
and considering the precision of the expectation, two of the most misunderstood concepts from SAS No. 56
(AU section 329). The concepts discussed are applicable for all three stages of the audit (planning, substantive
testing, and review). However, the Audit Guide focuses principally on how the concepts are applied to
substantive testing because in designing substantive procedures, auditors ordinarily desire a specified level
of audit assurance. To obtain the Audit Guide, call the AICPA order department at 888-777-7077.
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AAM Section 3165
Illustrative Planning Program
Done
by
(or "N/A")

.01

W/P

Date

*
Ref.

A. Understanding the Assignment

Consider the following matters in planning the engagement:

1.

a.

The entity's accounting policies and procedures.

b.

Financial statement items likely to require adjustment.

c.

The nature of reports expected to be rendered (for example,
a report on consolidated or consolidating financial state
ments, reports on financial statements filed with the SEC, or
special reports such as those on compliance with contractual
provisions).

In planning the audit:

2.

a.

Discuss the type, scope, and timing of the audit with the
entity's management, board of directors, or audit committee.

b.

Consider the effects of applicable accounting and auditing
pronouncements, particularly new ones.

c.

Coordinate the assistance of entity personnel in information
preparation.

d.

Determine the extent of involvement, if any, of consultants,
other independent auditors, specialists, and internal auditors.

e.

Read reports and related correspondence of internal audit
staff (if any) and consider the possible effect of internal audit
work and findings on scope of the audit.

Discuss the following matters (and others as appropriate) with
client personnel:

3.

a.

Changes in key personnel.

b.

Significant accounting or reporting problems.

c.

Changes in accounting methods or accounting principles.

d.

Principle findings of internal auditors.

e.

Changes in information processing methods or technology.

f.

Disposition of prior year's management letter points.

As applicable.
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.02

g.

Closing information to be prepared, such as closing journal
entries and post-closing trial balance.

h.

Timing of preliminary audit work, inventory observation,
confirmation procedures, final audit work.

i.

Adequacy of working space for the audit team.

j.

Access to client records.

k.

Assistance to be provided by client personnel.

Date

10-01

W/P
Ref.*

B. Assigning Personnel to the Engagement
1.

Prepare a time budget by audit area for the engagement to
determine manpower requirements and to schedule fieldwork.

2.

Have the engagement partner approve the time budget prior to
the beginning of fieldwork.

3.

Consider the following factors in achieving a balance of engage
ment manpower requirements, personnel skills, individual de
velopment, and utilization:

4.

a.

Engagement size and complexity.

b.

Personnel availability.

c.

Special expertise required.

d.

Timing of the work performed.

e.

Continuity and periodic rotation of personnel.

f.

Opportunities for on-the-job training.

Have the scheduling and staffing of the engagement approved
by the partner with final responsibility for the engagement, so
that the partner can consider the qualifications, experience, and
training of personnel to be assigned.

.03 C. Independence
1.

If acting as principal auditor, obtain written confirmation of the
independence of other firms engaged to perform segments of the
audit.
_________

2.

Review annual independence questionnaires for all engagement
personnel to assure that those individuals assigned to the en
gagement are independent.

3.

Review accounts receivable from the client to ascertain whether
any outstanding amounts take on some of the characteristics of
loans and may, therefore, impair the firm's independence.

As applicable.
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4.

In situations in which the firm is not independent, discuss the
issuance of a disclaimer of opinion in accordance with Statement
on Auditing Standards (SAS) No. 26, Association With Financial
Statements, paragraphs 8-10 (AU section 504.08-.10).

5.

Evaluate the scope of other services being performed for the
client, such as nonattest services, which may impair the firm's
independence.

.04 D.

Date

W/P
Ref.*

Knowledge of the Entity's Business
1.

2.

Obtain an initial, overall understanding of the clients' operations
by—
a.

Reviewing the prior years' working papers, permanent file,
auditor's report, and financial statements.

b.

Reviewing any interim financial statements or reports for the
current year, including filings with regulatory agencies; or,
if such statement or reports have not been prepared, by
scanning the general ledger (or trial balance) to determine
whether the amounts and relationships appear reasonable in
comparison with the prior years.

c.

Reviewing most recent management letters.

d.

Reviewing the client correspondence file.

e.

Obtaining copies of the minutes of meetings of stockholders,
the board of directors, and relevant committees.

/.

Considering possible impact of nonaudit services rendered
to client on the audit.

Discuss the following matters with management:

a.

Changes in operations, including planned changes.

b.

Significant legal matters and contingencies.

3.

Obtain an understanding of the effect of laws, regulations, and
ordinances having a direct and material effect on the financial
statements, and if necessary prepare a list of such laws for the
workpapers.

4.

Obtain a knowledge of matters that relate to the nature of the
entity's business, its organization, and its operating charac
teristics such as the following:

a.

The type of business.

b.

Types of products and services.

c.

Capital structure.

d.

Related parties.

As applicable.
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5.

6.

e.

Locations.

f.

Production.

g.

Distribution methods.

h.

Compensation methods.

Date

10-01

W/P
*Ref.

Obtain a knowledge of matters affecting the industry in which
the entity operates, such as the following:
a.

Economic conditions.

b.

Government regulations.

c.

Changes in technology.

d.

Accounting practices common to the industry.

e.

Competitive conditions.

f.

Financial trends and ratios.

Obtain an understanding of the potential environmental reme
diation liabilities to which the client may be exposed. Gaining
knowledge of the following matters will help provide that un
derstanding:

•

The industry or industries in which the client operates.

•

The types of products or services provided by the client.

•

The number and characteristics of the client's locations.

•

Applicable governmental regulations.

•

Production and distribution processes.

Useful sources of information about such matters include indus
try publications, financial statements, and other publicly avail
able information from entities in the same industry, and
information available from regulatory agencies.
7.

Inquire of accounting, finance, operations, environmental, com
pliance, or legal personnel about their knowledge of the com
pany's exposure to environmental remediation liabilities.

8.

Consult other sources of information that relate to the entity's
business, such as the following:

a.

AICPA audit and accounting guides and other publications.

b.

Industry publications.

As applicable.
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9.

c.

Financial statements of other entities in the industry.

d.

Textbooks, periodicals, and individuals knowledgeable
about the industry.

Date

W/P
*Ref.

Consider methods the entity uses to process accounting informa
tion in planning the audit.

10. Consider the following matters in evaluating the effect of the en
tity's information technology on the audit of financial statements:
a.

The extent to which the computers and other information
technology is used in each significant accounting application.

b.

Whether or not the application generates a financial state
ment line item or provides a basis for an accounting estimate.

c.

The significance of the financial statement line item(s) af
fected by the client's use of technology.

d.

The controls placed over the application or system.

e.

The effectiveness of the design and operation of those
controls.
_________

f.

The complexity of the entity's information technology opera
tions, including the use of an outside service center.

g.

The organizational structure of the information technology
activities.
_________

h.

The availability of, and access to, evidence.

i.

The use of computer-assisted audit techniques to increase
the efficiency of performing audit procedures.

11. Consider whether specialized skills are needed to consider the
effect of information technology on the audit.

12. Document the matters listed above relating to a knowledge of the
entity's business in the workpapers, as deemed necessary.

.05

E.

Assessing Auditability
1.

Assess the adequacy of the accounting records for the following
factors:

a.

Transactions described in sufficient detail to permit appro
priate classification in financial statements.

b.

Transactions described in a manner that permits the record
ing of monetary value in the financial statements.

c.

Accounting records include the period in which the transac
tions occurred to permit the recording of transactions in the
appropriate accounting period.

As applicable.
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2.

Obtain sufficient knowledge of the design of the relevant controls
pertaining to each of the five internal control components and
whether they have been placed in operation. In completing this
step, complete the "Internal Control" program at AAM section
5400, as appropriate.

3.

Document the understanding of the entity's five components of
internal control obtained to plan the audit.

4.

Reform the following procedures regarding the integrity of
management:

5.

.06 F.

a.

Inquiries of local attorneys, bankers, and other business
leaders as to the client's standing in the business community.

b.

A check of the client's credit rating.

Date

10-01

W/P
Ref.*

Document the matters listed above relating to the auditability of
the entity in the workpapers, as deemed necessary.

Understanding With the Client/Engagement Letter
1.

Include the following items in the understanding obtained with
the client or the engagement letter:

a.

Name of entity (and subsidiaries, if any) and its year end.

b.

Statement(s) to be audited.

c.

Scope of services, as detailed as necessary—including limi
tations of the engagement.

d.

Type of report(s) to be rendered.

e.

The objective of the audit.

f.

Management's responsibilities.

g.

A statement that management will provide a representation
letter at the conclusion of the audit.

h.

The auditor's responsibilities, including the detection of mis
statements, and the reporting of reportable conditions that
come to the auditor's attention.

i.

Management's responsibility for determining the appropri
ate disposition of financial statement misstatements aggre
gated by the auditor.

j.

A statement that the auditor may decline to issue a report if,
for any reason, the auditor is unable to complete the audit.

k.

A statement that the audit is not designed to provide assur
ance on internal control or to identify reportable conditions.

l.

Provision for client's acceptance signature and date.

m. Expression of thanks for being selected as auditors or to
perform other services.
As applicable.
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Include the following optional items in the engagement letter, as
deemed necessary:

2.

.07

Date

a.

Obligations of the client's staff to prepare schedules and
statements.

b.

Arrangements concerning the involvement of specialists or
internal auditors.

c.

Arrangements involving a predecessor auditor.

d.

Fee or method of determining fee.

e.

Frequency of billing and client's obligations for payment,
including retainer, if applicable.

f.

Any limitation of or other arrangements regarding the liabil
ity of the auditor or the client.

g.

Conditions under which access to the workpapers may be
granted.
_________

h.

Arrangements regarding other services to be provided.

i.

Description of a particular audit procedure, if requested by
the client or deemed necessary for protection of the auditor.

j.

Extent and timing of interim auditing procedures.

k.

Name of client's personnel to be contacted during engagement.

Assessing Audit Risk and Materiality

G.

1.

Determine a preliminary judgment about the dollar amount of
misstatement that would be material to the financial state
ments.

2.

Relate that amount to tolerable error for specific account balances
in planning audit procedures.

3.

Assess and document inherent risk and control risk to determine
how much detection risk can be accepted while still restricting
audit risk to an acceptably low level.

4.

Assess and document, by considering the understanding ob
tained of the internal control components and by considering all
other matters influencing audit risk, the risk of material misstate
ment due to error, illegal acts, and other factors.

5.

Consider the presence of fraud risk factors in the following
categories:

a.

Management's characteristics.

b.

Industry conditions.

As applicable.

AICPA Audit and Accounting Manual

AAM §3165.07

3368

Engagement Planning and Administration

50

Done
by
(or “N/A”)

6.

c.

Operating characteristics and financial stability.

d.

Susceptibility of assets to misappropriation.

e.

Controls over the misappropriation of assets.

Date

10-01

W/P
Ref.*

Complete the "Fraud Risk Factor Memory Jogger" maintained at
the end of this planning checklist. (Auditors may decide, based
on the circumstances, that completion of the memory jogger is
not necessary. However, the risk factor categories in step 5 above
should be considered.)

Practice Tip
Many firms use the helpful, "plain-english" guidance contained in the AICPA's Considering Fraud in a
Financial Statement Audit: Practical Guidance for Applying SAS No. 82 practice aid. This publication includes
industry-specific example risk factors that may exist on your engagement. It also includes valuable help in
assessing the risk of fraud (Call 1 (888) 777-7077, product number 008883).

7.

Inquire of management about their understanding regarding the
risk of fraud in the entity.

8.

Inquire of management about knowledge they may have of fraud
that has been perpetrated on or within the entity.

9.

Inquire of management about the existence of a program at the
entity that includes proactive steps to prevent, deter, and detect
fraud and whether the program has identified any fraud risk
factors.

10. Assess the risk of material misstatement due to fraud.

11. For identified fraud risk factors, develop an appropriate audit
response.

12. Document in the workpapers evidence of the performance of the
assessment of the risk of material misstatement due to fraud,
including the following items:
a.

Fraud risk factors identified as present.

b.

Inquiries and responses made by the auditor of management
regarding the risk of fraud in the entity.

c.

Inquiries and responses made by the auditor of management
whether management has knowledge of fraud that has been
perpetrated.

d.

Inquiries and responses made by the auditor of management
about the existence of a program at the entity that includes

As applicable.
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Date

W/P
*Ref.

proactive steps to prevent, deter, and detect fraud and
whether the program has identified any fraud risk factors.

e.

Audit responses to the identified fraud risk factors.

13. Consider the risk of material misstatement (due to error, fraud,
illegal acts, and other factors) assessment in determining:

b.

The nature, timing, and extent of audit procedures.

c.

Staff assignments.

d.

Appropriate levels of supervision.

1.

Assess control risk. In assessing control risk, complete the "Inter
nal Control" program at AAM section 5400.

2.

Document conclusions about the control risk assessment, includ
ing the bases for assessing control risk at the maximum or below
the maximum for financial statement assertions.

3.

In circumstances where electronic evidence is significant, recon
sider the appropriateness of assessing control risk at the maxi
mum and performing only substantive testing, given the usual
dependency of competent electronic evidence on effective inter
nal control.

4.

Perform the following procedures in assessing control risk at
below the maximum level for some or all financial statement
assertions (see "Internal Control" program at AAM section 5400):

5.

I.

Overall audit strategy.

Assessment of Control Risk

.08 H.

.09

a.

a.

Identify specific control relevant to specific assertions that
are likely to prevent or detect material misstatements in
those assertions.

b.

Perform tests of controls to evaluate the effectiveness of such
controls.
_________

If a further reduction in the assessed level of control risk is
desired for some financial statement assertions, perform addi
tional tests of relevant controls.

Illegal Acts

1.

Consider the following matters in the assessment of risk that the
entity has not complied with laws and regulations that have a
direct and material effect on the determination of financial state
ment amounts:

a.

The client's policy, if any, relative to the prevention of illegal

acts.
As applicable.
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b.

Management's understanding of the requirements of laws
and regulations pertinent to audit objectives.

c.

The nature and extent of noncompliance noted in prior
audits.

d.

Internal control components designed to give management
reasonable assurance that the entity complies with those
laws and regulations.

1-98

Date

W/P
*Ref.

—

—

.10 J. Analytical Procedures
1.

.11

Use analytical procedures which focus on:

a.

Enhancing the auditor's understanding of the client's busi
ness and the transactions and events that have accrued since
the last audit date.

b.

Identifying areas that may represent specific risks relevant
to the audit.

K. Audit Strategies and the Audit Program
1.

Use the information obtained or developed concerning material
ity, internal control, the results of preliminary analytical proce
dures, risk assessments, and other matters used in assessing
audit risk to plan:

a.

The overall strategy for the conduct and scope of the audit.

b.

The nature, timing, and extent of testing.

c.

Staffing requirements and related levels of supervision.

(Utilize the audit programs maintained at AAM section 5400, as
well as auditor-developed audit programs to meet specific situ
ations.)
2.

Have the final audit programs approved by the engagement
partner.

As applicable.
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operating personnel.

9. Management setting unduly aggressive financial targets and expectations for

8. Management failing to correct known reportable conditions on a timely basis.

7. Inadequate monitoring of significant controls.

6. Domination of management by a single person or small group without compensating
controls such as effective oversight by the board of directors or audit committee.

5. An ineffective means of communicating and supporting the entity's values or ethics,
or communication of inappropriate values or ethics.

earnings for tax-motivated reasons.

4. An interest by management in pursuing inappropriate means to minimize reported

3. A practice by management of committing to analysts, creditors, and other third parties
to achieve what appear to be unduly aggressive or clearly unrealistic forecasts.

2. An excessive interest by management in maintaining or increasing the entity's stock
price or earnings trend through the use of unusually aggressive accounting practices.

options, or other incentives, the value of which is contingent upon the entity achieving
unduly aggressive targets for operating results, financial position, or cash flow.

1. A significant portion of management s compensation represented by bonuses, stock

(W/PRef.)2

Audit
Response
Documented?
Additional Information

7-98

A. Management Characteristics

Fraud Risk Factors Considered

Audit
Present
Response
at Client? Developed?1

An auditor may find this memory jogger helpful during planning and at other stages of the audit, when considering fraud risk factors and assessing the risk of material
misstatement due to fraud. The example risk factors described in SAS No. 82 (AU section 316) have been included in the listing below. If used, this memory jogger
should be tailored for the particular client being audited. Identified or possible risk factors should be added to the list. An auditor may also decide to remove the SAS
No. 82 (AU section 316) example factors from the list, based on the circumstances. In any event, be sure to consider fraud risk factors that relate to fraudulent financial
reporting and misappropriation of assets in every related category (A-E) presented below. This memory jogger will also be useful in documenting compliance with
SAS No. 82 (AU section 316), as well as providing links to the workpapers and programs where responses and conclusions regarding the identified risk factors are
documented. The memory jogger can be carried forward to succeeding years' audits to help assess fraud risk in those years. An auditor should feel free to use this
practice aid as he or she sees fit (e.g., adding attachments, redesigning the form of the memory jogger). Finally, note that SAS No. 82 (AU section 316) does not require
an auditor to use a memory jogger or checklist of fraud risk factors.

.12
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New accounting, statutory, or regulatory requirements that could impair the
financial stability or profitability of the entity.

High degree of competition or market saturation, accompanied by declining
margins.

Declining industry with increasing business failures and significant declines in
customer demand.

Rapid changes in the industry such as high vulnerability to rapidly changing
technology or rapid product obsolescence.

1.

2.

3.

4.

B. Industry Conditions

management alleging fraud or violations of securities laws.

18. Known history of securities law violations or claims against the entity or its senior

17. Domineering management behavior in dealing with the auditor, especially
involving attempts to influence the scope of the auditor's work.

16. Formal or informal restrictions on the auditor including unreasonable time
constraints regarding the completion of the audit or the issuance of the auditor's
reports.

15. Unreasonable demands on the auditor including unreasonable time constraints
regarding the completion of the audit or the issuance of the auditor's reports.

14. Frequent disputes with the current or predecessor auditor on accounting, auditing,
or reporting matters.

13. High turnover of senior management, counsel, or board members.

12. Nonfinancial management's excessive participation in, or preoccupation with, the
selection of accounting principles or the determination of significant estimates.

11. Management continuing to employ an ineffective accounting, information technology,
or internal auditing staff.

10. Management displaying a significant disregard for regulatory authorities.

Fraud Risk Factors Considered

Audit
Response
Present
at Client? Developed?1

Audit
Response
Documented?
(W/P Ref.)2

Additional Information
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Significant pressure to obtain additional capital necessary to stay competitive
considering the financial position of the entity— including need for funds to finance
major research and development or capital expenditures.

Assets, liabilities, revenues, or expenses based on significant estimates that involve
unusually subjective judgments or uncertainties, or that are subject to potential
significant change in the near term in a manner that may have a financially disruptive
effect on the entity.

Significant related-party transactions not in the ordinary course of business or with
related entities not audited or audited by another firm.

Significant unusual, or highly complex transactions, especially those close to year
end, that pose difficult "substance over form" questions.

Significant bank accounts or subsidiary or branch operations in tax-haven jurisdictions
for which there appears to be no clear business justification.

Overly complex organizational structure involving numerous or unusual legal
entities, managerial lines of authority, or contractual arrangements without
apparent business purpose.

Difficulty in determining the organization or individual(s) that control(s) the entity.

Usually rapid growth or profitability, especially compared with that of other
companies in the same industry.

2.

3.

4.

5.

6.

7.

8.

9.

AICPA Audit and Accounting Manual

15. Poor or deteriorating financial position when management has personally guaranteed
significant debts of the entity.

combination or contract award, if poor financial results are reported.

14. Adverse consequences on significant pending transactions, such as a business

13. Threat of imminent bankruptcy or foreclosure, or hostile takeover.

12. Unrealistically aggressive sales or profitability incentive programs.

requirements; debt covenants that are difficult to maintain.

11. Unusually high dependence on debt or marginal ability to meet debt repayment

Audit
Response
Documented?
(W/P Ref.)2

Additional Information

9-00

10. Especially high vulnerability to changes in interest rates.

Inability to generate cash flows from operations while reporting earnings and earnings
growth.

1.

C. Operating Characteristics & Financial Stability

Fraud Risk Factors Considered

Audit
Present
Response
at Client? Developed?1

46
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Inventory characteristics, such as small size, high value, or high demand.

Easily convertible assets, such as bearer bonds, diamonds, or computer chips.

Fixed asset characteristics, such as small size, marketability, or lack of ownership
identification.

2.

3.

4.

Inadequate recordkeeping with respect to assets susceptible to misappropriation.

Lack of appropriate segregation of duties or independent checks.________________

Lack of appropriate system of authorization and approval of transactions.

Poor physical safeguards over cash, investments, inventory, or fixed assets.

Lack of timely and appropriate documentation for transactions.

Lack of mandatory vacations for employees performing key control functions.

3.

4.

5.

6.

7.

8.

Additional Information

Based on the assessment of risk of material misstatement due to fraud, an auditor may respond to identified risk factors individually or in combination.

Audit
Response
Documented?
(W/P Ref.)2

Engagement Planning and Administration

2
The auditor's response to identified risk factors should be documented. Documentation should be maintained at a place in the workpapers considered most suitable, depending
upon the type of risk factor and the type of response. Generally, if a response is specific to a particular account balance or class of transactions, documentation of the audit procedures
would be placed in the appropriate audit program (e.g., Cash, Investments). If it is determined that audit procedures already planned or normally carried out are a sufficient response to
the identified risk factor, that fact should be documented.

1

Lack of job applicant screening procedures relating to employees with access to
assets susceptible to misappropriation.

2.

[The next page is 3381.]

Lack of appropriate management oversight.

1.

E. Controls

Large amounts of cash on hand or processed.

1.

D. Susceptibility of Assets to Misappropriation

Fraud Risk Factors Considered

Audit
Response
Present
at Client? Developed?

3374
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.01
Audit Time Budget — Sample A
Client________________________________________________________

Audit date

________________________________________

Prepared by__________________________________________________
Approved:

Date

Supervisor

Date

Final work:

Preliminary work:
Start

Partner

End

Start

End
Budget (in hours)
May to Nov.

Dec. to April

Cash
Receivables:
Confirmation of balances
Review ledgers, etc.
Inventories:
Observation of physical counts
Price tests, etc.
Securities and investments
Property, plant, and equipment
Accumulated depreciation and amortization
Other assets
Notes and accounts payable
Tax accruals
Other liabilities
Capital stock
Retained earnings
Other equity accounts
Income accounts
Costs and expense accounts

Current provision for taxes
Other income and expense accounts
Minutes, agreements, etc.
Conferences with client
General supervision and planning
Review computer programs and auditability
Review of internal control
Review and update permanent files
Travel
Report and statement review
Other matters

Total budgeted hours
(Excludes tax and report departments' time)
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Audit Time Budget — Sample B
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Audit Time Analysis (Short Form)
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Audit Time Analysis (Long Form)
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Audit Time Analysis (Long Form)— continued
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Weekly Progress Report
Date_______________________
Supervisor

In-charge accountant

Client

Case

Staff days—seven hours
Original
Estimate

Used
to date

Unused

Est. to
complete

Variance

In-charge accountant
Assistants (list):

Total assistants

Grand total

[The next page is 3401.]
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AAM Section 3175
Sample Engagement Letters
.01 Following are illustrative engagement letters (and one engagement memorandum). They may be
used as guides in the design of specific letters, tailored to satisfy the terms of a particular engagement.

.02 Audit Engagement Leading to Opinion

LACKO, LYNCH, BROWN & COMPANY

Certified Public Accountants

[Date]
Mr. Matt Decker, President
Civil War Antiques, Inc.
111 Burnside Highway
Sharpsburg, Maryland 00000
Dear Mr. Decker:
This will confirm our understanding of the services we will provide to Civil War Antiques, Inc. for the year
ending December 31,20XX.

We will audit the balance sheet of Civil War Antiques, Inc. as of December 31, 20XX, and the related
statements of income, retained earnings, and cash flows for the year then ended, for the purpose of expressing
an opinion on them.
The financial statements are the responsibility of the Company's management. Encompassed in that
responsibility is the establishment and maintenance of effective internal control over financial reporting, the
establishment and maintenance of proper accounting records, the selection of appropriate accounting
principles, the safeguarding of assets, and compliance with relevant laws and regulations. Management is
also responsible for making all financial records and related information available to us.

Our responsibility is to express an opinion on the financial statements based on our audit, and is limited to
the period covered by our audit. If circumstances preclude us from issuing an unqualified opinion, we will
discuss the reasons with you in advance. If, for any reason, we are unable to complete the audit or are unable
to form or have not formed an opinion, we may decline to express an opinion or decline to issue a report as
a result of the engagement.

We are responsible for conducting the audit in accordance with generally accepted auditing standards. Those
standards require that we obtain reasonable rather than absolute assurance about whether the financial
statements are free of material misstatement, whether caused by error or fraud. Accordingly, a material
misstatement may remain undetected. Also, an audit is not designed to detect error or fraud that is immaterial
to the financial statements. We will inform you of all matters of fraud that come to our attention. We will
also inform you of illegal acts that come to our attention, unless they are clearly inconsequential.1
1 Some practitioners prefer to include in an engagement letter a clause that would indemnify them against knowing management
misrepresentations in jurisdictions where such clauses are permitted. Ethics Ruling No. 94 under AICPA Rule of Conduct 101 (ET
section 191.188 and .189) states that the following indemnification clause in an engagement letter would not impair a CPA's inde
pendence: "The client agrees to release, indemnify, and holds me (us) (and my (our) partners and our heirs, executors, personal
representatives, successors, and assigns) harmless from any liability and costs resulting from knowing misrepresentations by manage
ment." Auditors of publicly held companies also should consider the applicable Securities and Exchange Commission rules on
independence before including an indemnification clause in an engagement letter.
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An audit includes obtaining an understanding of internal control sufficient to plan the audit and to determine
the nature, timing, and extent of audit procedures to be performed. An audit is not designed to provide
assurance on internal control or to identify reportable conditions. However, we are responsible for ensuring
that you are aware of any reportable conditions which come to our attention.

An audit includes examining, on a test basis, evidence supporting the amounts and disclosures in the
financial statements. Accordingly, the areas and number of transactions selected for testing will involve
judgment. An audit also includes assessing the accounting principles used and significant estimates made
by management, as well as evaluating the overall financial statement presentation. Our procedures will
include tests of documentary evidence supporting the transactions recorded in the accounts, tests of the
physical existence of inventory, and direct confirmation of receivables and certain other assets and liabilities
by correspondence with selected customers, creditors, legal counsel, and banks. At the conclusion of our
audit, we will request certain written representations (a "representation letter") from you about the financial
statements and related matters.

The Company's management is responsible for adjusting the financial statements to correct material
misstatements and for affirming to us in the representation letter that the effects of any uncorrected
misstatements aggregated by us during the current engagement and pertaining to the latest period
presented are immaterial, both individually and in the aggregate, to the financial statements taken as a
whole.

As part of our engagement for the year ending December 31, 20XX, we will review the federal and state
income tax returns for Civil War Antiques, Inc. Further, we will be available during the year to consult with
you on the tax effects of any proposed transactions or contemplated changes in business policies.
Assistance to be supplied by your personnel, including the preparation of schedules and analyses of accounts,
is described in a separate attachment. Timely completion of this work will facilitate the completion of our
audit.
If you intend to publish or otherwise reproduce the financial statements and make reference to our firm,
you agree to provide us with printers' proofs or masters for our review and approval before printing.
You also agree to provide us with a copy of the final reproduced material for our approval before it is
distributed.
Our fees will be billed as work progresses and are based on the amount of time required plus out-of-pocket
expenses. Invoices are payable upon presentation. Our initial fee estimate assumes we will receive the
aforementioned assistance from your personnel and unexpected circumstances will not be encountered. We
will notify you immediately of any circumstances we encounter that could significantly affect our initial
estimate of total fees, which will range from $XX,XXX to $XX,XXX.

The working papers for this engagement are the property of Lacko, Lynch, Brown & Company and constitute
confidential information. However, we may be requested to make certain working papers available to
[name of regulator] pursuant to authority given to it by law or regulation. If requested,
access to such working papers will be provided under the supervision of Lacko, Lynch, Brown & Company
personnel. Furthermore, upon request, we may provide photocopies of selected working papers to
[name of regulator]. The [name of regulator] may
intend, or decide, to distribute the photocopies or information contained therein to others, including
governmental agencies.2

If this letter correctly expresses your understanding, please sign the enclosed copy where indicated and
return it to us.
We appreciate the opportunity to serve you and trust that our association will be a long and pleasant one.
2 This paragraph is optional depending upon the nature of the engagement.
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Sincerely,

LACKO, LYNCH, BROWN & COMPANY

[Engagement Partner's Signature]
Accepted and agreed to:
[Client Representative's Signature]

[Title]

[Date]
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SEC Engagement: Form 10-K and Annual Report to Shareholders

RON TRACY & ASSOCIATES

Certified Public Accountants

[Date]
Mr. Joshua Snyder
Lawnmowers & Snowblowers Unlimited
731 Nathan Road
Hatville, NJ 00000
Dear Mr. Snyder:

This letter confirms our understanding of the services we will provide to Lawnmowers & Snowblowers
Unlimited for the year ended December 31, 20XX.
We will audit the balance sheet of Lawnmowers & Snowblowers Unlimited as of December 31, 20XX, and
the related statements of income, retained earnings, and cash flows for the year then ended, for the purpose
of expressing an opinion on them.

The financial statements are the responsibility of the Company's management. Encompassed in that
responsibility is the establishment and maintenance of effective internal control over financial reporting, the
establishment and maintenance of proper accounting records, the selection of appropriate accounting
principles, the safeguarding of assets, and compliance with relevant laws and regulations. Management is
also responsible for making all financial records and related information available to us.
Our responsibility is to express an opinion on the financial statements based on our audit, and is limited to
the period covered by our audit. If circumstances preclude us from issuing an unqualified opinion, we will
discuss the reasons with you in advance. If, for any reason, we are unable to complete the audit or are unable
to form or have not formed an opinion, we may decline to express an opinion or decline to issue a report as
a result of the engagement.

We are responsible for conducting the audit in accordance with generally accepted auditing standards. Those
standards require that we obtain reasonable rather than absolute assurance about whether the financial
statements are free of material misstatement, whether caused by error or fraud. Accordingly, a material
misstatement may remain undetected. Also, an audit is not designed to detect error or fraud that is immaterial
to the financial statements. We will inform you of all matters of fraud that come to our attention. We will
also inform you of illegal acts that come to our attention, unless they are clearly inconsequential.1
An audit includes obtaining an understanding of internal control sufficient to plan the audit and to determine
the nature, timing, and extent of audit procedures to be performed. An audit is not designed to provide
assurance on internal control or to identify reportable conditions. However, we are responsible for ensuring
that you are aware of any reportable conditions which come to our attention.
An audit includes examining, on a test basis, evidence supporting the amounts and disclosures in the
financial statements. Accordingly, the areas and number of transactions selected for testing will involve
judgment. An audit also includes assessing the accounting principles used and significant estimates made
by management, as well as evaluating the overall financial statement presentation. Our procedures will
include tests of documentary evidence supporting the transactions recorded in the accounts, tests of the
physical existence of inventory, and direct confirmation of receivables and certain other assets and liabilities
1 Some practitioners prefer to include in an engagement letter a clause that would indemnify them against knowing management
misrepresentations in jurisdictions where such clauses are permitted. Ethics Ruling No. 94 under AICPA Rule of Conduct 101 (ET
section 191.188 and .189) states that the following indemnification clause in an engagement letter would not impair a CPA's inde
pendence: "The client agrees to release, indemnify, and holds me (us) (and my (our) partners and our heirs, executors, personal
representatives, successors, and assigns) harmless from any liability and costs resulting from knowing misrepresentations by manage
ment." Auditors of publicly held companies also should consider the applicable Securities and Exchange Commission rules on
independence before including an indemnification clause in an engagement letter.
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by correspondence with selected customers, creditors, legal counsel, and banks. We will also audit the financial
information included in the schedules required by Regulation S-X of the SEC. At the conclusion of our audit, we
will request certain written representations from you about the financial statements and related matters.
The Company's management is responsible for adjusting the financial statements to correct material
misstatements and for affirming to us in the representation letter that the effects of any uncorrected
misstatements aggregated by us during the current engagement and pertaining to the latest period presented
are immaterial, both individually and in the aggregate, to the financial statements taken as a whole.

As part of our engagement for the year ending December 31,20XX, we will review the federal and state income
tax returns for Lawnmowers & Snowblowers Unlimited. Further, we will be available during the year to consult
with you on the tax effects of any proposed transactions or contemplated changes in business policies.
Assistance to be supplied by your personnel, including the preparation of schedules and analyses of accounts, is
described in a separate attachment. Timely completion of this work will facilitate the completion of our audit.

If you intend to publish or otherwise reproduce the financial statements and make reference to our firm, you
agree to provide us with printers' proofs or masters for our review and approval before printing. You also
agree to provide us with a copy of the final reproduced material for our, approval before it is distributed.
Our fees will be billed as work progresses and are based on the amount of time required plus out-of-pocket
expenses. Invoices are payable upon presentation. Our initial fee estimate assumes we will receive the
aforementioned assistance from your personnel and unexpected circumstances will not be encountered. We
will notify you immediately of any circumstances we encounter that could significantly affect our initial
estimate of total fees, which will range from $XX,XXX to $XX,XXX.

The working papers for this engagement are the property of Ron Tracy & Associates and constitute
confidential information. However, we may be requested to make certain working papers available to
[name of regulator] pursuant to authority given to it by law or regulation. If
requested, access to such working papers will be provided under the supervision of Ron Tracy &
Associates personnel. Furthermore, upon request, we may provide photocopies of selected working
papers to[name of regulator]. The
[name of regulator]
may intend, or decide, to distribute the photocopies or information contained therein to others, including
governmental agencies.2
If this letter correctly expresses your understanding, please sign the enclosed copy where indicated and
return it to us.
We appreciate the opportunity to serve you and trust that our association will be a long and pleasant one.

Sincerely,

RON TRACY & ASSOCIATES
[Engagement Partner's Signature]

Accepted and agreed to:

[Client Representative's Signature]
[Title]

[Date]
2 This paragraph is optional depending upon the nature of the engagement.
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.04 Change in Circumstances From Those Contemplated in Original Engagement Letter
MACARTHUR & KENNEY, CPA'S

Certified Public Accountants

[Date]
Mr. James Melakon, Treasurer
Nimbus Country Club
64 Vasily Road
Velikiye Luki, Ohio 10000
Dear Mr. Melakon:
As we agreed in our original engagement letter dated [date] we are notifying you that our audit of your
December 31,20XX financial statements requires additional procedures.

We have found that certain guest checks are held for only three months after they are paid. Thus, a substantial
number of guest checks are not available for examination. Fortunately, your internal control activities allow
us to use alternative procedures to satisfy ourselves on this part of the audit. However, this will require
substantially more time than examining guest checks.
The fee for these additional services will be billed at our standard per diem rates and added to the fees quoted
in our previous letter.
The situation has been discussed with your controller, who assured us that in the future all guest checks will
be kept for two years.
If this letter correctly expresses your understanding, please sign the enclosed copy where indicated and
return it to us.

Very truly yours,

MACARTHUR & KENNEY, CPA'S

[Engagement Partner's Signature]

Accepted and agreed to:

[Client Representative's Signature]
[Title]

[Date]
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.05 Conditions Encountered Which Do Not Permit Expression of Opinion as Anticipated in Original
Engagement Letter
GEROW, COLLINS & PATCH

Certified Public Accountants

[Date]
Mrs. Helene Daestrom, President
Cohrane Manufacturing, Inc.
1234 West Street
Cedar Hill, Tennessee 10000
Dear Mrs. Daestrom:

Our March 15,20XX letter described our present engagement as an audit for the purpose of expressing an
opinion on the financial statements based on our audit. This letter is to inform you that because of the
circumstances described below, we will be required to qualify our opinion on these statements.
As you know, the Internal Revenue Service has proposed total income tax assessments of approximately
$XXX,XXX for the three fiscal years ended December 31,20XX. Your tax counsel has advised us that although
you have a defensible position and will protest the assessments, counsel cannot offer an opinion as to your
ultimate liability. No provision for this assessment or any portion of it is included in your December 31,20XX
financial statements, nor do you feel any is necessary.

Due to an inability to obtain sufficient evidential matter to support your assertions regarding the tax
assessment situation described above, we will be unable to express an unqualified opinion. Our report will
state the reasons for the qualification of our opinion.

You and your tax counsel have advised that you will inform us of any new developments in the proposed
assessment before our report is issued so that we may consider their effect on your financial statements and
on our report.
Sincerely,
GEROW, COLLINS & PATCH

[Engagement Partner's Signature]

Note:

The client is not asked to sign this letter. Its purpose is to inform the client of the altered circumstances
and the effect on the opinion. There is no change in the terms of the engagement. However, it might
be desirable to have the client acknowledge receipt of this letter by signing a copy and returning it
where—for example—it is a problem, or when there has been a history of misunderstandings.
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SEC Engagement: Initial Registration, Form S-1

Certified Public Accountants

SHERIDAN, CUSTER, AND STUART, CPAs

[Date]
Mr. John T. Chance, President
Skynet, Inc.
1 Wilderness Drive
Cold Harbor, Virginia 00000
Dear Mr. Chance:
This will confirm our understanding of the services we will provide in connection with the registration
statement Skynet, Inc will file with the Securities and Exchange Commission.
We will audit the consolidated balance sheets of Skynet, Inc. as of December 31, 20X1 and 20X0, and the
related consolidated statements of income, retained earnings, and cash flows for each of the years in the
three-year period ended December 31, 20X1, which will be included in a Form S-1,1 registration statement.
The financial statements are the responsibility of the Company's management. Encompassed in that
responsibility is the establishment and maintenance of effective internal control over financial reporting the
establishment and maintenance of proper accounting records, the selection of appropriate accounting
principles, the safeguarding of assets, and compliance with relevant laws and regulations. Management is
also responsible for making all financial records and related information available to us.

Our responsibility is to express an opinion on the financial statements based on our audit, and is limited to
the period covered by our audit. If circumstances preclude us from issuing an unqualified opinion or we are
otherwise unable to comply with the requirements of Form S-1, we will discuss the reasons with you in
advance. If, for any reason, we are unable to complete the audit or are unable to form or have not formed an
opinion, we may decline to express an opinion or decline to issue a report as a result of the engagement.
We are responsible for conducting the audit in accordance with generally accepted auditing standards. Those
standards require that we obtain reasonable rather than absolute assurance about whether the financial
statements are free of material misstatement, whether caused by error or fraud. Accordingly, a material
misstatement may remain undetected. Also, an audit is not designed to detect error or fraud that is immaterial
to the financial statements. We will inform you of all matters of fraud that come to our attention. We will
also inform you of illegal acts that come to our attention, unless they are clearly inconsequential.12

An audit includes obtaining an understanding of internal control sufficient to plan the audit and to determine
the nature, timing, and extent of audit procedures to be performed. An audit is not designed to provide
assurance on internal control or to identify reportable conditions. However, we are responsible for ensuring
that you are aware of any reportable conditions which come to our attention.
An audit includes examining, on a test basis, evidence supporting the amounts and disclosures in the
financial statements. Accordingly, the areas and number of transactions selected for testing will involve
judgment. An audit also includes assessing the accounting principles used and significant estimates made
by management, as well as evaluating the overall financial statement presentation. Our procedures will
include tests of documentary evidence supporting the transactions recorded in the accounts, tests of the
physical existence of inventory, and direct confirmation of receivables and certain other assets and liabilities
1 This should be modified to agree with the particular form to be filed.

2 Some practitioners prefer to include in an engagement letter a clause that would indemnify them against knowing management
misrepresentations in jurisdictions where such clauses are permitted. Ethics Ruling No. 94 under AICPA Rule of Conduct 101 (ET
section 191.188 and .189) states that the following indemnification clause in an engagement letter would not impair a CPA's inde
pendence: "The client agrees to release, indemnify, and holds me (us) (and my (our) partners and our heirs, executors, personal
representatives, successors, and assigns) harmless from any liability and costs resulting from knowing misrepresentations by manage
ment." Auditors of publicly held companies also should consider the applicable Securities and Exchange Commission rules on
independence before including an indemnification clause in an engagement letter.
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by correspondence with selected customers, creditors, legal counsel, and banks. We will also audit the
financial information included in the schedules required by Regulation S-X of the SEC. At the conclusion of
our audit, we will request certain written representations from you about the financial statements and related
matters.

The Company's management is responsible for adjusting the financial statements to correct material
misstatements and for affirming to us in the representation letter that the effects of any uncorrected
misstatements aggregated by us during the current engagement and pertaining to the latest period
presented are immaterial, both individually and in the aggregate, to the financial statements taken as a
whole.
We will also fulfill the portion of the underwriter's agreement directed to the independent accountants, provided
the requirements are within the purview of Statement on Auditing Standards No. 72, Letters for Underwriters and
Certain Other Requesting Parties (as amended by Statement on Auditing Standards No. 76), issued by the
American Institute of Certified Public Accountants, and provided the material can properly be reported on
by accountants pursuant to that Statement. In this regard, we require a copy of the tentative underwriting
contract as soon as it is available.

Subsequent to issuance of our auditor's report, we will perform certain procedures required by Statement
on Auditing Standards No. 37, Filings Under Federal Securities Statutes, issued by the American Institute of
Certified Public Accountants, regarding execution of consent letters required for certain SEC filings. In
connection therewith, all printer's proofs of reports to be filed with the Securities and Exchange Commission
are to be submitted to us for review. This requirement extends to the entire registration statement and all
other material that accompanies the financial statements.

As part of our engagement for the years ending December 31,20X0 and 20X1, we will review the federal and
state income tax returns for Skynet, Inc. Further, we will be available during the year to consult with you on
the tax effects of any proposed transactions or contemplated changes in business policies.
Assistance to be supplied by your personnel, including the preparation of schedules and analyses of accounts,
is described in a separate attachment. Timely completion of this work will facilitate the completion of our
audit.
Our fees will be billed as work progresses and are based on the amount of time required plus out-of-pocket
expenses. Invoices are payable upon presentation. Our initial fee estimate assumes we will receive the
aforementioned assistance from your personnel and unexpected circumstances will not be encountered. We
will notify you immediately of any circumstances we encounter that could significantly affect our initial
estimate of total fees, which will range from $XX,XXX to $XX,XXX.

The working papers for this engagement are the property of Sheridan, Custer, and Stuart, CPAs and
constitute confidential information. However, we may be requested to make certain working papers
available to[name of regulator] pursuant to authority given to it by law or regulation.
If requested, access to such working papers will be provided under the supervision of Sheridan, Custer, and
Stuart, CPAs personnel. Furthermore, upon request, we may provide photocopies of selected working papers
to[name of regulator]. The_____________________ [name of regulator] may
intend, or decide, to distribute the photocopies or information contained therein to others, including
governmental agencies.3
We appreciate the opportunity to serve you and trust that our association will be a long and pleasant
one.
If this letter correctly expresses your understanding, please sign the enclosed copy where indicated and
return it to us.
3 This paragraph is optional depending upon the nature of the engagement.
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Sincerely,

SHERIDAN, CUSTER, AND STUART, CPAs

[Engagement Partner's Signature]
Accepted and agreed to:
[Client Representative's Signature]

[Title]
[Date]
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.07 Sample Engagement Memorandum (When No Formal Engagement Letter Is Sent)
Engagement Memorandum

The following understanding was agreed to between Gabreski and Bong, CPAs and Kramden Bowling, Inc.

[Date]

February 18, 20XX

Client

Kramden Bowling, Inc.

Address

1 Oak Street, Winchester, Virginia 00000

Phone

(555) 555-5555

Final arrangements made with

Ralph Marshall, President

Date final arrangements made

February 15, 20XX, at a meeting in the Kramden
Bowling, Inc. offices

Client's personnel responsible for accounting
matters

John Sandoval, Treasurer
Bob Wesley, Controller

Objective of engagement

Audit engagement. Expression of an opinion on the
financial statements. Also, review of federal and state
income tax returns for year ended March 31,20XX. If, for
any reason, we are unable to complete the audit or are
unable to form or have not formed an opinion, we may
decline to express an opinion or decline to issue a report.

Management's responsibilities

Management is responsible for the entity's financial
statements, establishing and maintaining effective
internal control over financial reporting, identifying and
ensuring that the entity complies with the laws and
regulations applicable to its activities, and for making all
financial records and related information available to us.
At the conclusion of the engagement, management will
provide us with a letter that confirms certain
representations made during the audit. Management is
responsible for adjusting the financial statements to
correct material misstatements and for affirming to us in
the representation letter that the effects of any
uncorrected misstatements aggregated by us during the
current engagement and pertaining to the latest period
presented are immaterial, both individually and in the
aggregate, to the financial statements taken as a whole.

Auditor's responsibilities

We are responsible for conducting the audit in
accordance with generally accepted auditing standards.
Those standards require that we obtain reasonable
rather than absolute assurance about whether the
financial statements are free of material misstatement,
whether caused by error or fraud. Accordingly, a
material misstatement may remain undetected. Also, an
audit is not designed to detect error or fraud that is
immaterial to the financial statements. We will inform
management of all matters of fraud that come to our
attention. We will also inform the client of illegal acts that
come to our attention, unless they are clearly
inconsequential.
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Internal control

An audit includes obtaining an understanding of
internal control sufficient to plan the audit and to
determine the nature, timing, and extent of audit
procedures to be performed. An audit is not designed
to provide assurance on internal control or to identify
reportable conditions. However, we are responsible
for ensuring that management is aware of any
reportable conditions which come to our attention.

Financial statements to be audited

Balance sheet at March 31, 20XX and statements of
income, retained earnings, shareholders' equity, and
cash flows for year ended March 31,20XX

Responsibilities of client's personnel in
preparation for engagement

Trial balance of G/L and completion of schedules, a
list of which we will submit two weeks before
beginning of engagement

Reports to be addressed to

Board of Directors (twelve copies)

Date audit to commence

Approximately April 24, 20XX (check with controller
about April 10)

Estimated time required

Approximately three weeks

Staff requirements

Manager, supervisor, in-charge senior, and two staff
assistants

Billing arrangements

Every two weeks, at standard plus out-of-pocket
costs; invoices to attention of Bob Wesley; payable on
presentation

Special accounting problems

Client was involved in a substantial sale and leaseback transaction during the year

Imputed interest may be required on long-term
liabilities resulting from purchase of business

Other comments
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.08 Audit of Personal Financial Statements
[Salutation]

This will confirm our understanding of the arrangement for our audit of the financial statements of James
and Jane Person for the [period] ended [date].
We will audit the statement of financial condition of James and Jane Person as of [date] and the related
statement of changes in net worth for the [period] then ended, for the purpose of expressing an opinion on
them. The financial statements are the responsibility of James and Jane Person. You are responsible for
establishing and maintaining effective internal control over financial reporting, making all financial records
and related information available for audit, and for identifying and ensuring compliance with the laws and
regulations applicable to your activities.

You are responsible for adjusting the financial statements to correct material misstatements and for affirming
to us in the representation letter that the effects of any uncorrected misstatements we have aggregated during
the current engagement and pertaining to the latest period presented are immaterial, both individually and
in the aggregate, to the financial statements taken as a whole.
*
We will conduct our audit in accordance with generally accepted auditing standards. Those standards
require that we plan and perform the audit to obtain reasonable rather than absolute assurance about whether
the financial statements are free of material misstatement, whether caused by error or fraud. Accordingly, a
material misstatement may remain undetected.*1 Also, an audit is not designed to detect error or fraud that
is immaterial to the financial statements. If, for any reason, we are unable to complete the audit or are unable
to form or have not formed an opinion, we may decline to express an opinion or decline to issue a report as
a result of the engagement.

The audit includes obtaining an understanding of internal control sufficient to plan the audit and to determine
the nature, timing and extent of audit procedures to be performed. An audit is not designed to provide assurance
on internal control or to identify reportable conditions. However, we are responsible for ensuring you are aware
of any reportable conditions which come to our attention.
At the conclusion of our audit, you will provide us with a letter that confirms certain representations made
during the audit.

We will also [discussion of other services, if any].
Our fees for these services [specify fees or terms].

We shall be pleased to discuss this letter with you at any time.
If this letter is in accordance with your understanding, please sign the copy of this letter in the space provided
and return it to us.

SAS No. 89, Audit Adjustments, among other matters, amends SAS No. 83, Establishing an Understanding With The Client (AU section
310), to add this new item to the list of matters generally addressed in the understanding with the client. SAS No. 89 is effective for
audits of financial statements for periods beginning on or after December 15,1999, with earlier adoption permitted.

1 SAS No. 82, Consideration of Fraud in a Financial Statement Audit (AU section 316), describes the auditor's responsibilities to plan and
perform the audit to obtain reasonable assurance as to whether the financial statements are free of material misstatement, whether
caused by error or fraud, and provides guidance on what should be done to meet those responsibilities. SAS No. 82, which supersedes
SAS No. 53, The Auditor's Responsibility to Detect and Report Errors and Irregularities, was issued in February 1997 and is effective for
audits of financial statements for periods ending on or after December 15,1997 with earlier application permitted. In addition, SAS No.
82 amends SAS No. 47, Audit Risk and Materiality in Conducting an Audit, and SAS No.1, sections 110, Responsibilities and Functions of the
Independent Auditor (AU section 110), and 230, Due Professional Care in the Performance of Work (AU section 230).
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Sincerely yours,

(Signature of accountant)

Acknowledged:

(Date)

[The next page is 4001.]
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AAM Section 4000
Internal Control
The material included in these sections on internal control is presented for
illustrative purposes only. The comments and illustrations are neither all inclusive
nor are they prescribed minimums. They are intended as conveniences for users of
this manual who may want assistance when developing materials to meet their
individual needs.
This manual is a nonauthoritative kit of practice aids and, accordingly, these
sections on internal control do not include extensive explanation or discussion of
authoritative pronouncements. Users of this manual are urged to refer directly to
applicable authoritative pronouncements when appropriate.

TABLE OF CONTENTS
Section

Paragraph
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Illustrative Internal Control Forms—Small Business—continued
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AAM Section 4100
Introduction
Overview
.01 On every audit, the auditor is required to obtain an understanding of internal control sufficient to
plan the audit. A "sufficient" understanding means you should perform procedures to understand how
internal controls are designed and determine whether they have been placed in operation.

.02 Statement on Auditing Standards (SAS) No. 55 (AU section 319), as amended, provides a framework
to help you obtain your understanding of internal control. This framework breaks internal control into five
components as identified in AAM section 4200.03, which in turn are linked to entity objectives. When
planning the audit, you should obtain an understanding of each of the five internal control components that
relate to objectives relevant to the audit.

.03

Your understanding of internal control is used to—

•

Identify types of potential misstatement.

•

Consider factors that affect the risk of material misstatement.

•

Design tests of controls, when applicable.

•

Design substantive tests.

. 04 Your understanding of a client's internal control should be based on your previous experience with
the client and the following:
•

Inquiries of appropriate management, supervisory, and staff personnel.

•

Inspection of documents and records.

•

Observation of the entity's activities and operations.

. 05 Once you obtain an understanding of the design of controls and determine whether they have been
placed in operation, you should develop an audit strategy at the assertion level that is generally based on
one of the following planned control risk assessments:

•

Control risk at or slightly below the maximum level.1 This will result in a primarily substantive approach
to auditing the assertion. When a significant amount of information supporting one or more financial
statement assertions is electronically initiated, recorded, processed, or reported (especially when
evidence exists only in electronic form), the auditor may determine that it is not possible to assess
control risk at the maximum and design effective substantive tests that by themselves would provide
sufficient evidence that the assertions are not materially misstated. In those cases, additional tests to
determine the operating effectiveness of controls surrounding the electronic environment are necessary.

•

Control risk below the maximum level. This will require additional tests to determine the operating
effectiveness of specified controls, but in return, you will be able to modify the nature, timing, and
extent of substantive audit procedures.

1 The term maximum level means the greatest probability that a material misstatement that could occur in a financial statement
assertion will not be prevented or detected on a timely basis by an entity's internal control.
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.06 AAM section 3125 provides a more detailed description of how to consider internal control at the
planning phase of an audit.

.07 The following sections provide additional guidance on how you should consider internal control.
•

AAM section 4200—Internal Control Framework. This section provides more detail on the internal
control framework described in SAS No. 55 (AU section 319), as amended.

•

AAM section 4300—Illustrative Internal Control Forms—Small Business. The forms in this section serve
two purposes: (1) to help you perform the procedures necessary to understand internal control, and
(2) to document that understanding. This section is to be used for small business entities.

•

AAM section 4400—Illustrative Internal Control Forms—Medium to Large Business. These forms are
similar to the ones provided in AAM section 4300, except geared to medium to large businesses.

•

AAM section 4500—Flowcharting. This section provides examples of how you might document your
understanding of internal control using flowcharting techniques.

•

AAM section 4600—Assessing Control Risk Below the Maximum. This section provides guidance on the
procedures to be performed when you plan a control risk assessment below the maximum for a
specific assertion.

[The next page is 4201.]
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AAM Section 4200
Internal Control Framework
Introduction
.01 As described in AAM section 3125, Statement on Auditing Standards (SAS) No. 55 (AU section 319),
as amended, provides a framework to help you obtain an understanding of internal control. That framework
is built on two concepts: objectives and components.

. 02 An objective is what the entity is trying to achieve. Generally, an entity tries to achieve objectives in
the following three categories:
• Reliability of financial reporting

•

Effectiveness and efficiency of operations

• Compliance with applicable laws and regulations
.

03

For each of these objectives, internal control consists of the following five interrelated components:

•

Control environment, which sets the tone of an organization and influences the control consciousness
of its people. It is the foundation for all other components of internal control and provides discipline
and structure.

•

Risk assessment, which is the entity's identification and analysis of relevant risks to achievement of its
objectives. It forms a basis for determining how the risks should be managed.

• Control activities, which are the policies and procedures that help ensure management directives are
carried out.
• Information and communication, which support the identification, capture, and exchange of informa
tion in a form and time frame that enables people to carry out their responsibilities.
•

Monitoring, which is a process that assesses the quality of internal control performance over time.

.04 Although an entity's internal control addresses objectives referred to in AAM section 4200.02, not all
of these objectives and related controls are relevant to an effective audit of an entity's financial statements.
Generally, controls that are relevant to an audit pertain to the entity's objective of preparing reliable financial
statements for external purposes. An entity may have controls that relate to operations and compliance with
laws and regulations that are not relevant to an audit and therefore need not be considered.

.05 The Jones family owns and operates several neighborhood grocery stores in Anytown. The bank reconciliation
performed by the Jones Grocery controller is an example of a control that relates primarily to the financial reporting
objective. Jones also has an inventory tracking and management system that allows each store manager to track inventory
levels and order new items before they stock-out. This control activity is part of the operations objective. Each store
has a small deli that prepares sandwiches and some hot foods. These food preparation activities must comply with state
health laws and regulations, and Jones has policies in place to help ensure that those laws and regulations are met. Those
policies are directed at the compliance objective of the entity.
.06 The controls having to do with the ordering of inventory or compliance with state health laws and regulations
are important to Jones Grocery, but ordinarily will not relate to the audit of the company's financial statement. If you
were the auditor of Jones Grocery, you may wish to ask about and document these controls for client service or other
purposes, but because these controls are not relevant to the audit, you are not required to do so.
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.07 However, if controls relating to operations and compliance objectives pertain to data you evaluate
or use in applying auditing procedures, then they may be relevant to the audit.
.08 For example, the financial reporting system may produce a sales report by inventory stock number
for each sales region. If the auditor decided to use information from this report when auditing the proper
valuation of inventory, he or she should obtain an understanding of the following:

•

Which transactions or classes of transactions are included in the report

•

How significant accounting data about those transactions are entered into and flow through the
financial reporting system

•

The files that are processed

•

The nature of processing involved in producing the report

.09 Controls pertaining to detecting noncompliance with laws and regulations that may have a direct
and material effect on the financial statements, such as controls over compliance with income tax laws and
regulations used to determine the income tax provision, may be relevant to an audit.
.10 Internal control over safeguarding of assets against unauthorized acquisition, use, or disposition may
include controls relating to financial reporting and operations objectives. For example, use of a lockbox
system for collecting cash or passwords for limiting access to accounts receivable data files may be relevant
to a financial statement audit. Conversely, controls to prevent the excess use of materials in production
generally are not relevant to a financial statement audit. Your responsibility to understand internal control
is generally limited to those controls relevant to the reliability of financial reporting.
.11 The internal control framework described in SAS No. 55 (AU section 319), as amended, is only a
means to help you consider the impact of an entity's internal control in an audit. Your primary concern is
not the classification of a specific control into any particular component and related objective. Rather, your
primary concern is whether a specific control affects financial statement assertions. Controls relevant to the
audit are those that individually or in combination with others are likely to prevent or detect material
misstatements in financial statement assertions. Such controls may exist in any of the five components.

.12 Suppose you are the auditor of Jones Grocery. As on all audits, you are required to obtain an understanding of
internal control sufficient to plan the audit. To achieve this, you organize your inquiries and other procedures to
understand each of the five components of internal control that relate to the financial reporting objectives. As a result
of performing your procedures, you discover the client's bank reconciliation procedures. Should a bank reconciliation
be considered a "control procedure"? What about the fact that someone follows up and investigates old or unusual
reconciling items? Is that considered a "monitoring" activity?
.13 These questions are rhetorical since the issue of how to classify a particular control is irrelevant for your
purposes. As an auditor, your primary consideration is to understand how the bank reconciliations, whether individually
or in combination with other controls, affect financial statement assertions relating to cash.

.14 The purpose of this section is to provide guidance on each of the five components that comprise the
internal control framework. This guidance should help you perform procedures to obtain an understanding
of internal control. These procedures generally require the following steps:
•

Understand internal control components that have a pervasive effect on the organization.

•

Understand how information technology (IT) is used to process significant accounting information.

•

Understand control activities for significant account balances or transaction cycles.

•

Assess the risk of management override and lack of segregation of duties.
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Focus on the Small Business Entity
.15 This section emphasizes the audit of a small business entity. Small business entities are typically
characterized by—
•

A single owner or a small group of owners who manage the business on a day-to-day basis.

•

A small number of employees involved in the accounting function.

•

No outside board of directors or internal audit function.

• The use of off-the-shelf, unmodified computer software or the use of an outside computer service
organization to process significant accounting information.

. 16 This section provides some guidance for the audits of medium to large businesses. Additional
guidance is provided in the Audit Guide Consideration of Internal Control in a Financial Statement Audit.

Controls With a Pervasive Effect on the Organization
. 17 Your client's control components consist of controls that either have a pervasive effect on the
organization or are designed to address specific account balances and classes of transactions or activities.
Initially, you should focus on the policies and procedures that have a pervasive effect on the organization.

Understanding the Control Environment
. 18 The control environment sets the tone of an organization. It influences the control consciousness of
its people and is the foundation for all other components of internal control. In obtaining an understanding
of your client's control environment, you should try to understand the owner-manager's attitude, awareness,
and actions concerning the control environment. The following paragraphs describe some factors you should
consider when evaluating your client's control environment.
. 19 Integrity and Ethical Values. The effectiveness of internal control cannot rise above the integrity
and ethical values of the owner-manager. Integrity and ethical values are essential elements of the control
environment because they affect the design, administration, and monitoring of other internal control
components.
. 20 Management may tell you a great deal about their integrity and ethical values. They may even commit
their words to a written document. Responses to inquiries and written policies are good, but as an auditor you
should focus on management's actions and how these actions affect the entity on a day-to-day basis.

. 21 For management's integrity and ethical values to have a positive effect on the entity, the following
must exist.

•

The business owner and management must personally have high ethical and behavioral standards.

• These standards must be communicated to company personnel. In a small business, this communi
cation is often informal.
•

.

The standards must be reinforced.
22 When observing and evaluating management's actions be alert for the following:

• Segregation of personal from business funds and activities. Many small business owners intermingle their
personal and business activities, for example, the company may pay the owner's credit card bills even
if they contain non-business expenditures. You should consider the owner's attitude and the care
with which he or she separates the personal from the business activities. It's not unusual for a business
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to pay the owner's credit card bills, but the more important question is "does the owner reimburse
the company?" Owners who treat company assets as if they were personal assets set a bad example
for employees who may be encouraged to do the same.
•

Dealing with signs of problems. Consider how management deals with signs that problems exist,
particularly when the cost of identifying and solving the problem could be high. For example,
suppose your client became aware of a possible environmental contamination on their premises. How
would they react? Would they try to hide it, deny its existence, or act evasively if asked about it, or
would they actively seek out your advice or the advice of their attorney?

•

Removal or reduction of incentives and temptations. Individuals may engage in dishonest, illegal, or
unethical acts simply because the owner-manager gives them strong incentives or temptations to do
so. Removing or reducing these incentives and temptations can go a long way toward diminishing
undesirable behavior.

The emphasis on results, particularly in the short term, fosters an environment in which the price of
failure becomes very high. Incentives for engaging in fraudulent or questionable financial reporting
practices include—
— Pressure to meet unrealistic performance targets, particularly for short-term results.

— High performance-dependent rewards.
— Upper and lower cutoffs on bonus plans.
Temptations for employees to engage in improper practices include—

— Nonexistent or ineffective controls, such as poor segregation of duties in sensitive areas, that offer
temptations to steal or conceal questionable financial reporting practices.
— Owner-managers who are unaware of actions taken by employees.
— Penalties for improper behavior that are insignificant or unpublicized and thus lose their value
as deterrents.

•

Management intervention. There are certain situations where it is appropriate for management to
intervene and overrule prescribed policies or procedures for legitimate purposes. For example,
management intervention is usually necessary to deal with non-recurring and non-standard trans
actions or events that otherwise might be handled by the financial reporting information system. You
should consider whether management has provided guidance on the situations and frequency with
which intervention of established controls is appropriate. Management intervention should be
documented and explained.

.23 Commitment to Competence. Competence should reflect the knowledge and skills necessary to
accomplish tasks that define an individual's job. Commitment to competence includes management's
consideration of the competence levels for particular jobs and how those levels translate into requisite skills
and knowledge.
.24 Mrs. Jones has always kept the books for Jones Grocery. She is "self-taught," with no formal training in
accounting or bookkeeping. There are no plans to replace Mrs. Jones with someone more "qualified." As the auditor of
Jones Grocery you recognized the risk of having an untrained bookkeeper and design your audit approach to address
such concerns by—

•

"Training" Mr. and Mrs. Jones to call you whenever they have a transaction out of the ordinary.

•

Strongly encouraging Mrs. Jones to take training classes on her accounting software package. (She has.)

•

Explaining to Mrs. Jones the importance of key accounting records such as the accounts payable subledger and
inventory reports.

•

Teaching Mrs. Jones important basic control functions such as bank reconciliations.
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.25 Management's Philosophy and Operating Style. Management's philosophy and operating style
encompass a broad range of characteristics. Such characteristics may include—
•

The owner-manager's approach to taking and monitoring business risks.

•

Attitudes and actions toward financial reporting and tax matters.

•

Emphasis on meeting budget, profit, and other financial and operating goals.

.26 Management's philosophy and operating style have a significant influence on the control environ
ment, particularly in a small business where the owner-manager dominates the organization, regardless of
the consideration given to the other control environment factors. For example, you may be concerned about
your client's unduly aggressive attitude toward financial reporting. Not only might this cause you to assess
control risk at the maximum for some or all assertions, but it may heighten concerns about irregularities
affecting certain assertions.

.27 However, a dominant owner-manager does not necessarily cause you to assess control risk at the maximum.
.28 Mr. Jones dominates the management of Jones Grocery. He demonstrates a positive attitude toward the control
environment and a moderate to conservative attitude toward accepting business risk such as expansion. He is more
concerned about taxes than financial reporting. Mr. Jones uses information generated by the financial reporting
information system to monitor the financial results of the company and compare it to prior periods. His review of the
accounting reports encourages Mrs. Jones and others who help with the accounting to work with greater care. Mr. Jones
also performs many control activities himself, such as the review and supervision of the physical inventory counts.
Although Mr. Jones is concerned about his income tax liability, you might not view the possible bias to misstate income
as a significant risk because of the otherwise positive control environment.

.29 Organizational Structure. Your client's organizational structure provides the framework within
which its activities for achieving entity-wide objectives are planned, executed, controlled, and monitored.
.30 Significant aspects of establishing an organizational structure include considering key areas of
authority and responsibility and appropriate lines of reporting. Small business entities usually have fairly
simple organizational structures. A highly structured organization with formal reporting lines and respon
sibilities may be appropriate for large entities, but for a small business, this type of structure may impede
the necessary flow of information.
.31 Assignment of Authority and Responsibility. The assignment of authority and responsibility in
cludes the following:
•

The establishment of reporting relationships and authorization procedures

•

The degree to which individuals and groups are encouraged to use initiative in addressing issues
and solving problems

•

The establishment of limits of authority

•

Policies describing appropriate business practices

•

Resources provided for carrying out duties

.32 Alignment of authority and accountability often is designed to encourage individual initiatives,
within limits. Delegation of authority means surrendering central control of certain business decisions to
lower echelons, to the people who are closest to everyday business transactions.
.33 A critical challenge is to delegate only to the extent required to achieve objectives. This requires
ensuring that risk acceptance is based on sound practices for identifying and minimizing risk, including
sizing risks and weighing potential losses versus gains in arriving at good business decisions.
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.34 Another challenge is ensuring that all personnel understand the entity's objectives. It is essential that
each individual knows how his or her actions interrelate and contribute to achievement of the objectives.

.35 Mr. Jones had to decide how to delegate authority and responsibility when he expanded Jones Grocery from the
one, original store to its present eight-store chain spread out over Greater Anytown and the surrounding suburbs. One
area that proved problematic was setting prices. Mr. Jones assumed that he would be able to set the prices at all the
stores, just like he did for his original store. He felt this was a good procedure because it allowed him some control over
profit margins. Problems arose because the competitive pressures were different in different areas of the city. A competitor
in the North Suburb ran specials or lowered prices on certain items, while a competitor in the Western Suburb ran
specials on different items. It became too difficult for Mr. Jones to keep up with the constantly changing price battles at
eight different stores. He eventually delegated this responsibility to the individual store managers. He set a limit on how
much a store manager could discount prices without his prior approval, but other than that, the store managers had the
freedom to set prices to respond to the changing competitive environment.
.36 The responsibility for accounting information was also affected by Jones Grocery's expansion. Mr. Jones'
original thought was that each store would be run as a separate business, with separate financial reporting information
systems that would be “consolidated" together at the main store. Problems soon developed in several areas, most notably
accounts payable. The store managers were responsible for entering vendor invoices into the computer system. But it
seemed that no matter how much Mr. Jones threatened, cajoled, and begged his store managers to enter the invoices on
a timely basis, they just couldn't do it consistently. The procedure had to be changed. Now, the store managers only
have the responsibility to check incoming goods for quantity and condition. Vendor invoices are sent directly to Mrs.
Jones at the main store, and she is responsible for maintaining the accounts payable for all the stores.

37 The control environment is greatly influenced by the extent to which individuals recognize that they
will be held accountable. This holds true all the way to the owner-manager, who has the ultimate responsi
bility for all activities within the organization, including internal control.
.38 Human Resource Policies and Practices. Human resource policies and practices affect an entity's
ability to employ sufficient competent personnel to accomplish its goals and objectives. Human resource
policies and practices include an entity's policies and procedures for hiring, orienting, training, evaluating,
counseling, promoting, compensating, and taking remedial action. In many small businesses, the policies
may not be formalized but they should nevertheless exist and be communicated. The owner-manager can
orally make explicit his or her expectations about the type of person to be hired to fill a particular job, and
may even be active in the hiring process. Formal documentation is not always necessary for a policy to be in
place and operating effectively.
.39 When Mr. and Mrs. Jones added a second store, the hiring of a store manager was easy—they hired their
daughter. Adding a third store proved to be more problematic, since the other Jones children had no interest in the family
business. Mr. and Mrs. Jones talked at length about the type of person they would hire as a store manager. They finally
decided it was more important to hire someone they could trust, someone they felt comfortable with on a personal level
rather than someone with an extensive background in the grocery business. They felt they could teach someone the
grocery business but not how to be trustworthy. That hiring policy worked, and they've been following it ever since.

.40 Standards for hiring the most qualified individuals, with emphasis on educational background, prior
work experience, past accomplishments, and evidence of integrity and ethical behavior, demonstrate an
entity's commitment to competent and trustworthy people. Hiring practices that include formal, in-depth
_ employment interviews and informative and insightful presentations on the company's history, culture, and
operating style send a message that the company is committed to its people.
.41 Personnel policies that communicate prospective roles and responsibilities and that provide training
opportunities indicate expected levels of performance and behavior. Rotation of personnel and promotions
driven by periodic performance appraisals demonstrate the entity's commitment to advancement of quali
fied personnel to higher levels of responsibility. Competitive compensation programs that include bonus
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incentives serve to motivate and reinforce outstanding performance. Disciplinary actions send a message
that violations of expected behavior will not be tolerated.

Other Control Components With a Pervasive Effect on the Organization
.42 Elements of other control components may have a pervasive effect on the organization. These are
discussed in the following paragraphs.
.43 Risk Assessment. An entity should identify, analyze, and manage risks relevant to the preparation
of reliable financial statements. For example, risk assessment may address how the entity considers the
possibility of unrecorded transactions or identifies and analyzes significant estimates recorded in the
financial statements. Risks relevant to reliable financial reporting also relate to specific events or transactions.
.44 Risks relevant to financial reporting include events and circumstances that may adversely affect the
company's ability to initiate, record, process, and report financial data. Once risks are identified, management
considers their significance, the likelihood of their occurrence, and how they should be managed. Manage
ment may initiate plans, programs, or actions to address specific risks or it may decide to accept a risk because
of cost or other considerations.

.45 Risks can arise or change due to circumstances such as the following:
•

Changes in the operating environment. Changes in the regulatory or operating environment can result
in changes in competitive pressures and significantly different risks.

•

New personnel. New personnel may have a different focus on or understanding of internal control.
When people change jobs or leave the company, management should consider the control activities
they performed and who will perform them going forward. Steps should be taken to ensure new
personnel understand their tasks.

•

New or revamped information systems. Significant and rapid changes in information systems can
change the risk relating to internal control. When these systems are changed, management should
assess how the changes will impact control activities. Are the existing activities appropriate or even
possible with the new systems? Personnel should be adequately trained when information systems
are changed or replaced.

•

Rapid growth. Significant and rapid expansion of operations can strain controls and increase the risk
of a breakdown in controls. Management should consider whether accounting and information
systems are adequate to handle increases in volume.

•

New technology. Incorporating new technologies into production processes or information systems
may change the risk associated with internal control.

•

New business models, products, or activities. Entering into business areas or transactions with which
an entity has little experience may introduce new risks associated with internal control.

•

New accounting pronouncements. Adoption of new accounting principles or changing accounting
principles may affect risks in preparing financial statements.

.46 Your procedures to assess whether a risk assessment process is placed in operation are generally of
an inquiry nature. For example, you may ask accounting personnel what accounts they believe are the most
difficult to become satisfied with as they prepare the financial statements. You may also consider asking the
same questions of personnel outside the accounting department.
.47 Control Activities. Control activities are policies and procedures that help ensure necessary actions
are taken to address risks to achieve the entity's objectives. Control activities, whether automated or manual,
have various objectives and are applied at various organizational and functional levels.
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. 48 At the entity-wide level, control activities may be categorized as policies and procedures that pertain
to the following.
•

Performance reviews. These control activities include reviews of actual performance versus budgets,
forecasts, and prior-period performance. They may also involve relating different sets of data (for
example, operating or financial) to one another, together with analyses of the relationships, investi
gating unusual relationships and taking corrective action. Performance reviews may also include a
review of functional or activity performance.

•

Information processing. A variety of controls are performed to check accuracy, completeness, and
authorization of transactions. The two broad groupings of information systems control activities are
application controls and general controls. Application controls apply to the processing of individual
applications. These controls help ensure that transactions occurred, are authorized, and are com
pletely and accurately recorded and processed. General controls commonly include controls over
data center and network operations; system software acquisition and maintenance; access security;
and application system acquisition, development, and maintenance. These controls apply to main
frame, miniframe, and end-user environments. Examples of such general controls are program
change controls, controls that restrict access to programs or data, controls over the implementation
of new releases of packaged software applications, and controls over system software that restrict
access to or monitor the use of system utilities that could change financial data or records without
leaving an audit trail. These controls are discussed in more detail in AAM section 4200.64-.88.

•

Physical controls. These activities encompass the physical security of assets, including adequate
safeguards over access to assets and records such as secured facilities and authorization for access to
computer programs and data files and periodic counting and comparison with amounts shown on
control records. The extent to which physical controls intended to prevent theft of assets are relevant
to the reliability of financial statement preparation, and therefore the audit, depends on the circum
stances such as when assets are highly susceptible to misappropriation. For example, these controls
would ordinarily not be relevant when inventory losses would be detected pursuant to periodic
physical inspection and recorded in the financial statements. However, if for financial reporting
purposes management relies solely on perpetual inventory records, the physical security controls
would be relevant to the audit.

•

Segregation of duties. Assigning different people the responsibilities of authorizing transactions,
recording transactions, and maintaining custody of assets is intended to reduce the opportunities to
allow any person to be in a position to both perpetrate and conceal errors or fraud in the normal
course of his or her duties. Segregation of duties is often a problem for small business entities. See
AAM section 4200.106-.114 for further discussion and guidance.

.49 Ordinarily, audit planning does not require you to understand the control activities related to each
account balance, transaction class, and disclosure component in the financial statements or to every assertion
relevant to them. Your understanding of control activities is sufficient when you can identify types of potential
misstatements, consider factors that affect the risk of material misstatement, and design substantive tests.
.50 Information and Communication. An information system consists of infrastructure (physical and
hardware components), software, people, procedures (manual and automated), and data. Infrastructure and
software will be absent, or have less significance, in systems that are exclusively or primarily manual. Many
information systems make extensive use of information technology. The information system relevant to
financial reporting objectives, which includes the accounting system, consists of the procedures, whether
automated or manual, and records established to initiate, record, process, and report entity transactions (as
well as events and conditions) and to maintain accountability for the related assets, liabilities, and equity.
Transactions may be initiated manually or automatically by programmed procedures. Recording includes
identifying and capturing the relevant information for transactions or events. Processing includes functions
such as edit and validation, calculation, measurement, valuation, summarization, and reconciliation,
whether performed by automated or manual procedures. Reporting relates to the preparation of financial
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reports as well as other information, in electronic or printed format, that the entity uses in monitoring and
other functions.

.51 The quality of system-generated information affects management's ability to make appropriate
decisions in controlling the entity's activities and to prepare reliable financial statements. Thus, it is important
that management receives the information they need to carry out their responsibilities and that the information
is provided at the right level of detail. An information system encompasses procedures and records that—
•

Identify and record all valid transactions.

• Describe on a timely basis the transactions in sufficient detail to permit proper classification of
transactions for financial reporting.
• Measure the value of transactions in a manner that permits recording of their proper monetary value
in the financial statements.

• Determine the time period in which transactions occurred to permit recording of transactions in the
proper accounting period.
•

Present properly the transactions and related disclosures in the financial statements.

. 52 The financial reporting information system is an integral part of an entity's information and
communication system. Your consideration of the system should be made at the individual account and
classes of transaction level. See AAM section 4200.89-.107 for additional guidance.

. 53 Communication involves providing an understanding of individual roles and responsibilities per
taining to internal control over financial reporting. It includes the extent to which personnel understand how
their activities in the financial reporting information system relate to the work of others and the means of
reporting exceptions to an appropriate higher level within the entity. Open communication channels help
ensure that exceptions are reported and acted on. Communication takes such forms as policy manuals,
accounting and financial reporting manuals, and memoranda. Communication also can be made electroni
cally, orally, and through the actions of management.

. 54 Monitoring. Monitoring is a process that assesses the quality of internal control performance over
time. It involves assessing the design and operation of controls on a timely basis and taking necessary
corrective actions.
.

55 Examples of ongoing monitoring activities include the following:
• Management reviews of data produced by the entity's information system. Managers are in touch
with operations and may question reports that differ significantly from their knowledge of opera
tions. However, management should have a basis for believing the data are accurate. If errors exist
in the information, management may make incorrect conclusions from its monitoring activities.
• Communications from external parties corroborate internally generated information or indicate
problems. Customers implicitly corroborate billing data by paying their invoices. Conversely,
customer complaints about billings could indicate system deficiencies in the processing of sales
transactions. Similarly, bankers, regulators or other outside parties may communicate with the
company on matters of accounting significance.

• External auditors regularly provide recommendations on the way internal control can be strength
ened. Auditors may identify potential weaknesses and make recommendations to management for
corrective action.
• Employees may be required to "sign off" to evidence the performance of critical control functions.
The sign-off allows management to monitor the performance of these control functions.
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Application to Medium and Large Businesses
.56 The control environments of medium to large businesses may differ from those of small business
entities in the following ways:
•

The presence of a Board of Directors or audit committee

•

The presence of an internal audit function

•

More formalized policies and procedures

Board of Directors or Audit Committee
. 57 The control consciousness of a medium or large business is influenced significantly by the entity's
board of directors and audit committee. In general, the board of directors should have an appropriate degree
of management, technical, and other expertise. It should also have the necessary stature and mind-set so that
it can adequately perform the necessary governance, guidance, and oversight responsibilities.
.

58

Factors that influence the effectiveness of the board or audit committee include—

•

Its independence from management.

•

The experience and stature of its members.

•

The extent of its involvement and scrutiny of activities.

•

The appropriateness of its actions.

•

The degree to which difficult questions are raised and pursued with management.

•

Its interaction with internal and external auditors.

.59 The board of directors must be prepared to question and scrutinize management's activities, present
alternative views and have the courage to act in the face of obvious wrongdoing. Because of this it is necessary
that the board contain at least a critical mass of outside directors. The number should suit the entity's
circumstances, but more than one outside director normally would be needed for a board to have the requisite
balance.

Internal Audit Function
.60 The internal audit function is established within an entity to monitor and evaluate the adequacy and
effectiveness of internal control. For entities with an internal audit function, you ordinarily should make
inquiries of appropriate management and internal audit personnel about the internal auditors'—

•

Organizational status within the entity.

•

Application of professional standards.

•

Audit plan, including the nature, timing, and extent of audit work.

•

Access to records and any limitations on the scope of their activities.

.

61

After obtaining an understanding of the internal audit function you may either—

•

Conclude that the internal auditors' activities are not relevant to the financial statement audit and
give no further consideration to the internal audit function,

•

Identify relevant internal auditor activities, but conclude that it would not be efficient to consider
further the work of the internal auditors, or
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Decide that it would be efficient to consider how the internal auditors' work might affect the nature,
timing, and extent of the audit. In this case, you should assess the competence and objectivity of the
internal audit function as outlined in SAS No. 65, The Auditor's Consideration of the Internal Audit
Function in an Audit of Financial Statements (AU section 322).

.62 You may also request direct assistance from the internal auditors. If so, you should follow the
guidance in paragraph 27 of SAS No. 65 (AU section 322.27).

Formal Policies
.63 Medium and large businesses may communicate their policies in formal, written documents. For
example, they may have a written code of conduct or human resource policies. The existence of formal policy
documents is good, but as an auditor, your primary consideration is how the policies are implemented.

Computer Applications
.64 Small business entities are typically characterized by the use of off-the-shelf, unmodified computer
software or the use of an outside computer service organization to process significant accounting information.
.65 Jones Grocery has a stand-alone, state-of-the-art PC at its main store. One other store has a computer—an
Apple Macintosh Mr. and Mrs. Jones' daughter used at college. The PC at the main store is used to run the accounting
software, which is an off-the-shelf product developed specifically for independent grocers. The payroll is processed by an
outside payroll service.
.66 In gaining an understanding of how computers are used in the business, you should consider the
following:
•

The acquisition of hardware and software

•

Physical access

•

Logical access

•

User controls over outsider service bureau applications

Acquisition of Hardware and Software
.67 Companies should take steps to ensure they have compatible hardware and software. The use of
compatible software reduces the risk of error, since there will be no need to transfer data from one format
into another. Even small businesses should have a coherent plan for the purchase of computer hardware and
software. If the business is growing, management should plan for the upgrade of the processor, random
access memory (RAM), or hard-disk storage.
.68 Mr. and Mrs. Jones did not plan for the purchase of their computers. For several years, Mrs. Jones processed
the accounting applications on an old 286 PC with limited RAM and hard-disk storage. When the Jones' daughter
opened the second store, she brought with her the Apple Macintosh she had in college. At first, she tried to transfer data
from her store to the main store, but the software had problems converting from the Apple format, so the procedure was
abandoned. At a trade show, Mr. Jones discovered a computer software program specifically designed for independent
grocers. He was impressed with the program and decided that it fit his needs perfectly. However, his hardware was out
of date, and so in order to run the software, he upgraded his hardware. The new software supposedly is able to handle
Apple-formatted data, and the company has plans to transfer data from the second store electronically. There are no
plans to install computers at the other stores.
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.69 As the auditor of Jones Grocery, you should use this understanding of the company computer system to help
plan the audit. For example, they plan to transfer data from the Apple to the PC. What sort of errors might occur in the
transfer? What steps has the client taken to prevent or detect those errors? You also know that stores three through eight
are on a manual system. What types of errors might occur in a manual system? What is the risk that those errors will
occur?

.70 Entities should also establish policies and procedures to mitigate the risk of computer viruses being
introduced into their systems. Viruses can cause the loss of data and programs. A virus has the ability to
attach itself to a program and infect other programs and systems. Although some viruses merely write
messages across the screen, others can cause serious damage to disk files or shut down a network by
replicating millions of times and filling all available memory or disk storage.
.71 Methods to prevent the introduction of viruses and to recover from a virus attack include the
following:
•

Obtain recognized software from reputable sources and only accept delivery of the software in the
manufacturer's sealed package.

•

Make multiple generations of backups. A virus that is not detected initially may be copied onto more
recent backup copies, while the older versions may not be infected.

•

Prohibit the use of unauthorized programs introduced by employees.

•

Prohibit downloading of untested software from sources such as dial-up bulletin boards.

•

Use virus protection software to screen for virus infections.

Physical Security
.72 Physical security—primarily backup and contingency planning—often is ignored by small busi
nesses in a microcomputer environment. Poor backup procedures can result in the loss of important data
that are very difficult, time-consuming and costly to recreate, if they can be recreated at all.
.73 Your clients should have established procedures for the periodic backup of data files and applica
tions. Critical applications and files should be stored off-site with corresponding documentation in the event
that on-site files become unavailable.

Logical Access
.74 Logical access to computer applications and data files may not be formally or rigorously controlled
in a small business. This leaves the company exposed to the risk that files could be inappropriately
manipulated or unauthorized transactions entered into the system. For example, without logical access
controls a user may be able to enter any or all sections of a general ledger or other financial module and
perform file maintenance such as changing the address of an accounts receivable customer or data used to
calculate payroll.

.75 Management should identify confidential and sensitive data for which access should be re
stricted. Mechanisms such as password control or the use of menus should be used to limit the access to
that data.
.76 In a microcomputer environment, password control may be installed over the operating system using
a shell program to prevent the user from accessing menu options of a program. Even if such a restriction
exists, a sophisticated user can often bypass the shell by using a utility. Therefore, the use of utility programs
should be controlled or monitored carefully.
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User Controls Over Computer Service Organization Applications
.77 Entities may use an outside computer service organization to process significant accounting infor
mation. Guidance on auditing entities that use computer service organizations is contained in SAS No. 70,
Service Organizations, as amended by SAS No. 88 (AU section 324).
.78 When using an outside computer service organization, most small businesses typically retain the
responsibility for authorizing transactions and maintaining the related accountability. The computer service
organization merely records user transactions and processes the related data. In these circumstances, the user
(the small business) should maintain controls over the input and output to prevent or detect material
misstatement. When the service organization initiates, executes, and does the accounting processing of the
user organization's transactions, it may not be practicable for the user organization to implement effective
controls for those transactions.

.79 Jones Grocery uses an outside computer service to process payroll. Time cards are gathered for each store and
reviewed by the store manager before being sent to the main store. Mrs. Jones reviews the time cards for the store
managers and checks to make sure all personnel have submitted time cards for the pay period. All other payroll
transactions such as pay rates, withholdings, etc. are sent directly to Mrs. Jones. She forwards all information to the
payroll service, which prepares the checks and produces a payroll register. Mrs. Jones reviews the register and checks
for any obvious misstatements, before she distributes the checks.

Application to Medium or Large Businesses
.80 Medium and large businesses typically have more complicated computer processing systems than
small businesses. They also tend to use the computer for a greater amount of processing. For example, a small
business may prepare customer invoices manually by looking up prices on a master price list. A medium
size business may maintain master price information on a computer file and use the computer to generate
packing slips, sales invoices, and reports of unmatched documents.
.81 Medium and large businesses are also typically characterized by a separate management information
services (MIS) department with formally defined job descriptions and responsibilities.

.82 Instead of using off-the-shelf, unmodified software, the medium or large business will modify
standard software or develop their own applications. Their software may be more complicated than that
used by the small business; for example, they may use a database management system or telecommunications
software.
.83 Medium and large businesses often use a mainframe computer in conjunction with microcomputers
or a local area microcomputer network. Information is frequently transferred between the mainframe and
microcomputers that may be located on-site or at a remote location.

.84 Control activities in a computerized environment generally comprise a combination of the following:
•

User control activities

•

Programmed control activities and manual follow-up

•

Computer general control activities

.85 User Controls. User control activities are manual checks of the completeness and accuracy of
computer output against source documents or other input. For example, an entity may have programmed
procedures in a billing system that calculate sales invoice amounts from shipping data and master-price files.
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The entity may also have a procedure to manually check the completeness and accuracy of the invoices. In
many systems, user controls relate only to the completeness of records and not to the accuracy of processing.

.86 Programmed Control Activities and Manual Follow-up Activities. Programmed control activities
are those that are built into the computer processing program; for example, the generation of an exception
report. However, an exception report is useless unless the client follows up on the items listed. Thus, in
addition to understanding the nature of the programmed control activities, you also need to understand the
related manual follow-up procedures.

.87 Computer General Control Activities. If computer general control activities operate effectively,
there is greater assurance that programmed control activities are properly designed and function consistently
throughout the period. You may plan to understand computer general control activities to provide evidence
that—
•

Programs are properly designed and tested in development.

•

Changes to programs are properly made.

•

Computer operations ensure the proper use of application programs and data files.

•

Adequate access controls reduce the risk of unauthorized changes to the program and data files.

.88 The following table summarizes computer general control activities.
Area

Control Objectives

Example Controls

Program Development

• Controls ensure that new
applications systems are suitably
authorized, designed, and tested

• Users are involved in the design
and approval of systems
• Checkpoints where users review the
completion of various phases of the
application
• Development of test data and
testing of the program
• User involvement in the review of
tests of the program
• Adequate procedures to transfer
programs from development to
production libraries

Program Changes

• Controls over changes to existing
programs and systems ensure that
modifications to application
programs are suitably approved,
designed, tested, and implemented

• Same as program development
• User involvement

• Controls ensure that application
programs are used properly and
that proper data files are used
during processing

• Review of lists of regular and
unscheduled batch jobs by
operations management
• Use of menu-driven job control
instruction sets
• Jobs executed only from the
operator's terminal
• Adequate procedures for managing
and backing up data and program
files
(continued)

Computer Operations
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• Controls should prevent or detect
unauthorized changes to programs
and to data files supporting the
financial statements

Example Controls

• Programmers have limited access to
production programs, live data
files, and job control language
• Operators have limited access to
source code and individual
elements of data files
• Users have access only to defined
programs and data files

Obtaining an Understanding of Significant Account Balances and
Transaction Cycles
.89 You should obtain an understanding of the classes of transactions in your client's operations that are
significant to the financial statements. For less significant classes of transactions or account balances, an
understanding of controls that have a pervasive effect on the organization is usually sufficient.
.90 For significant transactions and account balances you should obtain an understanding of—
•

The procedures, both automated and manual, by which transactions are initiated, recorded, proc
essed, and reported from their occurrence to their inclusion in the financial statements.

•

The related accounting records, whether electronic or manual, supporting information, and specific
accounts in the financial statements involved in initiating, recording, processing, and reporting
transactions.

•

How the information system captures other events and conditions that are significant to the financial
statements.

•

The financial reporting process used to prepare the entity's financial statements, including significant
accounting estimates and disclosures.

.91 Accounting Processing. You should obtain an understanding of how your client processes account
ing information—from the initiation of the transaction to its inclusion in the financial statements. This
understanding should include how the computer is used to process data. Your understanding involves
knowledge of the ways in which transactions are valued, classified, and summarized in data files, journals,
or ledgers. For some transactions, there may be several significant processing activities and accounting
records, including the use of computer programs. Other transactions may involve only limited processing
activities performed manually.
.92 At Jones Grocery, sales are initiated by customers and recorded in the cash register. At the end of the day the
cash register totals are reconciled to the cash on hand, and a deposit is prepared for the day's receipts. On a weekly basis,
the daily cash register tapes are batched for each store, forwarded to Mrs. Jones, and entered into the computer. The
computer generates a sales register, a sales analysis report, and posts the sales totals to the general ledger. Also, the
processing of inventory transactions (receipt of goods, sales, spoilage, etc.) involves several processing activities that are
linked in the inventory module of the software package. On the other hand, recording depreciation expense is fairly
simple. Fixed assets and the related depreciation are maintained on a computer spreadsheet, and each month, Mrs. Jones
prepares a journal entry to record depreciation.
.93 Understanding the accounting processing also involves understanding the information used for
processing and when processing occurs. For example, when considering the completeness assertion, you
normally should understand whether transactions entered into the computer system are processed imme
diately or in batches and how frequently batches are processed.
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.94 The processing of accounting information may involve "end user computing." End user computing
occurs when the user is responsible for the development and execution of the computer application that
generates the information used by that same person.

.95 Mrs. Jones developed and maintains the fixed asset spreadsheet that serves as the source document for her
monthly depreciation expense journal entry.
.96 In general, the product of end user computing may be used to—
•

Process significant accounting information outside of the off-the-shelf accounting software package.
For example, the fixed-asset spreadsheet is separate from the Jones Grocery general ledger software
package.

• Make significant accounting decisions. For example, a spreadsheet application may be used to
generate information used to write down inventory.

• Accumulate footnote information. For example, a spreadsheet may be used to calculate the five-year
debt maturity disclosure.

. 97 Generally, end users have no training in the formal computer application development process.
Accordingly, applications developed by end users are often inadequately tested, and the development
process is often not documented. This situation can cause significant difficulties for an organization if the
end user computing application is critical to making business or financial decisions.
. 98 The access to end user computing applications may also be an audit concern. Many computer
applications used in end user computing come with on-line systems that are capable of restricting users to
specific applications, specific departments, or even specific fields. Often, however, these access restrictions
facilities are not implemented.
. 99 To address these concerns and to ensure the end user applications process data completely and
accurately, you should generally look for control policies and procedures that—
•

Require all significant end user applications to be adequately tested before use.

•

Prescribe documentation standards for significant end user applications.

•

Provide for adequate access controls to data.

•

Provide a mechanism to prevent or detect the use of incorrect versions of data files.

•

Provide for appropriate applications controls, for example, edit checks, range tests, or reasonableness
checks.

•

Support meaningful user reconciliations.

. 100 Accounting Records, Supporting Information, and Specific Accounts. In general you will want to
identify the following for your client's significant accounts and transactions:
•

Source documents

•

The conversion of documents to computer media

•

The nature of computer files that are further processed in the flow of information to the general ledger
and the financial statements

•

Accounts (subsidiary or general ledger master files) affected by the transaction

•

Relevant accounting reports, journals, and ledgers produced in the flow of information to the general
ledger and the financial statements
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.101 Your client's accounting systems may create many documents, files, and reports that are useful for
managing the organization, but you need to understand only those aspects that are relevant to the financial
statements.

.102 At Jones Grocery, the sales analysis report described in AAM section 4200.92 is used for management
information and analysis. The documents and reports relevant to the financial statements are the daily cash register
tapes and the computer-generated sales register.
.103 Other Significant Events and Conditions. You should understand how the entity's information
system captures other events and conditions that are significant to the financial statements. This might
involve, for example, nonrecurring or unusual transactions or adjustments and nonrecurring estimates.

.104 A broken water line, which is an uninsured risk, spoiled a large amount of produce and dry goods in one of
the Jones Grocery stores. Based on a list of the lost inventory provided by the store manager, Mrs. Jones recorded a large
spoilage loss.
.105 Financial Reporting Process. When gaining an understanding of the financial reporting process,
you may determine the extent of client procedures to prepare accounting estimates (when significant
accounting estimates are called for) and information for significant disclosures. You also should understand
the way in which general ledger information is summarized to determine how the amounts and disclosures
are reported in the financial statements.

Segregation of Duties and Management Override
.106 Small businesses are typically characterized by—

•

A dominant owner-manager.

•

A lack of segregation of duties.

.107 If your client has these characteristics, you should be sure to address the risks they pose to the entity.
.108 In general, duties should be divided, or segregated, among different people to reduce the risk of
error or inappropriate actions. For instance, responsibilities for authorizing transactions, recording them,
and handling the related assets should be divided.
.109 Even small businesses with only a few employees can usually parcel out responsibilities to achieve
the necessary checks and balances. If that is not possible—as may occasionally be the case—direct oversight
of the incompatible activities by the owner-manager can provide the necessary control. Thus, a dominant
owner-manager may be a positive element in the design of internal controls.
.110 A dominant owner-manager may be a negative element in the design of internal control when he
or she is able to override established policies and procedures.

.111 Management override should be distinguished from management intervention. Management inter
vention is discussed in AAM section 4200.22 and is described as the overrule of internal control for legitimate
purposes. For example, management intervention is usually necessary to deal with non-recurring and
non-standard transactions or events that otherwise might be handled by the system.
.112 In contrast, management override is the overrule of internal control for illegitimate purposes with the
intent of personal gain or enhanced presentation of an entity's financial condition or compliance status.
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.113 An owner-manager might override the control system for many reasons: to increase reported
revenue, to boost market value of the entity prior to sale, to meet sales or earnings projections, to bolster
bonus pay-outs tied to performance, to appear to cover violations of debt covenant agreements, or to hide
lack of compliance with legal requirements. Override practices include deliberate misrepresentations to
bankers, lawyers, accountants, and vendors, and intentionally issuing false documents such as sales invoices.

.114 When gaining an understanding of internal control, you should assess the risk of management
override.

Assessing Internal Control Strengths and Weaknesses
.115 When obtaining your understanding of internal control, you should consider the collective effect of
strengths and weaknesses in various control environment factors. Management's strengths and weaknesses
may have a pervasive effect on internal control. For example, owner-manager controls may mitigate a lack
of segregation of duties. However, human resource policies and practices directed toward hiring competent
financial and accounting personnel may not mitigate a strong bias by top management to overstate earnings.
.116 Internal control strengths may indicate account balances, transaction classes, or assertions where
you can assess control risk below the maximum. See additional guidance in AAM section 4600. Internal
control weaknesses usually indicate areas where a primarily substantive audit approach is required.
However, in situations where electronic evidence (information transmitted, processed, maintained, or
accessed by electronic means) is significant, testing of the related internal control generally will be necessary
to obtain competent evidential matter.

.117 In rare circumstances, your understanding of internal control may raise doubts about the auditabil
ity of an entity's financial statements. Concerns about the integrity of the entity's management may be so
serious as to cause you to conclude that the risk of management misrepresentation in the financial statements
is such that an audit cannot be conducted. Concerns about the nature and extent of an entity's records may
cause you to conclude it is unlikely that sufficient competent evidential matter will be available to support
an opinion on the financial statements.
.118 If you determine the entity is unauditable, you should consider withdrawing from the engagement.

[The next page is 4301.]
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AAM Section 4300
Illustrative Internal Control
Forms—Small Business
.01 The following are illustrative internal control forms you might use to document your understanding
of internal control sufficient to plan an audit. The illustrative questions are numbered merely for organiza
tional purposes. The numbers are in no way intended to infer completeness or a preferred sequence. These
forms may require modifications to meet the needs, preferences and circumstances of individual firms and
their clients. Whenever you use standardized forms, checklists, or questionnaires, you should recognize that
important matters in a particular set of circumstances may not be covered.

Instructions
.02 The forms in AAM sections 4310 and 4320 may be used on all small business audit engagements.
Small businesses are typically characterized by—
• A single owner or a small group of owners who manage the business on a day-to-day basis.
• A small number of employees involved in the accounting function.
• No outside board of directors or internal audit function.
• The use of off-the-shelf, unmodified computer software or the use of an outside computer service
organization to process significant accounting information.

. 03 If your client does not have the characteristics of a small business, you should consider completing
the internal control forms for medium to large businesses located in AAM section 4400.

. 04 In every audit, you should obtain an understanding of each of the components of internal control sufficient
to plan the audit. These forms should be used as a tool in documenting your understanding of internal control,
how internal controls for your client are designed, and whether they have been placed in operation.
.

05 These forms should be used in conjunction with other forms in certain circumstances:
• Control Environment Checklist—Small Business Computer Applications [AAM section 4310]. To be used
whenever the client uses microcomputers or outside service organizations to process significant
accounting information.

• Financial Reporting Information Systems and Controls Checklist [AAM section 4320]. To be used for each
significant account and transactions cycle.
. 06 These forms are appropriate whenever you plan a primarily substantive audit approach (see
paragraph .08 below). That is, their completion generally results in control risk being assessed at or slightly
below the maximum for all assertions related to account balances and transactions.
.

07 If you plan a lower control risk assessment for certain assertions you are required to—
• Identify specific controls relevant to specific assertions that are likely to prevent or detect material
misstatements in those assertions, and

• Perform tests of controls to evaluate their effectiveness.
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.08 In situations where significant audit evidence is transmitted, processed, maintained, or accessed
electronically, it generally will be necessary to test the internal control surrounding the electronic evidence
(for example, controls over generation, storage, manipulation, and transmission), even if a primarily
substantive audit approach is followed. (This is especially the case when evidence of an entity's initiation,
recording, or processing of financial data exists only in electronic form.) This is because the competence of
electronic evidence usually depends on the effectiveness of internal control over its validity and complete
ness. In these situations the auditor should perform tests of controls to gather evidence to support an assessed
level of control risk below the maximum for affected assertions. If the auditor concludes control risk must
be assessed at the maximum in such situations or the evidence gathered through tests of controls and
substantive tests is insufficient, the auditor should qualify or disclaim an opinion because of the scope
limitation.
.09 These forms are organized to conform to the control components and overall internal control
framework described in the Audit Guide Consideration of Internal Control in a Financial Statement Audit. This
framework is only a way for you to consider the impact of internal control on an audit. The classification of
any specific control into a particular component should not be your primary concern. Rather, your primary
consideration is whether a specific control affects financial statement assertions.

.10 The following flowchart describes how this form can be used in conjunction with the other forms
included in this section to document your understanding of internal controls.
Complete internal

control form

Complete microcomputer or

Complete control activities for

outside service bureau form, if

account balances and transaction

appropriate

classes for significant areas

Interpret results

Perform and document additional
procedures, if necessary

No
Control risk below

Is electronic evidence

maximum possible?

significant to the audit?

No

Yes

Yes

No
Efficient to assess

Is it practical or possible to

control risk below max.?

reduce detection risk to an

Yes

acceptable level by performing

only substantive tests?

Yes

No
Perform tests and

Documentation complete.

assess control risk.

Lower Control Risk Approach

Primarily Substantive Audit
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Interpreting the Results
.11 When obtaining an understanding of internal control, you should consider the collective effect of the
strengths and weaknesses in various control components. Management's strengths and weaknesses may
have a pervasive effect on internal control. For example, owner-manager controls may mitigate a lack of
segregation of duties. However, human resource policies and practices directed toward hiring competent
financial and accounting personnel may not mitigate a strong bias by the owner-manager to overstate
earnings.
.12 Answers that fall toward the right side of the form ("Strongly Agree" or "Somewhat Agree") indicate
areas of strength in the control environment. You should consider whether these areas of strength indicate
that a control risk assessment below the maximum may be possible for some assertions.
.13 Answers that fall toward the left side of the form ("Strongly Disagree" or "Somewhat Disagree")
indicate areas of weakness in the entity's internal controls. You should assess how these areas of weakness
affect the planning of the audit. This assessment should be documented in section V of the form. In making
this assessment, you normally focus on—
•

The types of material misstatements that could occur as a result of the identified weakness, and

•

The risk that those misstatements will occur.

Documenting a Conclusion
.14 After completing this form, the Financial Reporting Information Systems and Controls Checklist for
significant areas, and the Control Environment Checklist—Microcomputers and Outside Service Bureaus,
you should document your conclusion regarding internal control. In order to perform a primarily substantive
audit, you must understand the entity's internal control sufficiently—
• To assess the risk of material misstatement in assertions related to material financial statement
components, and

•

To design effective substantive procedures.

. 15 If the completion of this form is not sufficient for you to obtain the necessary level of understanding
listed in AAM section 4300.13, you should perform and document the results of additional tests to gain that
level of understanding.

.16

I. Document Your Understanding of the Control Environment
In the space provided below, indicate whether you strongly agree, somewhat agree, somewhat disagree,
or strongly disagree with the following statements. Your answers should be based on—
•

Your previous experience with the entity.

•

Inquiries of appropriate management, supervisory, and staff personnel.

•

Inspection of documents and records.

•

Observation of the entity's activities and operations.
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Some
what
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Strongly
Agree

Control Environment Factors

Integrity and Ethical Values
1.

The business owners and manage
ment have high ethical and behav
ioral standards.

2.

Management has communicated
(either formally through written
policies or informally by its own
behavior) the ethical and behav
ioral standards for the entity.

3.

The owner effectively segregates
personal funds, income, and ex
penses from those of the business.

4.

Management reinforces its ethical
and behavioral standards.

5.

Management appropriately deals
with signs that problems exist (e.g.,
defective products or hazardous
waste) even when the cost of iden
tifying and solving the problem
could be high.

6.

Management has removed or re
duced incentives and temptations
that might prompt personnel to en
gage in dishonest, illegal, or unethi
cal acts.
_______

For example, there is generally no—

•

Pressure to meet unrealistic
performance targets.

•

High performance-dependent
rewards.

•

Upper and lower cutoffs on bo
nus plans.

7.

Management has provided guid
ance on the situations and fre
quency with which intervention of
established controls is appropriate.

8.

Management intervention is docu
mented and explained appropri
ately.
_______

Commitment to Competence

9.

Management has appropriately
considered the knowledge and skill
levels necessary to accomplish fi
nancial reporting tasks.

AAM §4300.16

Copyright © 1997, American Institute of Certified Public Accountants, Inc.

35

6-97

4305

Illustrative Internal Control Forms—Small Business

No
Opinion

Strongly
Disagree

Somewhat
Disagree

Somewhat
Agree

Strongly
Agree

10. Employees with financial reporting
tasks generally have the knowledge
and skills necessary to accomplish
those tasks.

Management's Philosophy and
Operating Style
11. Management moves carefully, pro
ceeding only after carefully analyz
ing the risks and potential benefits
of accepting business risks.
12. Management is generally cautious
or conservative in financial report
ing and tax matters.

13. There is relatively low turnover of
key personnel.
14. There is no undue pressure to meet
budget, profit, or other financial
and operating goals.
Organizational Structure

15. The entity has defined, either for
mally or informally, key areas of
authority and responsibility.

16. The entity has defined, either for
mally or informally, appropriate
lines of reporting.
Assignment of Authority and
Responsibility
17. Authority and responsibility are
delegated only to the degree neces
sary to achieve the company's ob
jectives.

18. Proper resources are provided for
personnel to carry out their duties.
19. Personnel understand the entity's
objectives and know how their in
dividual actions interrelate and
contribute to those objectives.

20. Personnel recognize how and for
what they will be held accountable.

Human Resource Policies and Practices
21. The entity generally hires the most
qualified people for the job.
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Agree

22. Hiring practices emphasize educa
tional background, prior work ex
perience, past accomplishments,
and evidence of integrity and ethi
cal behavior.

23. Hiring practices include formal, in
depth employment interviews.
24. Prospective employees are told of
the entity's history, culture and op
erating style.
25. The entity provides training oppor
tunities, and employees are welltrained.
_______
26. Promotions and rotation of person
nel are based on periodic perform
ance appraisals.

27. Methods of compensation, includ
ing bonuses, are designed to moti
vate personnel and reinforce
outstanding performance.
28. Management does not hesitate to
take disciplinary action when vio
lations of expected behavior occur.

B.

Other Internal Control Components
With a Pervasive Effect on the
Organization

Risk Assessment
1.

Special action is taken to ensure
new personnel understand their
tasks.
_______

2.

Management appropriately con
siders the control activities per
formed by personnel who change
jobs or leave the company.

3.

Management assesses how new ac
counting and information systems
will impact internal control.

4.

Management reconsiders the ap
propriateness of existing control ac
tivities when new accounting and
information systems are developed
and implemented.

5.

Employees are adequately trained
when accounting and information
systems are changed or replaced.
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No
Opinion

6.

Accounting and information sys
tem capabilities are upgraded
when the volume of information in
creases significantly.

7.

Accounting and data processing
personnel are expanded as needed
when the volume of information in
creases significantly.

8.

The entity has the ability to reason
ably forecast operating and finan
cial results.

Strongly
Disagree

Some
what
Disagree

Some
what
Agree

Strongly
Agree

General Control Activities
9.

The entity prepares operating bud
gets and cash flow projections.

10. Operating budgets and projections
lend themselves to effective com
parisons with actual results.
11. Significant variances between bud
geted or projected amounts and
actual results are reviewed and ex
plained.

12. The company has adequate safe
keeping facilities for custody of the
accounting records such as fire
proof storage areas and restricted
access cabinets.
13. The entity has a suitable record re
tention plan.
14. Periodically, personnel compare
counts of assets to amounts shown
on control records.
15. There is adequate segregation of
duties among those responsible for
authorizing transactions, recording
transactions, and maintaining cus
tody of assets.

Information and Communication
16. Management receives the informa
tion they need to carry out their
responsibilities.
17. Information is provided at the right
level of detail for different levels of
management.
18. Information is available on a timely
basis.
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Strongly
Agree

19. Information with accounting sig
nificance (for example, slow paying
customers) is transmitted across
functional lines in a timely manner.

Monitoring
20. Customer complaints about bill
ings are investigated for their un
derlying causes.
21. Communications from bankers,
regulators, or other outside parties
are monitored for items of account
ing significance.

22. Management responds appropri
ately to auditor recommendations
on ways to strengthen internal con
trols.
_______
23. Employees are required to "sign
off" to evidence the performance of
critical control functions.

II. Determine Other Areas for Evaluation
The completion of section I of this form is the first of several forms that may be used to document your
understanding of internal control sufficiently to plan a primarily substantive audit. It is important to
remember that in entities where significant information is transmitted, processed, maintained, or accessed
electronically, just gaining an understanding of the controls surrounding the electronic environment may
not be enough. This is especially the case when evidence of an entity's initiation, recording, or processing of
financial data exists only in electronic form. Since the competence of electronic evidence usually depends on
the effectiveness of internal control over its validity and completeness, an auditor may have to test the internal
control surrounding that evidence to gain competent evidential matter—even in a primarily substantive
approach. In the space provided below, determine which of the following areas apply. A "Yes" answer
generally indicates you should complete the related form.
No

Yes

____

____

W/P Ref

Microcomputers or Outside Service Bureaus
1.

The company uses microcomputers or outside computer service
bureaus to process significant accounting information.
If "yes," the Control Environment Checklist—Small
Business Computer Applications can be found at—

Significant Account Balances and Transaction Cycles

2.

The following account balances or transaction cycles are
significant to the company's financial statements.
a. Revenue cycle, including sales, accounts receivable, or cash
receipts. (Normally considered significant for most small
businesses.)
____
If "yes," the related Financial Reporting Information
Systems and Controls Checklist can be found at—
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Yes

No

b.

Purchasing cycle, including purchasing, accounts payable,
or cash disbursements. (Normally considered significant for
most small businesses.)
____

W/P Ref.

____

If "yes," the related Financial Reporting Information
Systems and Controls Checklist can be found at—

c.

Inventory, including inventory and cost of sales.

____

____

____

____

If "yes," the related Financial Reporting Information
Systems and Controls Checklist can be found at—

d.

Financing, including investments and debt.
If "yes," the related Financial Reporting Information
Systems and Controls Checklist can be found at—

e.

Property, plant, and equipment, including fixed assets and
depreciation.
____

____

If "yes," the related Financial Reporting Information
Systems and Controls Checklist can be found at—
f.

Payroll.

____

____

If "yes," the related Financial Reporting Information
Systems and Controls checklist can be found at —

III. Assess Segregation of Duties
An appropriate segregation of duties often appears to present difficulties in small business organizations,
at least on the surface. Even companies that have only a few employees, however, can usually parcel out
their responsibilities to achieve the necessary checks and balances. But if that is not possible—as may
occasionally be the case—direct oversight of the incompatible activities by the owner-manager can provide
the necessary control. For example, it is not uncommon, where there is a risk of improper cash payments,
for the owner-manager to be named the only authorized check signer, or to require that monthly bank
statements be delivered unopened directly to him or her for review of paid checks. In the space provided
below, assess the segregation of duties for the company based on the completion of sections I and II of this
form. Your comments should address—
•

The person with incompatible responsibilities and the nature of those responsibilities.

•

Any mitigating factors or controls, such as direct management oversight.

•

The risk that material misstatements might occur as a result of a lack of segregation of duties and the
type of those misstatements.

•

How substantive procedures will be designed to limit the risk of those misstatements to an acceptable
level.
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IV. Assess the Risk of Management Override
Even in effectively controlled entities—those with generally high levels of integrity and control conscious
ness—a manager might be able to override controls. The term "management override" means—
Overruling prescribed policies or procedures for illegitimate purposes with the intent of personal gain
or enhanced presentation of an entity's financial condition or compliance status.

An owner-manager might override controls for many reasons: to increase reported revenue, to boost market
value of the entity prior to sale, to meet sales or earnings projections, to bolster bonus pay-outs tied to
performance, to appear to cover violations of debt covenant agreements, or to hide lack of compliance with
legal requirements. Override practices include deliberate misrepresentations to bankers, lawyers, account
ants, and vendors, and intentionally issuing false documents such as sales invoices.

Management override is different from management intervention, which is the overrule of prescribed
policies or procedures for legitimate purposes. For example, management intervention is usually necessary
to deal with non-recurring and non-standard transactions or events that otherwise might be handled by the
system.
In the space below, assess the risk of management override for this company. You should consider the risk
that management override possibilities exist, the risk that management will take advantage of those
possibilities, and any evidence that management has engaged in override practices. If the risk of management
override is greater than low, indicate how planned audit procedures will reduce this risk to an acceptable
level.

V. Interpret Results
You should consider the collective effect of the strengths and weaknesses in various control components.
Management's strengths and weaknesses may have a pervasive effect on internal control. For example,
owner-manager controls may mitigate a lack of segregation of duties. However, human resource policies
and practices directed toward hiring competent financial and accounting personnel may not mitigate a strong
bias by the owner-manager to overstate earnings.

A. Areas That May Allow for Control Risk to Be Assessed Below the Maximum

Based on the completion of sections I through IV of this form you may have become aware of certain
accounts, transactions and assertions where it may be possible and efficient to plan a control risk
assessment below the maximum. In the area below, document those accounts, transactions, and
assertions and the related tests of controls.
Accounts, Transactions, and Assertions
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Areas of Possible Control Weakness

Based on the completion of sections I through IV of this form you may have become aware of certain
areas that may indicate possible control weaknesses, not including those areas relating to segregation of
duties and management override documented in sections III and IV.

In the space provided below, document those areas of possible weakness and the impact the
identified weakness will have on the audit. Discuss—
•

The nature of the identified possible weakness.

•

Any mitigating factors or controls, such as direct management oversight.

•

The risk that material misstatements might occur as a result of the weakness and the type of those
misstatements.

•

How substantive procedures will be designed to reduce the risk of those misstatements to an
acceptable level.

VI. Document Your Conclusion With Respect to Internal Controls
20_

20_

20_

20

Prepared or updated by:
In-Charge
Reviewed by:
Engagement Partner

[The next page is 4325.]
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AAM Section 4310
Control Environment Checklist—Small
Business Computer Applications
.01 This questionnaire may be used to document your understanding of the way computers are used in
the information and communication systems of a small business. This questionnaire should be used when
the client uses either or both of the following to process significant accounting information.

•

Microcomputers and off-the-shelf, unmodified software

•

Outside computer service bureaus

.02

I. Microcomputer Hardware
Complete the form on the next page to describe the company's microcomputer hardware; for example:
CPU Model/Make:
Gateway Profile 466 SE
Processor:
Intel Celeron 466 MHz
RAM:
64 MB
Hard-Disk Storage:
6.0 Gigabytes
Operating System:
Windows 98 and DOS
Peripherals:
Dedicated printer

AICPA Audit and Accounting Manual

AAM §4310.02

Person/Department

AAM §4310.02

CPU
Model/Make
Processor
RAM

Operating
System

CONTROL ENVIRONMENT CHECKLIST
SMALL BUSINESS MICROCOMPUTER HARDWARE

Hard-Disk
Storage

Peripherals

4326
Internal Control
46
9-00

Copyright © 2000, American Institute of Certified Public Accountants, Inc.

32

8-96

4327

Control Environment Checklist—Small Business Computer Applications

II. Microcomputer Accounting Software
Describe the name and version of the microcomputer accounting software package.

Which of the following modules have been implemented?

Module Implemented
Module

Yes

No

N/A

General ledger
Cash receipts
Cash disbursements
Accounts receivable
Accounts payable
Inventory
Fixed assets and depreciation
Other:

III. Other Microcomputer Software
List the other software products used by the company.
Name and Version

Spreadsheet
Word processing
Database management
Communications
Other:

IV. Local Area Network
If the company processes significant financial information in a local area network (LAN) environment,
consider attaching a description of the LAN configuration, including the location of the server and worksta
tions. Describe the following:
________ Name and Version________
Operating system
________________________________
Network software
________________________________
Network management software
________________________________

V. Microcomputer Control Environment
In the space provided below, indicate whether you strongly agree, somewhat agree, somewhat disagree,
or strongly disagree with the following statements. Your answers should be based on—
•

Your previous experience with the entity.

•

Inquiries of appropriate management, supervisory, and staff personnel.

•

Inspection of documents and records.

•

Observation of the entity's activities and operations.
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Strongly
Agree

Acquisition of Hardware
1.

The company has a coherent man
agement plan for the purchase of
and continued investment in com
puter hardware.

2.

The processing chips, RAM, and
hard-disk storage are sufficient to
meet the company's needs.

3.

The company's computer hardware
is safely and properly installed.

4.

The company has standard, regular
hardware maintenance procedures

Acquisition of Software
5.

The company has a coherent man
agement plan for the purchase and
continued investment in computer
software.

6.

The company researches software
products to determine whether
they meet the needs of the intended
users.

7.

The company's application pro
grams are compatible with each
other.

8.

The company obtains recognized
software from reputable sources
and only accepts delivery if the
software is in the manufacturer's
sealed package.

9.

Company policy prohibits the use
of unauthorized programs intro
duced by employees.

10. Company policy prohibits the
downloading of untested software
from sources such as dial-up bulle
tin boards.

11. The company uses virus protection
software to screen for virus infec
tions.

Physical Security
12. The company has established pro
cedures for the periodic back-up of
files.
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Strongly
Disagree

Some
what
Disagree

Some
what
Agree

Strongly
Agree

13. Back-up procedures include multi
ple generations.
14. Back-up files are stored in a secure,
off-site location.

Logical Access
15. Management has identified confi
dential and sensitive data for which
access should be restricted.

16. Procedures are in place to restrict
access to confidential and sensitive
data.
17. Procedures are in place to reduce
the risk of unauthorized transac
tions being entered into processing.
18. The use of utility programs is con
trolled or monitored carefully.

General Operations
19. Clear job descriptions exist for the
use of microcomputers.

20. Management periodically assesses
the training needs for personnel
who use microcomputers to proc
ess significant accounting informa
tion.
_______
21. Personnel who use microcomput
ers to process significant account
ing information are adequately
trained.

VI. Outside Computer Service Organizations
This section should be used to document your understanding of how the company uses an outside
computer service organization to process significant accounting information. Guidance on auditing entities
that use computer service organizations is contained in SAS No. 70, Service Organizations, as amended (AU
section 324).
1.

List the name of the service organization and the general types of services it provides.
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2. Are the general ledger and other primary accounting records processed by an outside service
organization?
Yes
No
If yes, describe the source documents provided to the service organization, the reports and other
documentation received from the organization, and the controls maintained by the user over input
and output to prevent or detect material misstatement.

3. List the type and date of the most recent service auditor's report.

[The next page is 4341.]
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AAM Section 4320
Financial Reporting Information
Systems and Controls Checklist—
Small Business
Revenue Cycle
Revenue, Accounts Receivable, and Cash Receipts
.01 This checklist may be used on any small business audit engagement when the revenue cycle is
significant. Normally, the revenue cycle is significant in most small businesses.

.02 The purpose of this checklist is to document your understanding of controls for significant classes of
transactions. Your knowledge of the revenue cycle should be sufficient for you to understand—

•

How cash and credit sales are initiated.

•

How cash receipts are recorded.

•

How sales and cash receipts are processed by the financial reporting information system.

•

The accounting records and supporting documents involved in the processing and reporting of sales,
accounts receivable, and cash receipts.

•

The processes used to prepare significant accounting estimates and disclosures.

Interpreting Results
.03 This checklist documents your understanding of how internal control over the revenue cycle is
designed and whether it has been placed in operation. It should help you in planning a primarily
substantive approach. In entities where significant information is transmitted, processed, maintained,
or accessed electronically, just gaining an understanding of internal control may not be enough (even in
a primarily substantive approach). This is especially the case when evidence of an entity's initiation,
recording, or processing of financial data exists only in electronic form. Since the competence of
electronic evidence usually depends on the effectiveness of internal control over its validity and
completeness, an auditor may have to test the internal control surrounding that evidence to gather
evidence to support an assessed level of control risk below the maximum for affected assertions. In
situations where the auditor decides to rely on internal control and assess control risk below the
maximum for certain assertions (including instances where the preponderance of electronic evidence
necessitates it), tests of controls will need to be designed and then specific controls will need to be tested
to determine the effectiveness of their design and operation.
.04 The processes, documents, and controls listed on this questionnaire are typical for small business
entities but are by no means all-inclusive. The preponderance of "No" or "N/A" responses may indicate that
the entity uses other processes, documents, or controls in their information and communication systems.
You should consider supplementing this questionnaire with a memo or flowchart to document significant
features of the client's system that are not covered by this questionnaire. See AAM section 4500 for example
flowcharting techniques.
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.05
Personnel

I.

N/A

No

Yes

Revenue and Accounts Receivable
A.

Initiating Sales Transactions

1.

Cash sales are controlled by cash registers or prenum
bered cash receipts forms.

2.

Someone other than the cashier has custody of the cash
register tape compartment.

3.

Someone other than the cashier takes periodic readings
of the cash register and balances the cash on hand.

4.

Credit limits are established by the owner or credit man
ager for customers who purchase on account.

5.

Prenumbered sales orders are used and accounted for.

6.

Prenumbered shipping documents are used to record
shipments.
___________

7.

Shipping document information is verified prior to ship
ment.
___________

8.

All shipping documents are accounted for.

9.

Prenumbered credit memos are used to document sales
returns.
___________

10.
11.

B.

All credit memos are approved and accounted for.
Credit memos are matched with receiving reports for
returned goods.

Processing Sales Transactions
12.

Prenumbered invoices are prepared promptly after
goods are shipped.

13.

Quantities on the invoices are compared to shipping
documents.
___________

14.

The prices on the invoices are current.

15.

Invoices are mailed to customers on a timely basis.

16.

Invoices are posted to the general ledger on a timely basis.

17.

Standard journal entries are used to record sales.

18.

Invoices are posted to the sales and accounts receivable
subsidiary ledgers or journals on a timely basis.

19.

Credit memos are posted to the general ledger on a
timely basis.

20.

Credit memos are posted to the sales and accounts re
ceivable subsidiary ledgers or journals on a timely basis.

21.

Procedures exist for determining proper cut-off of sales
at month end.

22.

The sales and accounts receivable balances shown in the
general ledger are reconciled to the sales and accounts
receivable subsidiary ledgers on a regular basis.
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N/A

No

Yes

Estimates and Disclosures for Sales Transactions
23.

The accounting system generates a monthly aging of
accounts receivable.

24.

The owner uses the accounts receivable aging to investi
gate, write-off or adjust delinquent accounts receivable.

25.

The owner uses the accounts receivable aging and other
information to estimate an allowance for doubtful ac
counts.
___________

26.

The person responsible for financial reporting identi
fies significant concentrations of credit risk.

Cash Receipts

A.

B.

Initiating Cash Receipts Transactions
1.

The entity maintains records of payments on accounts
by customer.

2.

Someone other than the person responsible for maintain
ing accounts receivable opens the mail and lists the cash
receipts.
___________

3.

Cash receipts are deposited intact.

4.

Cash receipts are deposited in separate bank accounts
when required.

Processing Cash Received on Account

5.

Cash receipts are posted to the general ledger on a timely
basis.

6.

Cash receipts are posted to the accounts receivable sub
sidiary ledger on a timely basis.

7.

Standard journal entries are used to post cash receipts.

8.

Timely bank reconciliations are prepared or reviewed by
the owner or manager or someone independent of the
cash receipts function.

___________

End User Computing in the Revenue Cycle
.06 End user computing occurs when the user is responsible for the development and execution of the
computer application that generates the information used by that same person. For example, an accounting
clerk prepares a spreadsheet which shows amortization of premiums or discounts, and the information from
the spreadsheet is the source of a journal entry.

.07 The Control Environment Checklist—Small Business Computer Applications was used to document
your understanding of off-the-shelf computer software accounting applications such as the general ledger.
In this section of the Financial Reporting Information Systems and Controls Checklist, you may document
your understanding of how end user computing is used in the revenue cycle to process significant accounting
information outside of the general accounting software.
.08 You should obtain an understanding of any spreadsheet application, database, or separate computer
system that has been developed by end users to—

•

Process significant accounting information outside of the off-the-shelf accounting software package.
For example, a spreadsheet accumulates invoices for batch processing.
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•

Make significant accounting decisions. For example, a spreadsheet application that ages accounts
receivable and helps in determining write-offs.

•

Accumulate footnote information. For example, a database of customers provides information about
the location of customers for possible concentration of credit risk disclosures.

.09 In the space provided below, describe how end user computing is used in the revenue cycle.
Describe—
•

The person or department who performs the computing.

•

A general description of the application and its type (e.g., spreadsheet).

•

The source of the information used in the application.

•

How the results of the application are used in further processing or decision making.

Procedures and Controls Over End User Computing
.10 Answer the following questions relating to procedures and controls over end user computing related
to the revenue cycle.
Personnel

N/A

No

Yes

Revenue Cycle
End user applications listed in paragraph .09 of this form
have been adequately tested before use.

The application has an appropriate level of built-in controls,
such as edit checks, range tests, or reasonableness checks.
Access controls limit access to the end user application.

A mechanism exists to prevent or detect the use of incorrect
versions of data files.

The output of the end user applications is reviewed for
accuracy or reconciled to the source information.
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Information Processed by Outside Computer Service Organizations
.11 The Control Environment Checklist—Small Business Computer Applications was used to document
your understanding of the client's use of an outside computer service organization to process entity-wide
accounting information such as the general ledger. In this section you will document your understanding of
how the entity uses an outside computer service organization to process information relating specifically to
the revenue cycle.

.12 In the space below, describe the revenue cycle information processed by the outside computer service
bureau. Discuss—

•

The general nature of the application.

•

The source documents used by the service organization.

•

The reports or other accounting documents produced by the service organization.

•

The nature of the service organization's responsibilities. Do they merely record entity transactions
and process related data, or do they have the ability to initiate transactions on their own?

•

Controls maintained by the entity to prevent or detect material misstatement in the input or output.

Purchasing Cycle
Purchasing, Accounts Payable, and Cash Disbursements
. 13 This checklist may be used on any small business audit engagement where the purchasing cycle is
significant. Normally, the purchasing cycle is significant for most small businesses.

. 14 The purpose of this checklist is to document your understanding of controls for significant classes of
transactions. Your knowledge of the purchasing cycle should be sufficient for you to understand—

•

How purchases are initiated and goods received.

•

How cash disbursements are recorded.

•

How purchases and cash disbursements are processed by the accounting system.

•

The accounting records and supporting documents involved in the processing and reporting of
purchases, accounts payable, and cash disbursements.

•

The processes used to prepare significant accounting estimates and disclosures.

Interpreting Results
.15 This checklist documents your understanding of how internal control over the purchasing cycle is
designed and whether it has been placed in operation. It should help you in planning a primarily substantive
approach. In entities where significant information is transmitted, processed, maintained, or accessed
electronically, just gaining an understanding of internal control may not be enough (even in a primarily
substantive approach). This is especially the case when evidence of an entity's initiation, recording, or processing
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of financial data exists only in electronic form. Since the competence of electronic evidence usually depends
on the effectiveness of internal control over its validity and completeness, an auditor may have to test the
internal control surrounding that evidence to gather evidence to support an assessed level of control risk
below the maximum for affected assertions. In situations where the auditor decides to rely on internal control
and assess control risk below the maximum for certain assertions (including instances where the preponder
ance of electronic evidence necessitates it), tests of controls will need to be designed and then specific controls
will need to be tested to determine the effectiveness of their design and operation.
.16 The processes, documents, and controls listed on this questionnaire are typical for small business
entities but are by no means all-inclusive. The preponderance of "No" or "N/A" responses may indicate that
the entity uses other processes, documents, or controls in their information and communication systems.
You should consider supplementing this questionnaire with a memo or flowchart to document significant
features of the client's system that are not covered by this questionnaire. See AAM section 4500 for example
flowcharting techniques.
.17

Personnel

I.

N/A

No

Yes

Purchases and Accounts Payable
A. Initiating Purchases and Receipt of Goods

B.

1.

All purchases over a predetermined amount are ap
proved by the owner.

2.

Non-routine purchases (for example, services, fixed as
sets, or investments) are approved by the owner.

3.

A purchase order system is used, prenumbered pur
chase orders are accounted for, and physical access to
purchase orders is controlled.

4.

Open purchase orders are periodically reviewed.

5.

All goods are inspected and counted when received.

6.

Prenumbered receiving reports, or a log, are used to
record the receipt of goods.

7.

The receiving reports or log indicate the date the items
were received.

Processing Purchases
8.

Invoices from vendors are matched with applicable re
ceiving reports.

9.

Invoices are reviewed for proper quantity and prices,
and mathematical accuracy.

10. Invoices from vendors are posted to the general ledger
on a timely basis.

11. Invoices from vendors are posted to the accounts pay
able subsidiary ledger on a timely basis.
12. Standard journal entries are used to post accounts payable.

13. Accounts payable account per the general ledger is rec
onciled periodically to the accounts payable subsidiary
ledger.
___________
14. Statements from vendors are reconciled to the accounts
payable subsidiary ledger.
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C.

N/A

No

Yes

Disclosures
15.

IL
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Management has the information to identify vulnerabil
ity due to concentrations of suppliers (SOP 94-6).

Cash Disbursements

A.

B.

Initiating Cash Disbursements
1.

All disbursements except those from petty cash are
made by check.

2.

All checks are recorded.

3.

Supporting documentation such as invoices and receiv
ing reports are reviewed before the checks are signed.

4.

Supporting documents are canceled to avoid duplicate
payment.

___________

Processing Cash Disbursements

5.

Cash disbursements are posted to the general ledger on
a timely basis.

6.

Cash disbursements are posted to the accounts payable
subsidiary ledger on a timely basis.

7.

Standard journal entries are used to post cash disburse
ments.

8.

___________

Timely bank reconciliations are prepared or reviewed by
the owner or manager or someone independent of the
cash receipts function.

End User Computing in the Purchasing Cycle
.18 End user computing occurs when the user is responsible for the development and execution of the
computer application that generates the information used by that same person. For example, an accounting
clerk prepares a spreadsheet that amortizes premiums or discounts, and the information from the spread
sheet is the source of a journal entry.

.19 The Control Environment Checklist—Small Business Computer Applications was used to document
your understanding of off-the-shelf computer software accounting applications such as the general ledger.
In this section of the Financial Reporting Information Systems and Controls Checklist, you may document
your understanding of how end user computing is used in the purchasing cycle to process significant
accounting information outside of the general accounting software.
.20 You should obtain an understanding of any spreadsheet application, database, or separate computer
system that has been developed by end users to—
•

•

•

Process significant accounting information outside of the off-the-shelf accounting software package.
For example, a spreadsheet accumulates non-routine purchases for batch processing.

Make significant accounting decisions.
Accumulate footnote information. For example, a database of vendors provides information for
possible concentration of risk disclosures.

. 21 In the space provided below, describe how end user computing is used in the purchasing cycle.
Describe—
•

The person or department who performs the computing.
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•

A general description of the application and its type (e.g., spreadsheet).

•

The source of the information used in the application.

•

How the results of the application are used in further processing or decision making.

6-97

Procedures and Controls Over End User Computing
.22 Answer the following questions relating to procedures and controls over end user computing related
to the purchasing cycle.
Personnel

N/A

No

Yes

Purchasing Cycle

1.

End user applications listed in paragraph .21 of this form
have been adequately tested before use.

2.

The application has an appropriate level of built-in controls,
such as edit checks, range tests, or reasonableness checks.

3.

Access controls limit access to the end user application.

4.

A mechanism exists to prevent or detect the use of incorrect
versions of data files.

5.

The output of the end user applications is reviewed for
accuracy or reconciled to the source information.

Information Processed by Outside Computer Service Organizations
.23 The Control Environment Checklist—Small Business Computer Applications was used to document
your understanding of the client's use of an outside computer service organization to process entity-wide
accounting information such as the general ledger. In this section you will document your understanding of
how the entity uses an outside computer service organization to process information relating specifically to
the purchasing cycle.

.24 In the space below, describe the purchasing cycle information processed by the outside computer
service bureau. Discuss—
•

The general nature of the application.

•

The source documents used by the service organization.

•

The reports or other accounting documents produced by the service organization.

•

The nature of the service organization's responsibilities. Do they merely record entity transactions
and process related data, or do they have the ability to initiate transactions on their own?
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Controls maintained by the entity to prevent or detect material misstatement in the input or output.

Inventory
Inventory and Cost of Sales
. 25 This checklist may be used on any small business audit engagement where inventory is a significant
transaction cycle.
. 26 The purpose of this checklist is to document your understanding of controls for significant classes of
transactions. Your knowledge of the inventory cycle should be sufficient for you to understand—

•

How costs are capitalized to inventory.

•

How cost is relieved from inventory.

•

How inventory costs and cost of sales are processed by the financial reporting information system.

•

The procedures used to take the physical inventory count.

•

The accounting records and supporting documents involved in the processing and reporting of
inventory and cost of sales.

•

The processes used to prepare significant accounting estimates and disclosures.

Interpreting Results
. 27 This checklist documents your understanding of how internal control over the inventory cycle is
designed and whether it has been placed in operation. It should help you in planning a primarily substantive
approach. In entities where significant information is transmitted, processed, maintained, or accessed
electronically, just gaining an understanding of internal control may not be enough (even in a primarily
substantive approach). This is especially the case when evidence of an entity's initiation, recording, or
processing of financial data exists only in electronic form. Since the competence of electronic evidence usually
depends on the effectiveness of internal control over its validity and completeness, an auditor may have to
test the internal control surrounding that evidence to gather evidence to support an assessed level of control
risk below the maximum for affected assertions. In situations where the auditor decides to rely on internal
control and assess control risk below the maximum for certain assertions (including instances where the
preponderance of electronic evidence necessitates it), tests of controls will need to be designed and then
specific controls will need to be tested to determine the effectiveness of their design and operation.
. 28 The processes, documents, and controls listed on this questionnaire are typical for small business
entities but are by no means all-inclusive. The preponderance of "No" or "N/A" responses may indicate that
the entity uses other processes, documents, or controls in their information and communication systems.
You should consider supplementing this questionnaire with a memo or flowchart to document significant
features of the client's system that are not covered by this questionnaire. See AAM section 4500 for example
flowcharting techniques.
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.29
Personnel

I.

N/A

No

Yes

Inventory and Cost of Sales
A. Capturing Capitalizable Costs1

B.

1.

The entity uses a cost accounting system to accumulate
capitalizable costs.

2.

The cost accounting system distinguishes between costs
that should be capitalized for GAAP purposes and those
that should be capitalizable for tax purposes.

3.

The cost accounting system interfaces with the general
ledger.

4.

Production cost budgets are periodically compared to
actual costs, and significant differences are explained.

Inventory Records

5.

The entity maintains adequate inventory records of
prices and amounts on hand.

6.

Withdrawals from inventory are based on prenumbered
finished inventory requisitions, shipping reports, or
both.

7.

Additions to and withdrawals from inventory are
posted to the inventory records and the general ledger.

8.

Standard journal entries are used to post inventory
transactions to the inventory records and the general
ledger.

9.

Inventory records are periodically reconciled to the gen
eral ledger.

10. Inventory records are reconciled to a physical inventory
count.

C. Physical Inventory Counts
11. Inventory is counted at least once a year.
12. Physical inventory counters are given adequate instruc
tions.
13. Inventory count procedures are sufficient to provide an
accurate count, including steps to ensure—

•

Proper cut-off.

•

Identification of obsolete items.

•

All items are counted once and only once.

•

Tag control.

D. Estimates and Disclosures
14. Management is able to identify excess, slow-moving, or
obsolete inventory.
1 You should also consider completing the Financial Reporting Information Systems and Controls Checklist for the purchasing cycle
to document your understanding of how the purchase of inventory is initiated.
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Personnel

N/A

No

Yes

15. Excess, slow-moving, or obsolete inventory is peri
odically written off.

16. Management can identify inventory subject to rapid
technological obsolescence that may need to be disclosed
under SOP 94-6.

End User Computing in the Inventory Cycle
.30 End user computing occurs when the user is responsible for the development and execution of the
computer application that generates the information used by that same person. For example, an accounting
clerk prepares a spreadsheet that amortizes premiums or discounts, and the information from the spread
sheet is the source of a journal entry.
.31 The Control Environment Checklist—Small Business Computer Applications was used to document
your understanding of off-the-shelf computer software accounting applications such as the general ledger.
In this section of the Financial Reporting Information Systems and Controls Checklist, you may document
your understanding of how end user computing is used in the inventory cycle to process significant
accounting information outside of the general accounting software.

.32 You should obtain an understanding of any spreadsheet application, database, or separate computer
system that has been developed by end users to—
•

Process significant accounting information outside of the off-the-shelf accounting software package.
For example, a spreadsheet calculates overhead cost allocations.

•

Make significant accounting decisions. A spreadsheet application tracks slow-moving items for
possible write-off.

•

Accumulate footnote information.

.33 In the space provided below, describe how end user computing is used in the inventory cycle.
Describe—

•

The person or department who performs the computing.

•

A general description of the application and its type (e.g., spreadsheet).

•

The source of the information used in the application.

•

How the results of the application are used in further processing or decision making.
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Procedures and Controls Over End User Computing
.34 Answer the following questions relating to procedures and controls over end user computing related
to the inventory cycle.
Personnel

N/A

No

Yes

Inventory Cycle
1.

End user applications listed in paragraph .33 of this form
have been adequately tested before use.

2.

The application has an appropriate level of built-in controls,
such as edit checks, range tests, or reasonableness checks.

3.

Access controls limit access to the end user application.

4.

A mechanism exists to prevent or detect the use of incorrect
versions of data files.

5.

The output of the end user applications is reviewed for
accuracy or reconciled to the source information.

Information Processed by Outside Computer Service Organizations
.35 The Control Environment Checklist—Small Business Computer Applications was used to document
your understanding of the client's use of an outside computer service organization to process entity-wide
accounting information such as the general ledger. In this section you will document your understanding of
how the entity uses an outside computer service organization to process information relating specifically to
the inventory cycle.
.36 In the space below, describe the inventory cycle information processed by the outside computer
service bureau. Discuss—

•

The general nature of the application.

•

The source documents used by the service organization.

•

The reports or other accounting documents produced by the service organization.

•

The nature of the service organization's responsibilities. Do they merely record entity transactions
and process related data, or do they have the ability to initiate transactions on their own?

•

Controls maintained by the entity to prevent or detect material misstatement in the input or output.
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Financing
Investments and Debt
.37 This checklist may be used on any small business audit engagement where investments or debt are
a significant transaction cycle.
.38 The purpose of this checklist is to document your understanding of controls for significant classes of
transactions. Your knowledge of the financing cycle should be sufficient for you to understand—
•

How investment decisions are authorized and initiated.

•

How financing is authorized and captured by the financial reporting information system.

•

How investment and debt transactions are processed by the financial reporting system.

•

The accounting records and supporting documents involved in the processing and reporting of
investments and debt.

•

The processes used to prepare significant accounting estimates, disclosures, and presentation.

•

How management classifies investments as either trading, available-for-sale, or held to maturity.

Interpreting Results
. 39 This checklist documents your understanding of how internal control over financing is designed and
whether it has been placed in operation. It should help you in planning a primarily substantive approach.
In entities where significant information is transmitted, processed, maintained, or accessed electronically,
just gaining an understanding of internal control may not be enough (even in a primarily substantive
approach). This is especially the case when evidence of an entity's initiation, recording, or processing of
financial data exists only in electronic form. Since the competence of electronic evidence usually depends on
the effectiveness of internal control over its validity and completeness, an auditor may have to test the internal
control surrounding that evidence to gather evidence to support an assessed level of control risk below the
maximum for affected assertions. In situations where the auditor decides to rely on internal control and assess
control risk below the maximum for certain assertions (including instances where the preponderance of
electronic evidence necessitates it), tests of controls will need to be designed and then specific controls will
need to be tested to determine the effectiveness of their design and operation.
. 40 The processes, documents, and controls listed on this questionnaire are typical for small business entities
but are by no means all-inclusive. The preponderance of "No" or "N/A" responses may indicate that the entity
uses other processes, documents, or controls in their information and communication systems. You should consider
supplementing this questionnaire with a memo or flowchart to document significant features of the client's
system that are not covered by this questionnaire. See AAM section 4500 for example flowcharting techniques.

.41
Personnel

I.

N/A

No

Yes

Investments
A. Authorization and Initiation
1.

Investment transactions are authorized by the owner.

2.

The owner assesses and understands the risks associated
with the entity's investments.

3.

Investments are registered in the name of the company.

4.

At acquisition, investments are classified as trading,
available-for-sale, or held-to-maturity.
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B.

C.

No

Yes

Processing

5.

Investment transactions are posted to the general ledger
on a timely basis.

6.

Account statements received from brokers are reviewed
for accuracy.

7.

Discounts and premiums are amortized regularly using
the interest method.

8.

Procedures exist to determine the fair value of trading
and available-for-sale securities.

9.

The general ledger is periodically reconciled to account
statements from brokers or physical counts of securities
on hand.
___________

Disclosures
10.

IL

N/A

10-01

Management identifies all the information about its se
curities that is necessary for proper disclosure.

Debt

A.

B.

C.

Authorization and Initiation
1.

Financing transactions are authorized by the owner.

2.

The owner assesses and understands all terms, cove
nants, restrictions of debt transactions.

Processing and Documentation
3.

Debt transactions are posted to the general ledger on a
timely basis.

4.

Any premiums or discount are amortized using the
interest method.

5.

The company maintains up-to-date files of all notes
payable.
___________

Disclosure
6.

Procedures exist to determine the fair value of notes
payable for proper disclosure.

7.

Management reviews their compliance with debt cove
nants on a timely basis.

End User Computing in the Financing Cycle
.42 End user computing occurs when the user is responsible for the development and execution of the
computer application that generates the information used by that same person. For example, an accounting
clerk prepares a spreadsheet that amortizes premiums or discounts, and the information from the spread
sheet is the source of a journal entry.

.43 The Control Environment Checklist—Small Business Computer Applications was used to document
your understanding of off-the-shelf computer software accounting applications such as the general ledger.
In this section of the Financial Reporting Information Systems and Controls Checklist, you may document
your understanding of how end user computing is used in the financing cycle to process significant
accounting information outside of the general accounting software.
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.44 You should obtain an understanding of any spreadsheet application, database, or separate computer
system that has been developed by end users to—
•

Process significant accounting information outside of the off-the-shelf accounting software package.
For example, a spreadsheet application calculates the amortization of premiums and discounts on
investments.

•

Make significant accounting decisions.

•

Accumulate footnote information. For example, a spreadsheet application calculates five-year debt
maturities for footnote disclosure.

. 45 In the space provided below, describe how end user computing is used in the financing cycle.
Describe—

•

The person or department who performs the computing.

•

A general description of the application and its type (e.g., spreadsheet).

•

The source of the information used in the application.

•

How the results of the application are used in further processing or decision making.

Procedures and Controls Over End User Computing
.46 Answer the following questions relating to procedures and controls over end user computing related
to the financing cycle.
Personnel

N/A

No

Yes

Financing Cycle

1.

End user applications listed in paragraph .45 of this form
have been adequately tested before use.

2.

The application has an appropriate level of built-in controls,
such as edit checks, range tests, or reasonableness checks.

3.

Access controls limit access to the end user application.

4.

A mechanism exists to prevent or detect the use of incorrect
versions of data files.

5.

The output of the end user applications is reviewed for
accuracy or reconciled to the source information.
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Information Processed by Outside Computer Service Organizations
.47 The Control Environment Checklist—Small Business Computer Applications was used to document
your understanding of the client's use of an outside computer service organization to process entity-wide
accounting information such as the general ledger. In this section you will document your understanding of
how the entity uses an outside computer service organization to process information relating specifically to
the financing cycle.

.48 In the space below, describe the financing cycle information processed by the outside computer
service bureau. Discuss—

•

The general nature of the application.

•

The source documents used by the service organization.

•

The reports or other accounting documents produced by the service organization.

• The nature of the service organization's responsibilities. Do they merely record entity transactions
and process related data, or do they have the ability to initiate transactions on their own?
•

Controls maintained by the entity to prevent or detect material misstatement in the input or output.

Property, Plant, and Equipment
Fixed Assets and Depreciation
. 49 This checklist may be used on any audit engagement where fixed assets are a significant transaction
cycle.

. 50 The purpose of this checklist is to document your understanding of controls for significant classes of
transactions. Your knowledge of the property, plant, and equipment cycle should be sufficient for you to
understand—
•

How fixed asset transactions are authorized and initiated. (Additional information on the acquisition
of fixed assets is documented on the Accounting Systems and Control Checklist for the Purchasing
Cycle.)

• How fixed asset transactions and depreciation are processed by the financial reporting information
system.

•

The accounting records and supporting documents involved in the processing and reporting of fixed
assets and depreciation.

•

The processes used to prepare significant accounting estimates and disclosures.

AAM §4320.47

Copyright © 1997, American Institute of Certified Public Accountants, Inc.

50

4357

Systems and Controls Checklist—Small Business

10-01

Interpreting Results
.51 This checklist documents your understanding of how internal control over property, plant, and
equipment is designed and whether it has been placed in operation. It should help you in planning a primarily
substantive approach. In entities where significant information is transmitted, processed, maintained, or
accessed electronically, just gaining an understanding of internal control may not be enough (even in a
primarily substantive approach). This is especially the case when evidence of an entity's initiation, recording,
or processing of financial data exists only in electronic form. Since the competence of electronic evidence
usually depends on the effectiveness of internal control over its validity and completeness, an auditor may
have to test the internal control surrounding that evidence to gather evidence to support an assessed level
of control risk below the maximum for affected assertions. In situations where the auditor decides to rely on
internal control and assess control risk below the maximum for certain assertions (including instances where
the preponderance of electronic evidence necessitates it), tests of controls will need to be designed and then
specific controls will need to be tested to determine the effectiveness of their design and operation.

.52 The processes, documents, and controls listed on this questionnaire are typical for small business
entities but are by no means all-inclusive. The preponderance of "No" or "N/A" responses may indicate that
the entity uses other processes, documents, or controls in their information and communication systems.
You should consider supplementing this questionnaire with a memo or flowchart to document significant
features of the client's system that are not covered by this questionnaire. See AAM section 4500 for example
flowcharting techniques.
.53
Personnel

I.

N/A

No

Yes

Fixed Assets and Depreciation
A. Authorization and Initiation
1.

Fixed asset acquisitions and retirements are authorized
by the owner.

B. Processing and Documentation
2.

The company maintains detailed records of fixed assets
and the related accumulated depreciation.

3.

The general ledger and detailed fixed asset records are
updated for fixed assets transactions on a timely basis.

4.

A process exists for the timely calculation of deprecia
tion expense for both book and tax purposes.

5.

The general ledger and detailed fixed asset records are
updated for depreciation expense on a timely basis.

6.

The general ledger is periodically reconciled to the de
tailed fixed asset records.

C. Disclosure and Estimation
7.

Management identifies events or changes in circum
stances that may indicate fixed assets have been im
paired (SFAS121).

8.

Management assesses and understands the risk of spe
cialized equipment becoming subject to technological
obsolescence (SOP 94-6).
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End User Computing in the Property, Plant, and Equipment Cycle
.54 End user computing occurs when the user is responsible for the development and execution of the
computer application that generates the information used by that same person. For example, an accounting
clerk prepares a spreadsheet that amortizes premiums or discounts, and the information from the spread
sheet is the source of a journal entry.
.55 The Control Environment Checklist—Small Business Computer Applications was used to document
your understanding of off-the-shelf computer software accounting applications such as the general ledger.
In this section of the Financial Reporting Information Systems and Controls Checklist, you may document
your understanding of how end user computing is used in the revenue cycle to process significant accounting
information outside of the general accounting software.
.56 You should obtain an understanding of any spreadsheet application, database, or separate computer
system that has been developed by end users to—
•

Process significant accounting information outside of the off-the-shelf accounting software package.
For example, a spreadsheet application calculates the depreciation expense.

•

Make significant accounting decisions. For example, a spreadsheet application is used to analyze
lease or buy decisions.

•

Accumulate footnote information.

.57 In the space provided below, describe how end user computing is used in the property, plant, and
equipment cycle. Describe—
•

The person or department who performs the computing.

•

A general description of the application and its type (e.g., spreadsheet).

•

The source of the information used in the application.

•

How the results of the application are used in further processing or decision making.

Procedures and Controls Over End User Computing
.58 Answer the following questions relating to procedures and controls over end user computing related
to the property, plant, and equipment cycle.
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Personnel

N/A

No

Yes

Property, Plant, and Equipment Cycle

1.

End user applications listed in paragraph .57 of this form
have been adequately tested before use.

2.

The application has an appropriate level of built-in controls,
such as edit checks, range tests, or reasonableness checks.

3.

Access controls limit access to the end user application.

4.

A mechanism exists to prevent or detect the use of incorrect
versions of data files.

5.

The output of the end user applications is reviewed for
accuracy or reconciled to the source information.

Information Processed by Outside Computer Service Organizations
.59 The Control Environment Checklist—Small Business Computer Applications was used to document
your understanding of the client's use of an outside computer service organization to process entity-wide
accounting information such as the general ledger. In this section you will document your understanding of
how the entity uses an outside computer service organization to process information relating specifically to
the property, plant, and equipment cycle.

.60 In the space below, describe the property, plant, and equipment cycle information processed by the
outside computer service bureau. Discuss—
•

The general nature of the application.

•

The source documents used by the service organization.

•

The reports or other accounting documents produced by the service organization.

•

The nature of the service organization's responsibilities. Do they merely record entity transactions
and process related data, or do they have the ability to initiate transactions on their own?

•

Controls maintained by the entity to prevent or detect material misstatement in the input or output.

Payroll Cycle
Payroll Expense
. 61 This checklist may be used on any small business audit engagement where the payroll cycle is
significant.
. 62 The purpose of this checklist is to document your understanding of controls for significant classes of
transactions. Your knowledge of the payroll cycle should be sufficient for you to understand—

•

How the time worked by employees is captured by the financial reporting information system.
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•

How salaries and hourly rates are established.

•

How payroll and the related withholdings are calculated.

•

The accounting records and supporting documents involved in the processing and reporting of
payroll.

Interpreting Results

. 63 This checklist documents your understanding of how internal control over the payroll cycle is
designed and whether it has been placed in operation. It should help you in planning a primarily substantive
approach. In entities where significant information is transmitted, processed, maintained, or accessed
electronically, just gaining an understanding of internal control may not be enough (even in a primarily
substantive approach). This is especially the case when evidence of an entity's initiation, recording, or
processing of financial data exists only in electronic form. Since the competence of electronic evidence usually
depends on the effectiveness of internal control over its validity and completeness, an auditor may have to
test the internal control surrounding that evidence to gather evidence to support an assessed level of control
risk below the maximum for affected assertions. In situations where the auditor decides to rely on internal
control and assess control risk below the maximum for certain assertions (including instances where the
preponderance of electronic evidence necessitates it), tests of controls will need to be designed and then
specific controls will need to be tested to determine the effectiveness of their design and operation.
. 64 The processes, documents, and controls listed on this questionnaire are typical for small business
entities but are by no means all-inclusive. The preponderance of "No" or "N/A" responses may indicate that
the entity uses other processes, documents, or controls in their information and communication systems.
You should consider supplementing this questionnaire with a memo or flowchart to document significant
features of the client's system that are not covered by this questionnaire. See AAM section 4500 for example
flowcharting techniques.
.65
Personnel

I.

N/A

No

Yes

Payroll
A. Initiating Payroll Transactions
1.

Wages and salaries are approved by the owner.

2.

Proper authorization is obtained for all payroll deductions.

3.

Access to personnel files is limited to the owner or
someone who is independent of the payroll or cash
functions.
___________

4.

Adequate time records are maintained for employees
paid by the hour.

5.

Time records for hourly employees are approved by a
supervisor.

___________

B. Processing Payroll
6.

Payroll is calculated using authorized pay rates, payroll
deductions, and time records.

7.

Payroll registers are reviewed for accuracy.

8.

Standard journal entries are used to post payroll trans
actions to the general ledger.
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End User Computing in the Payroll Cycle
.66 End user computing occurs when the user is responsible for the development and execution of the
computer application that generates the information used by that same person. For example, an accounting
clerk prepares a spreadsheet that amortizes premiums or discounts, and the information from the spread
sheet is the source of a journal entry.
.67 The Control Environment Checklist—Small Business Computer Applications was used to document
your understanding of off-the-shelf computer software accounting applications such as the general ledger.
In this section of the Financial Reporting Information Systems and Controls Checklist, you may document
your understanding of how end user computing is used in the payroll cycle to process significant accounting
information outside of the general accounting software.
.68 You should obtain an understanding of any spreadsheet application, database, or separate computer
system that has been developed by end users to—
•

Process significant accounting information outside of the off-the-shelf accounting software package.
For example, a spreadsheet accumulates time card information for batch processing.

•

Make significant accounting decisions. For example, a spreadsheet application is used to accumulate
payroll information by job for further analysis.

•

Accumulate footnote information.

. 69 In the space provided below, describe how end user computing is used in the payroll cycle.
Describe—
•

The person or department who performs the computing.

•

A general description of the application and its type (e.g., spreadsheet).

•

The source of the information used in the application.

•

How the results of the application are used in further processing or decision making.

Procedures and Controls Over End User Computing
.70 Answer the following questions relating to procedures and controls over end user computing related
to the payroll cycle.
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Yes

Payroll Cycle
1.

End user applications listed in paragraph .69 of this form
have been adequately tested before use.

2.

The application has an appropriate level of built-in controls,
such as edit checks, range tests, or reasonableness checks.

3.

Access controls limit access to the end user application.

4.

A mechanism exists to prevent or detect the use of incorrect
versions of data files.

5.

The output of the end user applications is reviewed for
accuracy or reconciled to the source information.

Information Processed by Outside Computer Service Organizations
.71 The Control Environment Checklist—Small Business Computer Applications was used to document
your understanding of the client's use of an outside computer service organization to process entity-wide
accounting information such as the general ledger. In this section you will document your understanding of
how the entity uses an outside computer service organization to process information relating specifically to
the payroll cycle.
.72 In the space below, describe the payroll cycle information processed by the outside computer service
bureau. Discuss—
•

The general nature of the application.

•

The source documents used by the service organization.

•

The reports or other accounting documents produced by the service organization.

•

The nature of the service organization's responsibilities. Do they merely record entity transactions
and process related data, or do they have the ability to initiate transactions on their own?

•

Controls maintained by the entity to prevent or detect material misstatement in the input or output.

[The next page is 4401.]
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AAM Section 4400
Illustrative Internal Control Forms—
Medium to Large Business
.01 The following are illustrative internal control forms you might use to document your understanding
of internal controls sufficient to plan an audit. The illustrative questions are numbered merely for organiza
tional purposes. The numbers are in no way intended to infer completeness or a preferred sequence. These
forms may require modifications to meet the needs, preferences, and circumstances of individual firms and
their clients. Whenever you use standardized forms, checklists, or questionnaires, you should recognize that
important matters in a particular set of circumstances may not be covered.

Instructions
.02 The forms in AAM sections 4410 and 4420 may be used on all audit engagements of medium to large
businesses. For audits of small businesses, see AAM section 4300.
.03 In every audit, you should obtain an understanding of each of the components of internal control
sufficient to plan the audit. These forms should be used as a tool in documenting your understanding of
internal control, how internal control is designed, and whether controls have been placed in operation.

.04

These forms should be used in conjunction with other forms in the following circumstances:

• Computer Applications Checklist—Medium to Large Business [AAM section 4410]. To be used to docu
ment your understanding of how the entity uses computers and information technology to process
significant accounting information.

• Financial Reporting Information Systems and Controls Checklist [AAM section 4420]. To be used for each
significant account and transactions cycle.
These forms are appropriate whenever you plan a primarily substantive audit approach (see
paragraph .07 below). That is, their completion generally results in control risk being assessed at or slightly
below the maximum for all assertions related to account balances and transactions.
. 05

.

06

If you plan a lower control risk assessment for certain assertions you are required to—

• Identify specific controls relevant to specific assertions that are likely to prevent or detect material
misstatements in those assertions, and
•

Perform tests of controls to evaluate their effectiveness.

.07 In situations where significant audit evidence is transmitted, processed, maintained, or accessed
electronically, it generally will be necessary to test the internal control surrounding the electronic evidence
(for example, controls over generation, storage, manipulation, and transmission), even if a primarily
substantive audit approach is followed. (This is especially the case when evidence of an entity's initiation,
recording, or processing of financial data exists only in electronic form.) This is because the competence of
electronic evidence usually depends on the effectiveness of internal control over its validity and complete
ness. In these situations the auditor should perform tests of controls to gather evidence to support an assessed
level of control risk below the maximum for affected assertions. If the auditor concludes control risk must
be assessed at the maximum in such situations or the evidence gathered through tests of controls and
substantive tests is insufficient, the auditor should qualify or disclaim an opinion because of the scope limitation.
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.08 These forms are organized to conform to the control components and overall internal control
framework described in the Audit Guide Consideration of Internal Control in a Financial Statement Audit. This
framework is a way for you to consider the impact of internal control on an audit. The classification of any
specific control into a particular component should hot be your primary concern. Rather, your primary
consideration is whether a specific control affects financial statement assertions.

.09 The following flowchart describes how this form can be used in conjunction with the other forms
included in this section to document your understanding of internal controls.

Complete computer
applications form—medium to
large businesses

Complete control activities for
account balances and
transaction classes for
significant areas

Complete internal
control form

Interpret results

Perform and document
additional procedures, if
necessary

Control risk below
maximum possible?

No

Is electronic evidence
significant to the audit?

No

Yes

Yes

No

Efficient to assess
control risk below max.?

Is it practical or possible
to reduce detection risk to an
acceptable level by
performing only substantive
tests?

Yes

No

Perform tests and assess
control risk

Documentation complete

Lower Control Risk Assessment
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Interpreting the Results
.10 When obtaining an understanding of internal control, you should consider the collective effect of
the strengths and weaknesses in various control components. Management's strengths and weaknesses
may have a pervasive effect on internal control. For example, strong management oversight may mitigate
a lack of segregation of duties. However, human resource policies and practices directed toward hiring
competent financial and accounting personnel may not mitigate a strong bias by management to
overstate earnings.
.11 Answers that fall toward the right side of the form ("Strongly Agree" or "Somewhat Agree") indicate
areas of strength in the control environment. You should consider whether these areas of strength indicate
that a control risk assessment below the maximum may be possible for some assertions.

.12 Answers that fall toward the left side of the form ("Strongly Disagree" or "Somewhat Disagree")
indicate areas of weakness in the entity's internal controls. You should assess how these areas of weakness
affect the planning of the audit. This assessment should be documented in section V of the form. In making
this assessment, you normally focus on—
•

The types of material misstatement that could occur as a result of the identified weakness, and

•

The risk that those misstatements will occur.

Documenting a Conclusion
.13 After completing this form, the Financial Reporting Information Systems and Controls Checklist for
significant areas, and the Computer Applications Checklist—Medium to Large Business, you should
document your conclusion regarding internal control. In order to perform a primarily substantive audit, you
must understand the entity's internal control sufficiently—

• To assess the risk of material misstatement in assertions related to material financial statement
components, and
•

To design effective substantive procedures.

. 14 If the completion of this form is not sufficient for you to obtain the necessary level of understanding
listed in AAM section 4400.13, you should perform and document the results of additional tests to gain that
level of understanding.
.15

I. Document Your Understanding of the Control Environment
In the space provided below, indicate whether you strongly agree, somewhat agree, somewhat disagree,
or strongly disagree with the following statements. Your answers should be based on—
•

Your previous experience with the entity.

•

Inquiries of appropriate management, supervisory, and staff personnel.

•

Inspection of documents and records.

•

Observation of the entity's activities and operations.
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Strongly
Agree

Control Environment Factors
Integrity and Ethical Values

1.

Management has high ethical and
behavioral standards.

2.

The company has a written code of
ethical and behavioral standards
that is comprehensive and peri
odically acknowledged by all em
ployees.

3.

If a written code of conduct does
not exist, the management culture
emphasizes the importance of in
tegrity and ethical values.

4.

Management reinforces its ethical
and behavioral standards.

5.

Management appropriately deals
with signs that problems exist (e.g.,
defective products or hazardous
waste) even when the cost of iden
tifying and solving the problem
could be high.

6.

Management has removed or re
duced incentives and temptations
that might prompt personnel to en
gage in dishonest, illegal, or unethi
cal acts.
For example, there is generally no—

•

Pressure to meet unrealistic
performance targets.

•

High performance-dependent
rewards.

•

Upper and lower cutoffs on bo
nus plans.

7.

Management has provided guid
ance on the situations and fre
quency with which intervention of
established controls is appropriate.

8.

Management intervention is docu
mented and explained appropri
ately.

Commitment to Competence
9.

Management has appropriately
considered the knowledge and skill
levels necessary to accomplish fi
nancial reporting tasks.
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No
Opinion

Strongly
Disagree

Somewhat
Disagree

Somewhat
Agree

Strongly
Agree

10. Employees with financial reporting
tasks generally have the knowledge
and skills necessary to accomplish
those tasks.

Board of Directors and Audit
Committee
11. The board of directors is inde
pendent from management.

12. The board constructively challenges
management's planned decisions.
13. Directors have sufficient knowl
edge, industry experience and time
to serve effectively.
14. The board regularly receives the in
formation they need to monitor
management's objectives and
strategies.
15. The audit committee reviews the
scope of activities of the internal
and external auditors annually.
16. The audit committee meets pri
vately with the chief financial
and/or accounting officers, inter
nal auditors and external auditors
to discuss the—
•

Reasonableness of the financial
reporting process.

•

System of internal control.

•

Uncorrected audit adjustments.

•

Significant comments and rec
ommendations.

•

Management's performance.

17. The board takes steps to ensure an
appropriate "tone at the top."
18. The board or committee takes ac
tion as a result of its findings.

Management's Philosophy and
Operating Style
19. Management moves carefully, pro
ceeding only after carefully analyz
ing the risks and potential benefits
of accepting business risks.

20. Management is generally cautious
or conservative in financial report
ing and tax matters.
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Strongly
Agree

21. There is relatively low turnover of
key personnel (e.g., operating, ac
counting, data processing, internal
audit).
22. There is no undue pressure to meet
budget, profit, or other financial
and operating goals.
23. Management views the accounting
and internal audit function as a ve
hicle for exercising control over the
entity's activities.
24. Operating personnel review and
"sign off" on reported results.

25. Senior managers frequently visit
subsidiary or divisional operations.

26. Group or divisional management
meetings are held frequently.

Organizational Structure
27. The entity's organizational struc
ture facilitates the flow of informa
tion upstream, downstream, and
across all business activities.

28. Responsibilities and expectations
for the entity's business activities
are communicated clearly to the ex
ecutives in charge of those activities.
29. The executives in charge have the
required knowledge, experience,
and training to perform their duties.
30. Those in charge of business activi
ties have access to senior operating
management.
Assignment of Authority and
Responsibility

31. Authority and responsibility are
delegated only to the degree neces
sary to achieve the company's ob
jectives.

32. Job descriptions, for at least man
agement and supervisory person
nel, exist.
33. Job descriptions contain specific
references to control-related re
sponsibilities.
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No
Opinion

Strongly
Disagree

Some
what
Disagree

Some
what
Agree

Strongly
Agree

34. Proper resources are provided for
personnel to carry out their duties.
35. Personnel understand the entity's
objectives and know how their in
dividual actions interrelate and
contribute to those objectives.
36. Personnel recognize how and for
what they will be held accountable.

Human Resource Policies and
Practices
37. The entity generally hires the most
qualified people for the job.

38. Hiring and recruiting practices em
phasize educational background,
prior work experience, past accom
plishments, and evidence of integ
rity and ethical behavior.
39. Recruiting practices include for
mal, in-depth employment inter
views.
40. Prospective employees are told of
the entity's history, culture and op
erating style.
41. The entity provides training oppor
tunities, and employees are welltrained.

42. Promotions and rotation of person
nel are based on periodic perform
ance appraisals.

43. Methods of compensation, includ
ing bonuses, are designed to moti
vate personnel and reinforce
outstanding performance.
44. Management does not hesitate to
take disciplinary action when vio
lations of expected behavior occur.
B.

Other Internal Control Components
With a Pervasive Effect on the
Organization
Risk Assessment
1.

Special action is taken to ensure
new personnel understand their
tasks.

2.

Management appropriately con
siders the control activities per
formed by personnel who change
jobs or leave the company.
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3.

Management assesses how new ac
counting and information systems
will impact internal control.

4.

Management reconsiders the ap
propriateness of existing control ac
tivities when new accounting and
information systems are developed
and implemented.

5.

Employees are adequately trained
when accounting and information
systems are changed or replaced.

6.

Accounting and information sys
tem capabilities are upgraded
when the volume of information in
creases significantly.

7.

Accounting and data processing
personnel are expanded as needed
when the volume of information in
creases significantly.

8.

The entity has the ability to reason
ably forecast operating and finan
cial results.

9.

Management keeps abreast of the
political, regulatory, business, and
social culture of areas in which for
eign operations exist.

Strongly
Disagree

35

Some
what
Disagree

Some
what
Agree
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Strongly
Agree

Getneral Control Activities

10. The entity prepares operating
budgets and cash flow projections.
11. Operating budgets and projections
lend themselves to effective com
parison with actual results.
12. Significant variances between
budgeted or projected amounts
and actual results are reviewed and
explained.
13. The company has adequate safe
keeping facilities for custody of the
accounting records such as fire
proof storage areas and restricted
access cabinets.

14. The entity has a suitable record re
tention plan.
15. The entity has adequate controls to
limit access to computer programs
and data files.
16. Periodically, personnel compare
counts of assets to amounts shown
on control records.
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Disagree

Some
what
Disagree

Some
what
Agree

Strongly
Agree

17. There is adequate segregation of
duties among those responsible for
authorizing transactions, recording
transactions, and maintaining cus
tody of assets.

Information and Communication
18. Management receives the informa
tion they need to carry out their
responsibilities.
19. Information is provided at the right
level of detail for different levels of
management.

20. Information is available on a timely
basis.
_______

21. Information with accounting sig
nificance (for example, slow-pay
ing customers) is transmitted
across functional lines in a timely
manner.
Monitoring

22. Customer complaints about bill
ings are investigated for their un
derlying causes.

23. Communications from bankers,
regulators, or other outside parties
are monitored for items of account
ing significance.
24. Management responds appropri
ately to auditor recommendations
on ways to strengthen internal con
trols.
_______

25. Employees are required to "sign
off" to evidence the performance of
critical control functions.
26. The internal auditors are inde
pendent of the activities they audit.
27. Internal auditors have adequate
training and experience.
28. Internal auditors document the
planning and execution of their
work by such means as audit pro
grams and working papers.

29. Internal audit reports are submit
ted to the board of directors or audit
committee.
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II. Determine Other Areas For Evaluation
The completion of section I of this form is the first of several forms that may be used to document your
understanding of internal controls sufficiently to plan a primarily substantive audit. It is important to
remember that in entities where significant information is transmitted, processed, maintained, or accessed
electronically, just gaining an understanding of the controls surrounding the electronic environment may
not be enough. Since the competence of electronic evidence usually depends on the effectiveness of internal
control over its validity and completeness, an auditor may have to test the internal control surrounding that
evidence to gain competent evidential matter—even in a primarily substantive approach. In the space
provided below, determine which of the following areas apply. A "Yes" answer generally indicates you
should complete the related form.
No
Yes
W/P Ref.

Significant Account Balances and Transaction Cycles
1.

The following account balances or transaction cycles are
significant to the company's financial statements.

a.

Revenue Cycle, including sales, accounts receivable, or
cash receipts. (Normally considered significant for
most businesses.)
If "yes," the related Financial Reporting Information
Systems and Controls Checklist can be found at—

b.

Purchasing Cycle, including purchasing, accounts
payable, or cash disbursements. (Normally considered
significant for most businesses.)
If "yes," the related Financial Reporting Information
Systems and Controls Checklist can be found at—

c.

Inventory, including inventory and cost of sales.
If "yes," the related Financial Reporting Information
Systems and Controls Checklist can be found at—

d.

Financing, including investments and debt.
If "yes," the related Financial Reporting Information
Systems and Controls Checklist can be found at—

e.

Property, Plant, and Equipment, including fixed assets
and depreciation.
If "yes," the related Financial Reporting Information
Systems and Controls Checklist can be found at—

f.

Payroll.

If "yes," the related Financial Reporting Information
Systems and Controls Checklist can be found at—

Assess Lack of Segregation of Duties

III.

In the space provided below, assess risk due to a lack of segregation of duties for the company, based on
the completion of sections I and II of this form. Your comments should address—
•

The person with incompatible responsibilities and the nature of those responsibilities.
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•

Any mitigating factors or controls, such as direct management oversight.

•

The risk that material misstatements might occur as a result of a lack of segregation of duties, and
the type of those misstatements.

•

How substantive procedures will be designed to limit the risk of those misstatements to an acceptable
level.

IV. Assess the Risk of Management Override
Even in effectively controlled entities—those with generally high levels of integrity and control conscious
ness—a manager might be able to override controls. The term "management override" means—

Overruling prescribed policies or procedures for illegitimate purposes with the intent of
personal gain or enhanced presentation of an entity's financial condition or compliance
status.
Management might override the control system for many reasons: to increase reported revenue, to boost
market value of the entity prior to sale, to meet sales or earnings projections, to bolster bonus pay-outs tied
to performance, to appear to cover violations of debt covenant agreements, or to hide lack of compliance
with legal requirements. Override practices include deliberate misrepresentations to bankers, lawyers,
accountants, and vendors, and intentionally issuing false documents such as sales invoices.

An active, involved board of directors can significantly reduce the risk of management override.
Management override is different from management intervention, which is the overrule of prescribed
policies or procedures for legitimate purposes. For example, management intervention is usually necessary
to deal with non-recurring and non-standard transactions or events that otherwise might be handled by the
system.

In the space below, assess the risk of management override for this company. You should consider the risk
that management override possibilities exist, the risk that management will take advantage of those possibili
ties, and any evidence that management has engaged in override practices. If the risk of management override
is greater than low, indicate how planned audit procedures will reduce this risk to an acceptable level.
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Interpret Results

You should consider the collective effect of the strengths and weaknesses in various control components.
Management's strengths and weaknesses may have a pervasive effect on internal control. For example,
management controls may mitigate a lack of segregation of duties. However, human resource policies and
practices directed toward hiring competent financial and accounting personnel may not mitigate a strong
bias by management to overstate earnings.
A. Areas That May Allow for Control Risk to Be Assessed Below the Maximum
Based on the completion of sections I through IV of this form you may have become aware of certain
accounts, transactions and assertions where it may be possible and efficient to plan a control risk
assessment below the maximum. In the area below, document those accounts, transactions, and
assertions and the related tests of controls.

Accounts, Transactions, and Assertions

Test of Controls
Working Paper Reference

B. Areas of possible control weakness
Based on the completion of sections I through IV of this form, you may have become aware of certain
areas that may indicate possible control weaknesses, not including those areas relating to segregation
of duties and management override which were assessed and documented in sections III and IV.

In the space provided below, document those areas of possible weakness and the impact the
identified weakness will have on the audit. Discuss—
•

The nature of the identified possible weakness.

•

Any mitigating factors or controls, such as direct management oversight.

•

The risk that material misstatements might occur as a result of the weakness and the type of those
misstatements.

•

How substantive procedures will be designed to reduce the risk of those misstatements to an
acceptable level.
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VI. Document Your Conclusion With Respect to Internal Controls
20_

20_

20_

20_

Prepared or updated by:
In-Charge
Reviewed by:
Engagement Partner

[The next page is 4427.]
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AAM Section 4410
Computer Applications
Checklist—Medium to Large Business
.01 This questionnaire may be used to document your understanding of the way computers are used in
the information and communication systems of a medium to large business.
.02

I.

Computer Hardware
Describe the computer hardware for the entity, and its configuration. Consider—
•

The make and model of company's main processing computer(s).

•

Input and output devices.

•

Storage means and capabilities.

•

Local area networks.

•

Stand-alone microcomputers.

You may wish to attach a separate page to this checklist to document the entity's computer hardware.
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II. Computer Software
Describe the entity's main software packages and whether they are unmodified, commercially available
packages, or were developed or modified in-house. (End-user computing applications will be considered
only for significant account balances and transaction cycles. See the Financial Reporting Information Systems
and Control Checklist—Medium to Large Business.)
Unmodified
Commercial
In-House
N/A
Operating system
Access control

General accounting
Network

Database management
Communications

Utilities

_______

_______

_______

Other:

III. Computer Control Environment
In the space provided below, indicate whether you strongly agree, somewhat agree, somewhat disagree,
or strongly disagree with the following statements. Your answers should be based on—
•

Your previous experience with the entity.

•

Inquiries of appropriate management, supervisory, and staff personnel.

•

Inspection of documents and records.

•

Observation of the entity's activities and operations.
No
Opinion

Strongly
Disagree

Some
what
Disagree

Some
what
Agree

Strongly
Agree

Acquisition of Hardware
1.

The company has a coherent man
agement plan for the purchase and
continued investment in computer
hardware.

2.

The computer hardware is suffi
cient to meet the company's needs.
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No
Opinion

3.

The company's computer hard
ware is safely and properly in
stalled.

4.

The company has standard, regular
hardware maintenance proce
dures.

Strongly
Disagree

Some
what
Disagree

Some
what
Agree

Strongly
Agree

Acquisition of Software

5.

The company has a coherent man
agement plan for the purchase of
and continued investment in com
puter software.

6.

The company researches software
products to determine whether
they meet the needs of the intended
users.

7.

The company's application pro
grams are compatible with each
other.

8.

The company obtains recognized
software from reputable sources.

9.

Company policy prohibits the use
of unauthorized programs intro
duced by employees.

10. Company policy prohibits the
downloading of untested software
from sources such as dial-up bulle
tin boards.
11. The company uses virus protection
software to screen for virus infec
tions.
Program Development

12. Users are involved in the design
and approval of systems.

13. Users review the completion of
various phases of the application.
14. New programs are thoroughly
tested.
15. Users are involved in the review of
tests of the program.

16. Adequate procedures exist to trans
fer programs from development to
production libraries.
Program Changes

17. Users are involved in the design
and approval of program changes.
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Strongly
Agree

18. Program changes are thoroughly
tested.
19. Users are involved in the review of
tests of the program changes.
20. Adequate procedures exist to trans
fer changed programs from devel
opment to production libraries.

Logical Access
21. Management has identified confi
dential and sensitive data for which
access should be restricted.
22. Procedures are in place to restrict
access to confidential and sensitive
data.
_______
23. Procedures are in place to reduce
the risk of unauthorized transac
tions being entered into processing.
24. The use of utility programs is con
trolled or monitored carefully.
25. Procedures are in place to detect un
authorized changes to programs
supporting the financial statements.
26. Programmer access to production
programs, live data files, and job
control language is controlled.
27. Operator access to source code and
individual elements of data files is
controlled.

28. Users have access only to defined
programs and data files.
Physical Security

29. The company has established pro
cedures for the periodic back-up of
files.
_______
30. Back-up procedures include multi
ple generations.
31. Back-up files are stored in a secure,
off-site location.

Computer Operations
32. Operations management reviews
lists of regular and unscheduled
batch jobs.
33. Job control instruction sets are
menu-driven.
34. Jobs are executed only from the op
erator's terminal.
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IV. Outside Computer Service Organizations
This section should be used to document your understanding of how the company uses an outside
computer service organization to process significant accounting information. Guidance on auditing entities
that use computer service organizations is contained in SAS No. 70, Service Organizations, as amended (AU
section 324).

1. List the name of the service organization and the general types of services it provides.

2. Are the general ledger and other primary accounting records processed by an outside service organiza
tion?
Yes
No
If "yes," describe the source documents provided to the service organization, the reports and other docu
mentation received from the organization, and the controls maintained by the user over input and output to
prevent or detect material misstatement.

3. List the type and date of the most recent service auditor report.

[The next page is 4443.]
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AAM Section 4420
Financial Reporting Information Systems
and Controls Checklist—Medium to
Large Business
Revenue Cycle
Revenue, Accounts Receivable, and Cash Receipts
.01 This checklist may be used on any audit engagement of a medium to large company when the revenue
cycle is significant. Normally, the revenue cycle is significant in most audit engagements.
.02 The purpose of this checklist is to document your understanding of controls for significant classes of
transactions. Your knowledge of the revenue cycle should be sufficient for you to understand—
•

How cash and credit sales are initiated.

•

How credit limits are established and maintained.

•

How cash receipts are recorded.

•

How sales and cash receipts are processed by the accounting system.

• The accounting records and supporting documents involved in the processing and reporting of sales,
accounts receivable, and cash receipts.
•

The processes used to prepare significant accounting estimates and disclosures.

Interpreting Results
. 03 This checklist documents your understanding of how internal control over the revenue cycle is
designed and whether it has been placed in operation. It should help you in planning a primarily substantive
approach. In entities where significant information is transmitted, processed, maintained, or accessed
electronically, just gaining an understanding of internal control may not be enough (even in a primarily
substantive approach). This is especially the case when evidence of an entity's initiation, recording, or
processing of financial data exists only in electronic form. Since the competence of electronic evidence usually
depends on the effectiveness of internal control over its validity and completeness, an auditor may have to
test the internal control surrounding that evidence to gather evidence to support an assessed level of control
risk below the maximum for affected assertions. In situations where the auditor decides to rely on internal
control and assess control risk below the maximum for certain assertions (including instances where the
preponderance of electronic evidence necessitates it), tests of controls will need to be designed and then
specific controls will need to be tested to determine the effectiveness of their design and operation.
. 04 The processes, documents, and controls listed on this questionnaire are typical for medium to large
business entities but are by no means all-inclusive. The preponderance of "No" or "N/A" responses may
indicate that the entity uses other processes, documents, or controls in their information and communication
systems. You should consider supplementing this questionnaire with a memo or flowchart to document
significant features of the client's system that are not covered by this questionnaire. See AAM section 4500
for example flowcharting techniques.
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.05
Personnel

I.

N/A

No

Yes

Revenue and Accounts Receivable
A. Initiating Sales Transactions
1.

Credit limits are clearly defined.

2.

Credit limits are clearly communicated.

3.

The credit of prospective customers is investigated be
fore it is extended to them.

4.

Credit limits are periodically reviewed.

5.

The people who perform the credit function are inde
pendent of—
•

Sales.

•

Billing.

•

Collection.

•

Accounting.

.

___________
___________

6.

Credit limits and changes in credit limits are communi
cated to persons responsible for approving sales orders
on a timely basis.

7.

The company has clearly defined policies and proce
dures for acceptance and approval of sales orders.

8.

Prenumbered sales orders are used and accounted for.

9.

Prenumbered shipping documents are used to record
shipments.
___________

10. Shipping document information is verified prior to ship
ment.
___________
11. The people who perform the shipping function are inde
pendent of—
•

Sales.

•

Billing.

•

Collection.

•

Accounting.

___________
___________

12. All shipping documents are accounted for.
13. Prenumbered credit memos are used to document sales
returns.

___________

14. All credit memos are approved and accounted for.
15. Credit memos are matched with receiving reports for
returned goods.
16. Cash sales are controlled by cash registers or prenum
bered cash receipts forms.

17. Someone other than the cashier has custody to the cash
register tape compartment.
AAM §4420.05
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Personnel

N/A

No

Yes

18. Someone other than the cashier takes periodic readings
of the cash register and balances the cash on hand.

B.

Processing Sales Transactions
19. Information necessary to prepare invoices (e.g., prices,
discount policies) is clearly communicated to billing
personnel on a timely basis.

20. Prenumbered invoices are prepared promptly after
goods are shipped.
21. Quantities on the invoices are compared to shipping
documents.
___________
22. The prices on the invoices are current.
23. The people who perform the billing function are inde
pendent of—
•

Sales.

___________

•

Credit.

___________

•

Collection.

24. Invoices are mailed to customers on a timely basis.

25. Invoices are posted to the general ledger on a timely
basis.
___________
26. Standard journal entries are used to record sales.
27. Invoices are posted to the sales and accounts receivable
subsidiary ledgers or journals on a timely basis.
28. Credit memos are posted to the general ledger on a
timely basis.

29. Credit memos are posted to the sales and accounts re
ceivable subsidiary ledgers or journals on a timely basis.
30. Procedures exist for determining proper cut-off of sales
at month-end.
31. The sales and accounts receivable balances shown in the
general ledger are reconciled to the sales and accounts
receivable subsidiary ledgers on a regular basis.

C. Estimates and Disclosures for Sales Transactions
32. The accounting system generates a monthly aging of
accounts receivable.
33. The people who prepare the aging are independent of—
•

Billing.

•

Collection.

___________

34. Management uses the accounts receivable aging to in
vestigate, write off, or adjust delinquent accounts receiv
able.
___________
AICPA Audit and Accounting Manual

AAM §4420.05

4446

Internal Control

35

Personnel

IL

35.

Management uses the accounts receivable aging and
other information to estimate an allowance for doubtful
accounts.
___________

36.

The person responsible for financial reporting identifies
significant concentrations of credit risk.

N/A

No

6-97

Yes

Cash Receipts

A.

B.

Initiating Cash Receipts Transactions
1.

The entity maintains records of payments on accounts
by customer.

2.

Someone other than the person responsible for maintain
ing accounts receivable opens the mail and lists the cash
receipts.
___________

3.

Cash receipts are deposited intact.

4.

Cash receipts are deposited in separate bank accounts
when required.

5.

People who handle cash receipts are adequately bonded.

6.

Local bank accounts used for branch office collections
are subject to withdrawal only by the home office.

Processing Cash Received on Account
7.

Cash receipts are posted to the general ledger on a timely
basis.

___________

8.

Cash receipts are posted to the accounts receivable sub
sidiary ledger on a timely basis.

9.

Standard journal entries are used to post cash receipts.

10.

The people who enter cash receipts to the accounting
system are independent of the physical handling of col
lections.
___________

11.

Timely bank reconciliations are prepared or reviewed by
someone independent of the cash receipts function.

End User Computing in the Revenue Cycle
.06 End user computing occurs when the user is responsible for the development and execution of the
computer application that generates the information used by that same person. For example, an accounting
clerk prepares a spreadsheet which shows amortization of premiums or discounts, and the information from
the spreadsheet is the source of a journal entry.

.07 The Computer Applications Checklist—Medium to Large Business was used to document your
understanding of computer applications operated by the company's MIS department. In this section of the
Financial Reporting Information Systems and Controls Checklist, you may document your understanding
of how end user computing is used in the revenue cycle to process significant accounting information outside
of the MIS department.
.08 You should obtain an understanding of any spreadsheet application, database, or separate computer
system that has been developed by end users to—
AAM §4420.06
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•

Process significant accounting information outside of the MIS-operated accounting application. For
example, a spreadsheet accumulates invoices for batch processing.

•

Make significant accounting decisions. For example, a spreadsheet application that ages accounts
receivable and helps in determining write-offs.

•

Accumulate footnote information. For example, a database of customers provides information about
the location of customers for possible concentration of credit risk disclosures.

. 09 In the space provided below, describe how end user computing is used in the revenue cycle.
Describe—
•

The person or department who performs the computing.

•

A general description of the application and its type (e.g., spreadsheet).

•

The source of the information used in the application.

•

How the results of the application are used in further processing or decision making.

Procedures and Controls Over End User Computing
. 10 Answer the following questions relating to procedures and controls over end user computing related
to the revenue cycle.
Personnel

N/A

No

Yes

Revenue Cycle

1.

End user applications listed in paragraph .09 of this form
have been adequately tested before use.

2.

The application has an appropriate level of built-in con
trols, such as edit checks, range tests, or reasonableness
checks.
___________

3.

Access controls limit access to the end user application.

4.

A mechanism exists to prevent or detect the use of
incorrect versions of data files.

5.

The output of the end user applications is reviewed for
accuracy or reconciled to the source information.
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Information Processed by Outside Computer Service Organizations
.11 The Computer Applications Checklist—Medium to Large Business Computer Applications was used
to document your understanding of the client's use of an outside computer service organization to process
entity-wide accounting information such as the general ledger. In this section you will document your
understanding of how the entity uses an outside computer service organization to process information
relating specifically to the revenue cycle.

.12 In the space below, describe the revenue cycle information processed by the outside computer service
bureau. Discuss—
•

The general nature of the application.

•

The source documents used by the service organization.

•

The reports or other accounting documents produced by the service organization.

•

The nature of the service organization's responsibilities. Do they merely record entity transactions
and process related data, or do they have the ability to initiate transactions on their own?

•

Controls maintained by the entity to prevent or detect material misstatement in the input or output.

Purchasing Cycle
Purchasing, Accounts Payable, and Cash Disbursements
. 13 This checklist may be used on any audit engagement of a medium to large business where the
purchasing cycle is significant. Normally, the purchasing cycle is significant for most businesses.
. 14 The purpose of this checklist is to document your understanding of controls for significant classes of
transactions. Your knowledge of the purchasing cycle should be sufficient for you to understand—

•

How purchases are initiated and goods received.

•

How cash disbursements are recorded.

•

How purchases and cash disbursements are processed by the financial reporting information system.

•

The accounting records and supporting documents involved in the processing and reporting of
purchases, accounts payable, and cash disbursements.

•

The processes used to prepare significant accounting estimates and disclosures.

Interpreting Results
.15 This checklist documents your understanding of how internal control over the purchasing cycle is
designed and whether it has been placed in operation. It should help you in planning a primarily substantive
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approach. In entities where significant information is transmitted, processed, maintained, or accessed
electronically, just gaining an understanding of internal control may not be enough (even in a primarily
substantive approach). This is especially the case when evidence of an entity's initiation, recording, or
processing of financial data exists only in electronic form. Since the competence of electronic evidence usually
depends on the effectiveness of internal control over its validity and completeness, an auditor may have to
test the internal control surrounding that evidence to gather evidence to support an assessed level of control
risk below the maximum for affected assertions. In situations where the auditor decides to rely on internal
control and assess control risk below the maximum for certain assertions (including instances where the
preponderance of electronic evidence necessitates it), tests of controls will need to be designed and then
specific controls will need to be tested to determine the effectiveness of their design and operation.

.16 The processes, documents, and controls listed on this questionnaire are typical for medium to large
business entities but are by no means all-inclusive. The preponderance of "No" or "N/A" responses may
indicate that the entity uses other processes, documents, or controls in their information and communication
systems. You should consider supplementing this questionnaire with a memo or flowchart to document
significant features of the client's system that are not covered by this questionnaire. See AAM section 4500
for example flowcharting techniques.

.17
Personnel

I.

N/A

No

Yes

Purchases and Accounts Payable

A. Initiating Purchases and Receipt of Goods
1.

All purchases over a predetermined amount are ap
proved by management.

2.

Non-routine purchases (for example, services, fixed as
sets, or investments) are approved by management.

3.

A purchase order system is used, prenumbered pur
chase orders are accounted for, and physical access to
purchase orders is controlled.

4.

Open purchase orders are periodically reviewed.

5.

The purchasing function is independent of—
•

Receiving

•

Invoice processing

•

Cash disbursements

6.

All goods are inspected and counted when received.

7.

Prenumbered receiving reports, or a log, are used to
record the receipt of goods.

8.

The receiving reports or log indicate the date the items
were received.

9.

The receiving function is independent of—

•

Purchasing

•

Invoice processing

•

Cash disbursements
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B.

N/A

No
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Yes

Processing Purchases

10. Invoices from vendors are matched with applicable re
ceiving reports.
11. Invoices are reviewed for proper quantity and prices,
and mathematical accuracy.
12. Invoices from vendors are posted to the general ledger
on a timely basis.
13. Invoices from vendors are posted to the accounts pay
able subsidiary ledger on a timely basis.

14. The invoice processing function is independent of—
•

Purchasing

•

Receiving

•

Cash disbursements

15. Standard journal entries are used to post accounts payable.
16. Accounts payable account per the general ledger is rec
onciled periodically to the accounts payable subsidiary
ledger.
17. Statements from vendors are reconciled to the accounts
payable subsidiary ledger.

C. Disclosures
18. Management has the information to identify vulnerabil
ity due to concentrations of suppliers (SOP 94-6).

IL

Cash Disbursements

A. Initiating Cash Disbursements

B.

1.

All disbursements except those from petty cash are
made by check.

2.

All checks are recorded.

3.

Supporting documentation such as invoices and receiv
ing reports are reviewed before the checks are signed.

4.

Supporting documents are canceled to avoid duplicate
payment.

Processing Cash Disbursements
5.

Cash disbursements are posted to the general ledger on
a timely basis.

6.

Cash disbursements are posted to the accounts payable
subsidiary ledger on a timely basis.

7.

Standard journal entries are used to post cash disburse
ments.

8.

Timely bank reconciliations are prepared or reviewed by
the owner or manager or someone independent of the
cash receipts function.
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End User Computing in the Purchasing Cycle
.18 End user computing occurs when the user is responsible for the development and execution of the
computer application that generates the information used by that same person. For example, an accounting
clerk prepares a spreadsheet that amortizes premiums or discounts, and the information from the spread
sheet is the source of a journal entry.
.19 The Computer Applications Checklist—Medium to Large Business was used to document your
understanding of computer applications operated by the company's MIS department. In this section of the
Financial Reporting Information Systems and Controls Checklist, you may document your understanding
of how end user computing is used in the purchasing cycle to process significant accounting information
outside of the MIS department.

.20 You should obtain an understanding of any spreadsheet application, database, or separate computer
system that has been developed by end users to—
•

Process significant accounting information outside of the MIS-operated accounting application. For
example, a spreadsheet accumulates non-routine purchases for batch processing.

•

Make significant accounting decisions.

•

Accumulate footnote information. For example, a database of vendors provides information for
possible concentration of risk disclosures.

. 21 In the space provided below, describe how end user computing is used in the purchasing cycle.
Describe—
•

The person or department who performs the computing.

•

A general description of the application and its type (e.g., spreadsheet).

•

The source of the information used in the application.

•

How the results of the application are used in further processing or decision making.

Procedures and Controls Over End User Computing
. 22 Answer the following questions relating to procedures and controls over end user computing related
to the purchasing cycle.
Personnel

N/A

No

Yes

Purchasing Cycle
1.

End user applications listed in paragraph .21 of this form
have been adequately tested before use.

AICPA Audit and Accounting Manual

AAM §4420.22

4452

Internal Control

35

Personnel

2.

The application has an appropriate level of built-in con
trols, such as edit checks, range tests, or reasonableness
checks.
___________

3.

Access controls limit access to the end user application.

4.

A mechanism exists to prevent or detect the use of
incorrect versions of data files.

5.

The output of the end user applications is reviewed for
accuracy or reconciled to the source information.

N/A

No

6-97

Yes

Information Processed by Outside Computer Service Organizations
.23 The Computer Applications Checklist—Medium to Large Business was used to document your
understanding of the client's use of an outside computer service organization to process entity-wide
accounting information such as the general ledger. In this section you will document your understanding of
how the entity uses an outside computer service organization to process information relating specifically to
the purchasing cycle.

.24 In the space below, describe the purchasing cycle information processed by the outside computer
service bureau. Discuss—

•

The general nature of the application.

•

The source documents used by the service organization.

•

The reports or other accounting documents produced by the service organization.

•

The nature of the service organization's responsibilities. Do they merely record entity transactions
and process related data, or do they have the ability to initiate transactions on their own?

•

Controls maintained by the entity to prevent or detect material misstatement in the input or output.

Inventory
Inventory and Cost of Sales
. 25 This checklist may be used on any audit engagement of a medium to large business where inventory
is a significant transaction cycle.
. 26 The purpose of this checklist is to document your understanding of controls for significant classes of
transactions. Your knowledge of the inventory cycle should be sufficient for you to understand—
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•

How costs are capitalized to inventory.

•

How cost is relieved from inventory.

•

How inventory costs and cost of sales are processed by the accounting system.

•

The procedures used to take the physical inventory count.

•

The accounting records and supporting documents involved in the processing and reporting of
inventory and cost of sales.

•

The processes used to prepare significant accounting estimates and disclosures.

Interpreting Results

.27 This checklist documents your understanding of how internal control over the inventory cycle is
designed and whether it has been placed in operation. It should help you in planning a primarily substantive
approach. In entities where significant information is transmitted, processed, maintained, or accessed
electronically, just gaining an understanding of internal control may not be enough (even in a primarily
substantive approach). This is especially the case when evidence of an entity's initiation, recording, or
processing of financial data exists only in electronic form. Since the competence of electronic evidence usually
depends on the effectiveness of internal control over its validity and completeness, an auditor may have to
test the internal control surrounding that evidence to gather evidence to support an assessed level of control
risk below the maximum for affected assertions. In situations where the auditor decides to rely on internal
control and assess control risk below the maximum for certain assertions (including instances where the
preponderance of electronic evidence necessitates it), tests of controls will need to be designed and then
specific controls will need to be tested to determine the effectiveness of their design and operation.
.28 The processes, documents, and controls listed on this questionnaire are typical for medium to large
business entities but are by no means all-inclusive. The preponderance of "No" or "N/A" responses may
indicate that the entity uses other processes, documents, or controls in their information and communication
systems. You should consider supplementing this questionnaire with a memo or flowchart to document
significant features of the client's system that are not covered by this questionnaire. See AAM section 4500
for example flowcharting techniques.
.29
Personnel

I.

N/A

No

Yes

Inventory and Cost of Sales
A. Capturing Capitalizable Costs1

1.

Management prepares production goals and schedules
based on sales forecasts.

2.

The company budgets its planned inventory levels.

3.

All releases from storage of raw materials, supplies, and
purchased parts inventory are based on approved req
uisition documents.

4.

Labor costs are reported promptly and in sufficient de
tail to allow for the proper allocation to inventory.

5.

The entity uses a cost accounting system to accumulate
capitalizable costs.

1 You should also consider completing the Financial Reporting Information Systems and Controls Checklist for the purchasing cycle
to document your understanding of how the purchase of inventory is initiated.
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6.

The cost accounting system distinguishes between costs
that should be capitalized for GAAP purposes and those
that should be capitalizable for tax purposes.

7.

For standard cost systems:

a.

Standard rates and volume are periodically com
pared to actual and revised accordingly.

b.

Significant variances are investigated.

8.

The cost accounting system interfaces with the general
ledger.

9.

Transfers of completed units from production to custody
of finished goods inventory are based on approved com
pletion reports that authorize the transfer.

N/A

No

10-01

Yes

10. The people responsible for maintaining detailed inven
tory records are independent from the physical custody
and handling of inventories.
11. Production cost budgets are periodically compared to
actual costs, and significant differences are explained.

B.

Inventory Records

12. The entity maintains adequate inventory records of
prices and amounts on hand.
13. Withdrawals from inventory are based on prenumbered
finished inventory requisitions, shipping reports, or
both.

14. Additions to and withdrawals from inventory are
posted to the inventory records and the general ledger.
15. Standard journal entries are used to post inventory
transactions to the inventory records and the general
ledger.
16. Inventory records are periodically reconciled to the gen
eral ledger.
17. Inventory records are reconciled to a physical inventory
count.

C. Physical Inventory Counts
18. Inventory is counted at least once a year.

19. Physical inventory counters are given adequate instruc
tions.

20. Inventory count procedures are sufficient to provide an
accurate count, including steps to ensure—

•

Proper cut-off.

•

Identification of obsolete items.

•

All items are counted once and only once.
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N/A

No

Yes

D. Estimates and Disclosures
21. Management is able to identify excess, slow-moving, or
obsolete inventory.

22. Excess, slow-moving, or obsolete inventory is peri
odically written off.
23. Management can identify inventory subject to rapid
technological obsolescence that may need to be disclosed
under SOP 94-6.

End User Computing in the Inventory Cycle
.30 End user computing occurs when the user is responsible for the development and execution of the
computer application that generates the information used by that same person. For example, an accounting
clerk prepares a spreadsheet that amortizes premiums or discounts, and the information from the spread
sheet is the source of a journal entry.

.31 The Computer Applications Checklist—Medium to Large Business was used to document your
understanding of computer applications operated by the company's MIS department. In this section of the
Financial Reporting Information Systems and Controls Checklist, you may document your understanding
of how end user computing is used in the inventory cycle to process significant accounting information
outside of the MIS department.

.32 You should obtain an understanding of any spreadsheet application, database, or separate computer
system that has been developed by end users to—

• Process significant accounting information outside of the MIS-operated accounting application. For
example, a spreadsheet calculates overhead cost allocations.
• Make significant accounting decisions. A spreadsheet application tracks slow-moving items for
possible write-off.
•

Accumulate footnote information.

.33 In the space provided below, describe how end user computing is used in the inventory cycle.
Describe—

•

The person or department who performs the computing.

•

A general description of the application and its type (e.g., spreadsheet).

•

The source of the information used in the application.

•

How the results of the application are used in further processing or decision making.
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Procedures and Controls Over End User Computing
.34 Answer the following questions relating to procedures and controls over end user computing related
to the inventory cycle.
Personnel

N/A

No

Yes

Inventory Cycle
1.

End user applications listed in paragraph .33 of this form
have been adequately tested before use.

2.

The application has an appropriate level of built-in con
trols, such as edit checks, range tests, or reasonableness
checks.
___________

3.

Access controls limit access to the end user application.

4.

A mechanism exists to prevent or detect the use of
incorrect versions of data files.

5.

The output of the end user applications is reviewed for
accuracy or reconciled to the source information.

Information Processed by Outside Computer Service Organizations
.35 The Computer Applications Checklist—Medium to Large Business was used to document your
understanding of the client's use of an outside computer service organization to process entity-wide
accounting information such as the general ledger. In this section you will document your understanding of
how the entity uses an outside computer service organization to process information relating specifically to
the inventory cycle.
.36 In the space below, describe the inventory cycle information processed by the outside computer
service bureau. Discuss—

•

The general nature of the application.

•

The source documents used by the service organization.

•

The reports or other accounting documents produced by the service organization.

•

The nature of the service organization's responsibilities. Do they merely record entity transactions
and process related data, or do they have the ability to initiate transactions on their own?

•

Controls maintained by the entity to prevent or detect material misstatement in the input or output.
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Financing
Investments and Debt
.37 This checklist may be used on any audit engagement of a medium to large business where invest
ments or debt are a significant transaction cycle.
.38 The purpose of this checklist is to document your understanding of controls for significant classes of
transactions. Your knowledge of the financing cycle should be sufficient for you to understand—
•

How investment decisions are authorized and initiated.

•

How financing is authorized and captured by the accounting system.

•

How management classifies investments as either trading, available-for-sale, or held to maturity.

•

How investment and debt transactions are processed by the accounting system.

• The accounting records and supporting documents involved in the processing and reporting of
investments and debt.

•

The processes used to prepare significant accounting estimates, disclosures, and presentation.

Interpreting Results
. 39 This checklist documents your understanding of how internal control is designed and whether it has
been placed in operation. It should help you in planning a primarily substantive approach. In entities where
significant information is transmitted, processed, maintained, or accessed electronically, just gaining an
understanding of internal control may not be enough (even in a primarily substantive approach). This is
especially the case when evidence of an entity's initiation, recording, or processing of financial data exists
only in electronic form. Since the competence of electronic evidence usually depends on the effectiveness of
internal control over its validity and completeness, an auditor may have to test the internal control
surrounding that evidence to gather evidence to support an assessed level of control risk below the maximum
for affected assertions. In situations where the auditor decides to rely on internal control and assess control
risk below the maximum for certain assertions (including instances where the preponderance of electronic
evidence necessitates it), tests of controls will need to be designed and then specific controls will need to be
tested to determine the effectiveness of their design and operation.
. 40 The processes, documents, and controls listed on this questionnaire are typical for medium to large
business entities but are by no means all-inclusive. The preponderance of "No" or "N/A" responses may
indicate that the entity uses other processes, documents, or controls in their information and communication
systems. You should consider supplementing this questionnaire with a memo or flowchart to document
significant features of the client's system that are not covered by this questionnaire. See AAM section 4500
for example flowcharting techniques.

.41
Personnel

I.

N/A

No

Yes

Investments

A. Authorization and Initiation
1.

Investment transactions are authorized by management.
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2.

The company has established policies and procedures
for determining when board of director approval is re
quired for investment transactions.

3.

Management and the board assess and understand the
risks associated with the entity's investment strategies.

4.

Investments are registered in the name of the company.

5.

At acquisition, investments are classified as trading,
available-for-sale, or held-to-maturity.

N/A

No

10-01

Yes

B. Processing

6.

Investment transactions are posted to the general ledger
on a timely basis.

7.

Account statements received from brokers are reviewed
for accuracy.

8.

Discounts and premiums are amortized regularly using
the interest method.

9.

Procedures exist to determine the fair value of trading
and available-for-sale securities.

10. The general ledger is periodically reconciled to account
statements from brokers or physical counts of securities
on hand.

C. Disclosures
11. The entity accumulates the information necessary to
make disclosures about investments and derivatives.

II.

Debt

A. Authorization and Initiation

B.

1.

Financing transactions are authorized by management.

2.

The company has established policies and procedures
for determining when board of director approval is re
quired for financing transactions.

3.

Management and the board assess and understand all
terms, covenants, and restrictions of debt transactions.

Processing and Documentation

4.

Debt transactions are posted to the general ledger on a
timely basis.

5.

Any premiums or discount are amortized using the
interest method.

6.

The company maintains up-to-date files of all notes
payable.

AAM §4420.41
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N/A

No

Yes

C. Disclosure
7.

Procedures exist to determine the fair value of notes
payable for proper disclosure.

8.

Management reviews their compliance with debt cove
nants on a timely basis.

End User Computing in the Financing Cycle
.42 End user computing occurs when the user is responsible for the development and execution of the
computer application that generates the information used by that same person. For example, an accounting
clerk prepares a spreadsheet that amortizes premiums or discounts, and the information from the spread
sheet is the source of a journal entry.
.43 The Computer Applications Checklist—Medium to Large Business was used to document your
understanding of computer applications operated by the company's MIS department. In this section of the
Financial Reporting Information Systems and Controls Checklist, you may document your understanding
of how end user computing is used in the financing cycle to process significant accounting information
outside of the MIS department.

.44 You should obtain an understanding of any spreadsheet application, database, or separate computer
system that has been developed by end users to—
•

Process significant accounting information outside of the MIS-operated accounting application. For
example, a spreadsheet application calculates the amortization of premiums and discounts on
investments.

•

Make significant accounting decisions.

•

Accumulate footnote information. For example, a spreadsheet application calculates five-year debt
maturities for footnote disclosure.

. 45 In the space provided below, describe how end user computing is used in the financing cycle.
Describe—
•

The person or department who performs the computing.

•

A general description of the application and its type (e.g., spreadsheet).

•

The source of the information used in the application.

•

How the results of the application are used in further processing or decision making.
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Procedures and Controls Over End User Computing
.46 Answer the following questions relating to procedures and controls over end user computing related
to the financing cycle.
Personnel

N/A

No

Yes

Financing Cycle
1.

End user applications listed in paragraph .45 of this form
have been adequately tested before use.

2.

The application has an appropriate level of built-in con
trols, such as edit checks, range tests, or reasonableness
checks.
___________

3.

Access controls limit access to the end user application.

4.

A mechanism exists to prevent or detect the use of
incorrect versions of data files.

5.

The output of the end user applications is reviewed for
accuracy or reconciled to the source information.

Information Processed by Outside Computer Service Organizations
.47 The Computer Applications Checklist—Medium to Large Business was used to document your
understanding of the client's use of an outside computer service organization to process entity-wide
accounting information such as the general ledger. In this section you will document your understanding of
how the entity uses an outside computer service organization to process information relating specifically to
the financing cycle.
.48 In the space below, describe the financing cycle information processed by the outside computer
service bureau. Discuss—
•

The general nature of the application.

•

The source documents used by the service organization.

•

The reports or other accounting documents produced by the service organization.

•

The nature of the service organization's responsibilities. Do they merely record entity transactions
and process related data, or do they have the ability to initiate transactions on their own?

•

Controls maintained by the entity to prevent or detect material misstatement in the input or output.
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Property, Plant, and Equipment
Fixed Assets and Depreciation
.49 This checklist may be used on any audit engagement where fixed assets are a significant transaction
cycle.

.50 The purpose of this checklist is to document your understanding of controls for significant classes of
transactions. Your knowledge of the property, plant, and equipment cycle should be sufficient for you to
understand—
•

How fixed asset transactions are authorized and initiated. (Additional information on the acquisition
of fixed assets is documented on the Accounting Systems and Control Checklist for the Purchasing
Cycle.)

•

How fixed asset transactions and depreciation are processed by the accounting system.

•

The accounting records and supporting documents involved in the processing and reporting of fixed
assets and depreciation.

•

The processes used to prepare significant accounting estimates and disclosures.

Interpreting Results
.51 This checklist documents your understanding of how internal control over property, plant, and
equipment is designed and whether it has been placed in operation. It should help you in planning a primarily
substantive approach. In entities where significant information is transmitted, processed, maintained, or
accessed electronically, just gaining an understanding of internal control may not be enough (even in a
primarily substantive approach). This is especially the case when evidence of an entity's initiation, recording,
or processing of financial data exists only in electronic form. Since the competence of electronic evidence
usually depends on the effectiveness of internal control over its validity and completeness, an auditor may
have to test the internal control surrounding that evidence to gather evidence to support an assessed level
of control risk below the maximum for affected assertions. In situations where the auditor decides to rely on
internal control and assess control risk below the maximum for certain assertions (including instances where
the preponderance of electronic evidence necessitates it), tests of controls will need to be designed and then
specific controls will need to be tested to determine the effectiveness of their design and operation.
.52 The processes, documents, and controls listed on this questionnaire are typical for medium to large
business entities but are by no means all-inclusive. The preponderance of "No" or "N/A" responses may
indicate that the entity uses other processes, documents, or controls in their information and communication
systems. You should consider supplementing this questionnaire with a memo or flowchart to document
significant features of the client's system that are not covered by this questionnaire. See AAM section 4500
for example flowcharting techniques.
.53
Personnel

I.

N/A

No

Yes

Fixed Assets and Depreciation
A. Authorization and Initiation
1.

Fixed asset acquisitions and retirements are authorized
by management.

B. Processing and Documentation
2.

The company maintains detailed records of fixed assets
and the related accumulated depreciation.
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C.

3.

Responsibilities for maintaining the fixed assets records
are segregated from the custody of the assets.

4.

The general ledger and detailed fixed asset records are
updated for fixed assets transactions on a timely basis.

5.

A process exists for the timely calculation of deprecia
tion expense for both book and tax purposes.

6.

The general ledger and detailed fixed asset records are
updated for depreciation expense on a timely basis.

7.

The general ledger is periodically reconciled to the de
tailed fixed asset records.

N/A

No

10-01

Yes

Disclosure and Estimation
8.

Management identifies events or changes in circum
stances that may indicate fixed assets have been im
paired (SFAS 121).

9.

Management assesses and understands the risk of spe
cialized equipment becoming subject to technological
obsolescence (SOP 94-6).

End User Computing in the Property, Plant, and Equipment Cycle
.54 End user computing occurs when the user is responsible for the development and execution of the
computer application that generates the information used by that same person. For example, an accounting
clerk prepares a spreadsheet that amortizes premiums or discounts, and the information from the spread
sheet is the source of a journal entry.

.55 The Computer Applications Checklist—Medium to Large Business was used to document your
understanding of computer applications operated by the company's MIS department. In this section of the
Financial Reporting Information Systems and Controls Checklist, you may document your understanding
of how end user computing is used in the revenue cycle to process significant accounting information outside
of the MIS department.
.56 You should obtain an understanding of any spreadsheet application, database, or separate computer
system that has been developed by end users to—
•

Process significant accounting information outside of the MIS-operated accounting application. For
example, a spreadsheet application calculates the depreciation expense.

•

Make significant accounting decisions. For example, a spreadsheet application is used to analyze
lease or buy decisions.

•

Accumulate footnote information.

.57 In the space provided below, describe how end user computing is used in the property, plant, and
equipment cycle. Describe—
•

The person or department who performs the computing.

•

A general description of the application and its type (e.g., spreadsheet).

•

The source of the information used in the application.

•

How the results of the application are used in further processing or decision making.
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Procedures and Controls Over End User Computing
.58 Answer the following questions relating to procedures and controls over end user computing related
to the property, plant, and equipment cycle.
Personnel

N/A

No

Yes

Property, Plant, and Equipment Cycle
1.

End user applications listed in paragraph .57 of this form
have been adequately tested before use.

2.

The application has an appropriate level of built-in con
trols, such as edit checks, range tests, or reasonableness
checks.
___________

3.

Access controls limit access to the end user application.

4.

A mechanism exists to prevent or detect the use of
incorrect versions of data files.

5.

The output of the end user applications is reviewed for
accuracy or reconciled to the source information.

Information Processed by Outside Computer Service Organizations
.59 The Computer Applications Checklist—Medium to Large Business was used to document your
understanding of the client's use of an outside computer service organization to process entity-wide
accounting information such as the general ledger. In this section you will document your understanding of
how the entity uses an outside computer service organization to process information relating specifically to
the property, plant, and equipment cycle.

.60 In the space below, describe the property, plant, and equipment cycle information processed by the
outside computer service bureau. Discuss—

•

The general nature of the application.

•

The source documents used by the service organization.

•

The reports or other accounting documents produced by the service organization.
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•

The nature of the service organization's responsibilities. Do they merely record entity transactions
and process related data, or do they have the ability to initiate transactions on their own?

•

Controls maintained by the entity to prevent or detect material misstatement in the input or output.

Payroll Cycle
Payroll Expense
. 61 This checklist may be used on any audit engagement of a medium to large business where the payroll
cycle is significant.
. 62 The purpose of this checklist is to document your understanding of controls for significant classes of
transactions. Your knowledge of the payroll cycle should be sufficient for you to understand—
•

How the time worked by employees is captured by the accounting system.

•

How salaries and hourly rates are established.

•

How payroll and the related withholdings are calculated.

•

The accounting records and supporting documents involved in the processing and reporting of
payroll.

Interpreting Results
.63 This checklist documents your understanding of how internal control over the payroll cycle is
designed and whether it has been placed in operation. It should help you in planning a primarily substantive
approach. In entities where significant information is transmitted, processed, maintained, or accessed
electronically, just gaining an understanding of internal control may not be enough (even in a primarily
substantive approach). This is especially the case when evidence of an entity's initiation, recording, or
processing of financial data exists only in electronic form. Since the competence of electronic evidence usually
depends on the effectiveness of internal control over its validity and completeness, an auditor may have to
test the internal control surrounding that evidence to gather evidence to support an assessed level of control
risk below the maximum for affected assertions. In situations where the auditor decides to rely on internal
control and assess control risk below the maximum for certain assertions (including instances where the
preponderance of electronic evidence necessitates it), tests of controls will need to be designed and then
specific controls will need to be tested to determine the effectiveness of their design and operation.

.64 The processes, documents, and controls listed on this questionnaire are typical for medium to large
business entities but are by no means all-inclusive. The preponderance of "No" or "N/A" responses may
indicate that the entity uses other processes, documents, or controls in their information and communication
systems. You should consider supplementing this questionnaire with a memo or flowchart to document
significant features of the client's system that are not covered by this questionnaire. See AAM section 4500
for example flowcharting techniques.
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.65
Personnel

I.

N/A

No

Yes

Payroll

A. Initiating Payroll Transactions
1.

Wages and salaries are approved by management

2.

Salaries of senior management are based on written
authorization of the board of directors.

3.

Bonuses are authorized by the board of directors.

4.

Employee benefits and perks are granted in accordance
with management's authorization.

5.

Senior management benefits and perks are authorized
by the board of directors.

6.

Proper authorization is obtained for all payroll deduc
tions.

7.

Access to personnel files is limited to those who are
independent of the payroll or cash functions.

8.

Wage and salary rates and payroll deductions are re
ported promptly to employees who perform the payroll
processing function.

9.

Changes in wage and salary rates and payroll deduc
tions are reported promptly to employees who perform
the payroll processing function.

___________

10. Adequate time records are maintained for employees
paid by the hour.

11. Time records for hourly employees are approved by a
supervisor.
___________

B.

Processing Payroll
12. Payroll is calculated using authorized pay rates, payroll
deductions, and time records.
13. Payroll registers are reviewed for accuracy.

14. Standard journal entries are used to post payroll trans
actions to the general ledger.
15. Payroll cost distributions are reconciled to gross pay.
16. Payroll information such as hours worked is peri
odically compared to production records.

17. Net pay is distributed by persons who are independent
of personnel, payroll preparation, time-keeping, and
check preparation functions.
18. The responsibility for custody and follow-up of un
claimed wages is assigned to someone who is inde
pendent of personnel, payroll processing, and cash
disbursement functions.
19. Procedures are in place to estimate the fair value of
stock-based compensation plans.
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End User Computing in the Payroll Cycle
.66 End user computing occurs when the user is responsible for the development and execution of the
computer application that generates the information used by that same person. For example, an accounting
clerk prepares a spreadsheet that amortizes premiums or discounts, and the information from the spread
sheet is the source of a journal entry.

.67 The Computer Applications Checklist—Medium to Large Business was used to document your
understanding of off-the-shelf computer software accounting applications such as the general ledger. In this
section of the Financial Reporting Information Systems and Controls Checklist, you may document your
understanding of how end user computing is used in the payroll cycle to process significant accounting
information outside of the general accounting software.
.68 You should obtain an understanding of any spreadsheet application, database, or separate computer
system that has been developed by end users to—
• Process significant accounting information outside of the MIS-operated accounting application. For
example, a spreadsheet accumulates time card information for batch processing.

•

Make significant accounting decisions. For example, a spreadsheet application is used to accumulate
payroll information by job for further analysis.

•

Accumulate footnote information.

.69 In the space provided below, describe how end user computing is used in the payroll cycle.
Describe—

•

The person or department who performs the computing.

•

A general description of the application and its type (e.g., spreadsheet).

•

The source of the information used in the application.

•

How the results of the application are used in further processing or decision making.

Procedures and Controls Over End User Computing
.70 Answer the following questions relating to procedures and controls over end user computing related
to the payroll cycle.
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Personnel

N/A

No

Yes

Payroll Cycle
1.

End user applications listed in paragraph .69 of this form
have been adequately tested before use.

2.

The application has an appropriate level of built-in con
trols, such as edit checks, range tests, or reasonableness
checks.
___________

3.

Access controls limit access to the end user application.

4.

A mechanism exists to prevent or detect the use of
incorrect versions of data files.

5.

The output of the end user applications is reviewed for
accuracy or reconciled to the source information.

Information Processed by Outside Computer Service Organizations
.71 The Computer Applications Checklist—Medium to Large Business was used to document your
understanding of the client's use of an outside computer service organization to process entity-wide
accounting information such as the general ledger. In this section you will document your understanding of
how the entity uses an outside computer service organization to process information relating specifically to
the payroll cycle.

.72 In the space below, describe the payroll cycle information processed by the outside computer service
bureau. Discuss—

•

The general nature of the application.

•

The source documents used by the service organization.

•

The reports or other accounting documents produced by the service organization.

•

The nature of the service organization's responsibilities. Do they merely record entity transactions
and process related data, or do they have the ability to initiate transactions on their own?

•

Controls maintained by the entity to prevent or detect material misstatement in the input or output.

[The next page is 4501.]
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AAM Section 4500
Flowcharting
Introduction
.01 AAM sections 4300 and 4400 provided a series of forms you may use to document your under
standing of a client's internal control system. Included in those forms were several Financial Reporting
Information Systems and Controls Checklists to document your understanding of the accounting system
and controls for significant account balances. As an alternative or supplement to those checklists, you may
wish to include a flowchart. In some instances, a flowchart may be easier to read and analyze than a checklist
or memo.

.02 In general you will want to identify the following for your client's significant accounts and transac
tions:
•

Source documents

•

The conversion of documents to computer media

•

The nature of computer files that are further processed in the flow of information to the general ledger
and the financial statements

•

Accounts (subsidiary or general ledger master files) affected by the transaction

•

Relevant accounting reports, journals, and ledgers produced in the flow of information to the general
ledger and the financial statements

.03 An entity's financial reporting information system may create many documents, files, and reports
that are useful for managing the organization. As an auditor you need to understand and document only
those aspects that are relevant to the audit of the financial statements. Documents, files, and reports that are
not relevant to your audit need not be presented on a flowchart. For example, the same system that produces
sales invoices and a sales journal may also produce a report of sales by salesperson. An understanding of
this report may not be necessary to plan the audit.

.04 It is not necessary for you to understand how every copy of accounting documents may be used by
the client. When the client prepares numerous copies of a document, you are concerned only with those
relevant to the flow of transactions from initiation to inclusion in the financial statements.

Example: Jones Grocery
.05 Jones Grocery is an eight-store chain of independent grocery stores in Anytown. The accounts payable cycle is
described in the following paragraphs.
.06 When goods are received at each store, the store manager or another responsible employee counts and inspects
the goods and checks them against the packing slip. A copy is retained by the store manager and the original is forwarded
to the main store for processing.

.07 All vendor invoices are mailed directly to the main store, to the attention of Mrs. Jones. Her assistant matches
the invoices to the packing slips received from individual stores. He investigates any discrepancies between quantities
billed and quantities received, per the packing slips. He also follows up on any invoices received for which the store
manager has not forwarded the packing slip.
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.08 The invoices are coded and then entered into the accounts payable module of the company's accounting software
system. The invoices with attached packing slips are stored in a temporary file until they are paid.

.09 The computer system automatically updates the general ledger. It also produces two reports: an accounts payable
subledger and an accounts payable aging. When statements are received from the vendors, Mrs. Jones checks them
against the accounts payable subledger and investigates any differences. Periodically, she reconciles the accounts payable
subledger to the general ledger. The accounts payable aging is checked to make sure totals agree to the accounts payable
subledger.
.10 Mr. Jones writes the checks. There is a module in the software that links the accounts payable module to the
cash disbursements module and automatically prints checks, but this was too confusing to install. The volume ofchecks
is not that great, so the company prepares them manually.
.11 Vendors are paid by invoice, not by statement. Payments are made monthly. Mr. Jones uses the accounts payable
aging to determine which invoices should be paid. He marks these on the report and gives it to his secretary to prepare
the checks. The matched vendor invoices and receiving reports that have been stored in temporary files are attached to
the typed check for Mr. Jones' signature. Two check copies are retained: one is attached and filed with the invoice and a
second is filed numerically.
.12 Once the checks are signed, they are coded and entered into the cash disbursements module of the accounting
software package. The software updates the general ledger, the accounts payable subledger and aging, and produces a
cash disbursements report. It also produces a cash management report that may be used to estimate the future cash needs
of the business.
.13 Monthly, the cash disbursements report is used to reconcile the cash accounts to the bank statements.

The Flowchart
.14 The flowchart on the following page illustrates how an auditor might flowchart the accounts payable
system described in AAM section 4500.05 through .13. The following symbols have been used.
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AP-1
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Jones Grocery
Accounts Payable

CD-2
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.15 The flowchart should be read from the bottom to the top. The initiation of transactions and related
source documents are depicted at the bottom of the page. The processing is described as an upwards flow
until the information reaches the general ledger at the top of the page.
.16 Following the flowchart is a brief memo describing the controls that are documented on the flowchart.

Jones Grocery
Accounts Payable
Description

Control No.
AP-1

Store managers count and inspect goods received and compare to the packing slip.

AP-2

Packing slips are matched to vendor invoices and discrepancies are investigated.

AP-3

Accounts payable subledger is checked against monthly statements received from
vendors. Differences are investigated.

AP-4

Accounts payable subledger is reconciled to the general ledger

AP-5

Accounts payable aging is reconciled to accounts payable subledger
Accounts payable aging is used to determine which invoices to pay. Invoices and pack
ing slips are attached to checks ready for signature.

CD-1

Cash disbursements journal is used to reconcile cash balances to monthly bank state
ments.

CD-2

Analysis
.17 The flowchart on the preceding page includes only those documents, records, and processes that are
relevant to the audit of the financial statements. The narrative description of the system included in AAM
section 4500.05 through .13 included several items that are not relevant to the audit. These items are that—

.

•

Individual stores maintain a copy of the packing slip (AAM section 4500.06).

•

Invoices and packing slips are stored in a temporary file (AAM section 4500.08).

•

Two check copies are retained: one is attached and filed with the invoice and a second is filed
numerically (AAM section 4500.11).

•

The system generates a cash management report (AAM section 4500.12).

18

Because the above items are not relevant to the audit, they are not included on the flowchart.

. 19 The flowchart starts at the bottom of the page with the initiation of the transaction. In the case of the
cash disbursement, the transaction is initiated when Mr. Jones signs and mails the checks. Reviewing the
accounts payable aging and checking off invoices is not a transaction that has accounting significance. This
is a control activity that is described in narrative form. It is not depicted on the flowchart.
. 20 The flowchart depicts the direct flow of accounting information, from the initiation of the transaction
to the inclusion in the general ledger. Documents, reports, and processes outside of this direct flow need not
be documented.

[The next page is 4601.]
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AAM Section 4600
Assessing Control Risk Below
the Maximum
Introduction
.01

As described in AAM section 3125, you may choose one of two general audit strategies.

• A primarily substantive approach (however, see paragraph .03 below), where control risk is assessed
at or slightly below the maximum, or

•

An approach where control risk is assessed below the maximum.

. 02 Control risk should be assessed at the maximum (primarily substantive approach) for some or all
assertions if—
•

Controls are unlikely to pertain to an assertion.

•

Controls are unlikely to be effective.

•

It would not be efficient for you to obtain evidential matter to evaluate the effectiveness of controls.

.03 In entities where significant information is transmitted, processed, maintained, or accessed electroni
cally, the auditor may determine that it is not practical or possible to reduce detection risk to an acceptable
level by performing only substantive tests for one or more financial statement assertions. This is especially
the case when evidence of an entity's initiation, recording, or processing of financial data exists only in
electronic form. The competence of electronic evidence usually depends on the effectiveness of internal
control over its validity and completeness. (The term electronic evidence means information transmitted,
processed, maintained, or accessed by electronic means and used by an auditor to evaluate financial
statement assertions.) Without testing the internal control surrounding the electronic evidence, a lack of
credibility may not be recognized by the auditor. Therefore, when using electronic evidence, auditors need
to question the appropriateness of the approach of performing only substantive testing if ineffective controls
exist, or if assessed control risk is at the maximum level. Given the nature of electronic evidence, it usually
will be necessary to test the surrounding internal control (to gather evidence to support an assessed level of
control risk below the maximum) if that electronic evidence is significant in supporting an auditor's
conclusion regarding certain financial statement assertions. If the auditor concludes control risk must be
assessed at the maximum in such circumstances, or the evidence gathered through tests of controls and
substantive tests is insufficient, the auditor should qualify or disclaim an opinion because of the scope limitation.
Practice Tip
Read the AICPA's Auditing Procedure Study entitled The Information Technology Age: Evidential Matter in the
Electronic Environment for helpful and valuable guidance about the implications of electronic evidence on an
audit. Call the AICPA at (888) 777-7077 and ask for product number 021068.

You may choose to assess control risk at the maximum either for audit efficiency purposes or because of
ineffective controls. If you choose a primarily substantive audit because the controls are ineffective, you may
have additional concerns about the auditability of the entity and other questions. Assuming you are able to
overcome auditability concerns, you may respond by heightening the degree of professional skepticism,
assigning more experienced staff, and changing the nature, timing, and extent of substantive procedures.
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.04 Assessing control risk below the maximum involves—

•

Identifying specific controls relevant to specific assertions that are likely to prevent or detect material
misstatements in those assertions.

•

Designing and performing tests of controls to evaluate the effectiveness of such controls.

.05 Controls can have either a pervasive effect on many assertions or a specific effect on an individual
assertion, depending on the nature of the particular control component involved. The more direct the
relationship between the control and the assertion, the more effective that control may be in reducing control
risk for that assertion. For example, regular physical inventory count procedures are more likely to detect
and correct misstatements than management's monitoring of gross-profit percentages.
.06 Note that the choice of an audit strategy is done at the assertion level and is not a global strategy for
the entire audit. For some assertions, you may choose a primarily substantive approach; for other assertions,
you may plan to assess control risk below the maximum.

.07 Jones Grocery is a small chain of independent grocery stores in Anytown. Assume you have been the auditor
of Jones Grocery for several years. During that time you have helped Mr. and Mrs. Jones design and implement the
procedures used for the annual inventory count. The count itself is performed by an outside inventory count company
that specializes in taking inventory at grocery stores. The outside company is supervised by Jones Grocery employees.
Based on this knowledge of the controls for the physical inventory count, you may assess internal control risk below the
maximum for the existence assertion related to inventory.
.08 In the above example, the audit strategy was determined at the assertion level. The physical count
of inventory is a control directly related to the existence assertion. It has little relevance to the valuation
assertion and no relevance to the completeness assertion. Thus, you are able to modify tests related to the
existence assertion, for example, reducing the number of test counts or stores where inventory is observed.
Substantive audit procedures related to other assertions (for example, proper pricing) should not be
modified.

Performing Tests of Controls
.09 Tests of controls are directed toward the effectiveness of either—
•

The design of the control, or

•

The operation of the control.

. 10 Tests directed toward the effectiveness of the design of controls are concerned with whether the
control is suitably designed to prevent or detect material misstatements in specific financial statement
assertions. Tests to obtain such evidential matter ordinarily include—

•

Tests performed in previous audits.

•

Inquiries of appropriate personnel.

•

Inspection of documents and reports.

•

Observation of the application of specific controls.

. 11 Tests directed toward the effectiveness of the operation of a control are concerned with how the
control was applied, the consistency with which it was applied during the audit period, and by whom it was
applied. These tests ordinarily include—

•

Tests performed in previous audits.
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•

Inquiries of appropriate personnel.

•

Inspection of documents and reports indicating performance of the control.

•

Observation of the application of specific controls.

•

Reperformance of the application of the controls by the auditor.

. 12 For controls for which documentary evidence exists, you may choose to examine the documents. For
other controls (for example, segregation of duties) documentation may not exist. These controls often can be
tested only by inquiry and observation.
. 13 For example, you may decide to obtain evidence of the effectiveness of the design and operation of
an entity's budgetary control methods. You could make inquiries of management about what variations from
budget are investigated and the controls for reporting the reasons for these variances. Based solely on this
inquiry, you would generally assess control risk at the maximum.
. 14 The effectiveness of tests of controls may be increased by examining reports generated and asking
more detailed question (such as about whether personnel follow up on budgets or about the timeliness of
the investigations or the nature of the reports). By combining these inquiries with examination of written
explanations of variances, the auditor can determine the operating effectiveness of these controls. This
documentation may provide direct evidence for assessing the effectiveness of these controls in preventing
or correcting misstatements in the financial statements.
. 15 When performing tests of controls, caution is necessary. The tests cannot support an assessment of
control risk below the maximum unless they provide evidence to evaluate the effectiveness of design and
operation of controls. Accordingly you should consider that—

•

Evidence from prior audits may be affected by subsequent changes in internal control.

• Inquiry alone generally will not provide sufficient evidential matter to support a conclusion about
the effectiveness of a specific control.
•

Evidence from inquiry alone depends on the extent of the inquiries.

• Observation of employees in the performance of their duties may corroborate evidence obtained from
other sources, but pertains only to the point in time at which the observation was made.

•

Evidence from inspection of documents depends on the extensiveness of inspections made.

Evidence From Prior Audits
. 16 You can use evidence from prior audits to help support your assessment of control risk in the current
audit. To evaluate the use of such prior period evidential matter for the current audit, you should consider—

•

The significance of the assertion involved.

•

The specific controls that were evaluated during the prior audits.

•

The degree to which the effective design and operation of those controls were evaluated.

•

The results of the tests of controls used to make those evaluations.

• The evidential matter about design or operation that may result from substantive tests performed in
the current audit.
•

The time that has elapsed since the performance of the tests of controls.

.17 When using evidence from prior audits, you should consider that changes—either in the controls
themselves or in personnel—may have occurred subsequent to the prior audit. You should obtain current
AICPA Audit and Accounting Manual
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evidence about whether changes have occurred subsequent to the prior audit, as well as the nature and extent
of any changes. You should obtain evidential matter about changes in effectiveness of design and about
changes in operating effectiveness.

.18 When changes in internal control between audits are relatively minor, evidential matter obtained in
prior audits may provide assurance for the current audit. Conversely, changes may be so significant that
evidential matter obtained in prior audits may provide limited or no assurance for the current audit.
.19 You should also obtain evidence in the current audit about the continued operating effectiveness of
controls for which the design has remained unchanged. Decisions about the degree of assurance from prior
audit evidence and about additional evidential matter needed in the current audit are affected by adverse
conditions that may affect whether the controls are likely to continue to operate effectively, such as—

•

Changes in the nature of transactions being processed or increases in volume.

•

Changes in management attitudes or reduction of supervision.

•

High turnover of employees.

•

Increases in responsibilities or workloads of employees.

•

The effect of related controls that reinforce the continued effective operation of the controls, such as
the following:

— Documented procedures manuals.
— Close management supervision, including frequent communication and responsibility reporting.

— Computer general control activities.

.20 You should obtain evidence in the current audit about the operating effectiveness of changed
controls. If there are significant changes in design, prior evidence provides little, if any, assurance in the
current audit.

Computer Applications
.21 As described in AAM section 4200, your understanding of the control activities in the computerized
environment generally comprise a combination of the following:

•

User control activities

•

Programmed control activities and manual follow-up activities

•

Computer general control activities and manual follow-up activities

.22 User controls may provide evidence that the programmed control activities operate effectively, in
which case you may choose to understand and test the user controls. If these controls are designed and
operating effectively, these tests may support a lower control risk assessment.
.23 You might plan an audit strategy of testing programmed control activities and the related manual
follow-up. For example, you might use computer-assisted audit techniques, such as generalized audit
software or the processing of test data, to test the programmed control activities that produce an exception
report. These tests provide evidence about the design and operation of programmed control activities;
however, they do not provide evidence about the consistent application of the control activities. Evidence is
provided only about the point in time when they are performed. The use of computer-assisted audit
techniques expands the ability to analyze data, recognize patterns, and test the assertions contained in the
financial statements. However, evidence produced for the auditor by software may not be competent due to
the functionality of and processing used by the software. When used properly, computer-assisted audit
techniques enhance auditor efficiency and effectiveness.
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.24 If you test programmed control activities you also need to test the related manual follow-up activities,
for example the activities used to follow up on the items listed on an exception report. The effectiveness of
the control activities relates to both an accurate computer produced exception report and an effective manual
follow-up of the exceptions.
.25 The degree to which you may need to test programmed control activities depends on the effectiveness
of computer general control activities, especially the effectiveness of controls over the development of and
changes to programs.

[The next page is 4701.]
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AAM Section 4700
The Auditor’s Assessment of
Control Risk
.01 Most of the auditor's work in forming an opinion on financial statements consists of obtaining
and evaluating evidential matter concerning the assertions in such financial statements. SAS No. 31,
Evidential Matter, as amended by SAS No. 48 and SAS No. 80 (AU section 326), presents assertions as
representations by management that are embodied in financial statement components. In obtaining
evidential matter in support of financial statement assertions, the auditor develops specific audit
objectives in light of those assertions. There is not necessarily a one-to-one relationship between audit
objectives and audit procedures.

.02 Assertions are classified in SAS No. 31 (AU section 326), as amended, according to the following
broad categories:
•

Existence or occurrence. Reported assets and liabilities actually exist at the balance-sheet date, and
transactions reported in the income statement actually occurred during the period covered.

•

Completeness. All transactions and accounts that should be included in the financial statements are
included, and there are no undisclosed assets, liabilities, or transactions.

•

Rights and obligations. The entity owns and has clear title to assets and liabilities which are the
obligations of the entity.

•

Valuation or allocation. The assets and liabilities are valued properly and the revenues and expenses
are measured properly.

•

Presentation and disclosure. The assets, liabilities, revenues, and expenses are properly classified,
described, and disclosed in the financial statements.

. 03 SAS No. 55, Consideration of Internal Control in a Financial Statement Audit, as amended by SAS No.
78, Consideration of Internal Control in a Financial Statement Audit: An Amendment to SAS No. 55, and SAS
No. 94, The Effect of Information Technology on the Auditor's Consideration of Internal Control in a Financial
Statement Audit (AU section 319), states that the auditor should assess control risk in terms of assertions
for material components of the financial statements. Many practitioners may consider audit objectives that
relate to the assertions when assessing control risk. SAS No. 55 (AU section 319), as amended, does not
preclude or require any specific approach as long as control risk is ultimately assessed at the assertion level.
For example, an approach of identifying internal control policies and procedures and relating those to
significant audit objectives for account balances or transaction classes would be appropriate. Practice aids
for documenting the assessed level of control risk using this approach are illustrated in AAM section
4700.05-.10.
. 04 The following working papers are to be used to document the auditor's assessment of control risk.
They are to be completed when it is expected that control risk is to be assessed below maximum for certain
assertions. The working papers should be modified as needed and are not meant to cover all types of controls.
They are to initially be completed in the planning phase of the audit. Based on the results of tests of controls,
the auditor then determines whether the initial assessment of control risk is appropriate and documents their
conclusion.
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.05

ABC Company
Assessment of Control Risk
12/31/X6
Transaction Class or
Account Balance

Financial Statement Assertions

Rights/
Obligations

Valuation/
Allocation

Presentation/
Disclosure

1. Use of prenumbered shipping
documents.

N/A

N/A

N/A

2. Shipping documents matched
with prenumbered invoices.

N/A

N/A

N/A

Revenues

Existence/
Occurrence

Completeness

3. EDP functions segregated from
users.

4. Sales and accounts receivable
postings are reconciled.

N/A

N/A

5. Billing function segregated from
collection function.
6. Recording of sales journal and
subsidiary ledger segregated.
7. Monthly statements sent to
customers.

N/A

N/A

N/A
N/A

8. Invoices are reviewed and
verified.

N/A

N/A

N/A

9. Accounts receivable aging is
reviewed periodically.

N/A

N/A

N/A

Moderate

Low

N/A

Initial Assessment of Control Risk:

Moderate

Moderate

Tests of Controls—W/P Ref.:

Final Assessment of Control Risk:
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.06
ABC Company
Assessment of Control Risk
12/31/X6
Transaction Class or
Account Balance

Purchases

Financial Statement Assertions

Existence/
Occurrence

Completeness

Valuation/
Allocation

Presentation/
Disclosure

N/A

N/A

N/A

N/A

N/A

N/A

N/A

N/A

Rights/
Obligations

1. Use of purchase requisitions, pur
chase orders, receiving reports, and
matching with vendor invoices.

2. Cancellation of used
documents.

N/A

3. Use of prenumbered
documents.

N/A

4. Calculations and amounts are
verified.

N/A

5. Purchases recorded on a timely
basis.

N/A

N/A

N/A

N/A

N/A

N/A

N/A

6. Use of voucher or subsidiary
ledger.

7. Segregation of purchasing, cash
disbursement, and recording
functions.

8. Monthly reconciliation of subsidi
ary ledgers to control accounts.
Initial Assessment of Control Risk:

Moderate

Moderate

High

Low

Low

Tests of Controls—W/P Ref.:

Final Assessment of Control Risk:
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.07
ABC Company
Assessment of Control Risk
12/31/X6
Transaction Class or
Account Balance
Inventory

Financial Statement Assertions

Existence/
Occurrence

1. Inventory listing including pric
ing and amounts maintained.
2. Listing reconciled with general
ledger periodically.

Completeness

Rights/
Obligations

N/A

N/A

N/A

N/A

N/A

4. Supporting documents reconciled
with actual inventory received.

N/A

6. Requisition documents are re
quired for release of inventory.
Initial Assessment of Control Risk:

Presentation/
Disclosure

N/A

N/A

3. Listing reconciled with actual
count periodically.

5. Excess, slow moving, and obso
lete inventory is identified and
written off.

Valuation/
Allocation

Moderate

N/A

N/A

N/A

N/A

Low

Moderate

N/A

N/A

N/A
Low

Tests of Controls—W/P Ref.:

Final Assessment of Control Risk:
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.08

ABC Company
Assessment of Control Risk
12/31/X6
Transaction Class or
Account Balance

Financing

Financial Statement Assertions
Existence/
Occurrence

1. Account statements are
reviewed.

Completeness

Rights/
Obligations

Valuation/
Allocation

Presentation/
Disclosure

N/A

N/A

N/A

N/A

N/A

N/A

Moderate

High

2. Account statements are recon
ciled with the general ledger.

N/A

3. Investments are registered in the
name of the company and are
authorized by the owner.

N/A

N/A

Moderate

Moderate

Initial Assessment of Control Risk:

N/A

Low

Tests of Controls—W/P Ref.:
Final Assessment of Control Risk:
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.09
ABC Company
Assessment of Control Risk
12/31/X6
Transaction Class or
Account Balance
Property, Plant, and Equipment

Financial Statement Assertions

Existence/
Occurrence

1. Fixed asset acquisitions and
retirements are authorized by
the owner.

Completeness

Rights/
Obligations

N/A

3. Records are reconciled to the
general ledger periodically.

N/A

4. Impairment of fixed assets is
identified.

N/A

N/A

N/A

Moderate

Moderate

Moderate

N/A

Presentation/
Disclosure

N/A

N/A

2. Detailed fixed asset records with
accumulated depreciation are
maintained.

Initial Assessment of Control Risk:

Valuation/
Allocation

N/A

N/A

N/A
N/A

Low

Moderate

Tests of Controls—W/P Ref.:
Final Assessment of Control Risk:

AAM §4700.09

Copyright © 2000, American Institute of Certified Public Accountants, Inc.

32

4707

The Auditor's Assessment of Control Risk

8-96

.10

ABC Company
Assessment of Control Risk
12/31/X6
Transaction Class or
Account Balance
Payroll

Financial Statement Assertions

Existence/
Occurrence

1. Time cards or documents are ap
proved by appropriate personnel.

Completeness

Rights/
Obligations

Valuation/
Allocation

Presentation/
Disclosure

N/A

N/A

N/A

N/A

N/A

N/A

Moderate

Moderate

2. Segregation of timekeeping,
personnel, and payroll functions
exist.
3. Use of prenumbered payroll
checks exists and all checks are
accounted for.

N/A

N/A

4. Payroll checking account is
reconciled monthly.

N/A

N/A

5. Review and verification of
payroll calculations is performed.

N/A

N/A

6. Payroll is recorded on a timely
basis.

N/A

N/A

Initial Assessment of Control Risk:

Moderate

Low

N/A

Tests of Controls—W/P Ref.:

Final Assessment of Control Risk:
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AAM Section 5000
Audit Approach and Programs
The material included in these sections on audit approach and programs is
presented for illustrative purposes only. The comments, illustrative audit
objectives, and illustrative audit procedures are neither all-inclusive nor are they
prescribed minimums. The illustrative audit procedures are numbered merely to
organize the materials; those numbers are not intended to imply completeness or a
prescribed sequence. The nature, extent, and timing of the auditing procedures to
be applied on a particular engagement are a matter of professional judgment to be
determined by the auditor based on the specific facts and circumstances.
This manual is a nonauthoritative kit of practice aids. Accordingly, these sections
include minimal explanation and discussion of authoritative pronouncements.
Users of this manual are urged to refer directly to applicable authoritative
pronouncements when appropriate. Users should also note that this manual does
not deal with specialized industry problems; reference should be made to applicable
AICPA Audit and Accounting Guides.
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AAM Section 5100
Designing the Audit Program
.01 The objective of an audit is to express an opinion on whether financial statements present fairly in
all material respects, an entity's financial position, results of operations, and cash flows in conformity with
generally accepted accounting principles. This conclusion may be expressed only when the auditor has
formed such an opinion on the basis of an audit performed in accordance with generally accepted auditing
standards. The procedures that the auditor plans to use to gather evidence are outlined in an audit program.

.02 Since the audit program describes the evidence-gathering steps to be used in the audit, it should be
carefully designed. Designing an audit program involves three major considerations:
a.

Deciding what procedures to apply—the nature of audit tests

b.

Deciding when to apply the procedures—the timing of audit tests

c.

Deciding which items to apply the procedures to—the extent of audit tests

.03 Flowchart 1 presents an overview of the structure of the audit process. To design an audit program
that is efficient and effective, the auditor should—
a.

Identify the client's assertions regarding each material component of the financial statements.

b.

Consider the risk of material misstatement due to error or fraud, and illegal acts that have a direct
and material effect on the financial statements.1

c.

Establish specific audit objectives relating to the assertions in the financial statements.

d.

Determine the audit procedures to be performed to accomplish the audit objectives.

e.

Determine when to perform the audit procedures.

f.

Determine which of many items to apply audit procedures to.

.0 4 The six steps illustrated in flowchart 1 result in a determination of the nature, timing, and extent of
audit tests.

Financial Statement Assertions
.0 5 According to SAS No. 31, Evidential Matter, as amended by SAS No. 48 and SAS No. 80 (AU section
326), the independent auditor's work in forming an opinion on financial statements consists of obtaining and
evaluating evidential matter concerning the assertions in such financial statements. These assertions are
embodied in the account balance, transaction class, and disclosure components of financial statements and
are classified according to the following broad categories:
1 Auditing interpretation No. 1 of SAS No. 47, Audit Risk and Materiality in Conducting an Audit (AU section 9312.01-04), defines a
misstatement as something that causes the financial statements not to be in conformity with generally accepted accounting principles
(GAAP). Misstatements may consist of (1) difference between the amount, classification, or presentation of a reported financial
statement element, account, or item and the amount, classification, or presentation that would have been reported under GAAP, (2) the
omission of a financial statement element, account, or item, (3) a financial statement disclosure that is not presented in accordance with
GAAP, or (4) the omission of information required to be disclosed in accordance with GAAP.
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Flowchart 1
Audit Logic Process
Step

Identify client's
assertions
regarding each
material
component of the
financial
statements.

2

Consider the risk
of material
misstatement due
to error, fraud, or
illegal acts.

Establish specific
audit objectives
relating to the
assertions in the
financial
statements.

Given the audit
objective
determine the
specific audit
procedures to be
performed.

5

Determine when
to perform the
procedure.
(Timing)

Determine how
many items the
procedure should
be applied to.
(Extent)
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a. Existence or Occurrence. Reported assets and liabilities actually exist at the balance-sheet date, and
transactions reported in the income statement actually occurred during the period covered.
b.

Completeness. All transactions and accounts that should be included in the financial statements are
included, or there are no undisclosed assets, liabilities, or transactions.

c.

Rights and Obligations. The company owns and has clear title to assets and liabilities are obligations
of the company.

d. Valuation or Allocation. The assets and liabilities are valued properly, and the revenues and expenses
are measured properly.
e.

Presentation and Disclosure. The assets, liabilities, revenues, and expenses are properly classified,
described, and disclosed in the financial statements.

Developing Audit Objectives
.0 6 A misrepresentation of any of the five financial statement assertions could cause a material misstate
ment in the financial statements. The auditor should consider the risk of material misstatement for each
assertion in the financial statements, and then obtain evidence to support the financial statement assertions
to reduce the risk of material misstatement to an acceptably low level. To determine what type of evidence
to obtain, the auditor develops specific audit objectives related to each assertion.

.0 7 In determining audit objectives, the auditor should evaluate each of the five assertions as they relate
to the specific account balance or class of transactions being examined. For example, if the auditor is
attempting to gather evidence on the assertion of existence of inventory, the auditor's objective would be to
gather evidence that inventory included in the balance sheet physically existed at the date of the balance
sheet.

Figure 1
Relationship of Assertions and Objectives for Inventory

Financial Statement Assertion

___________Illustrative Audit Objectives___________

Existence or occurrence

—Inventories included in the balance sheet
physically exist.
—Inventory quantities include all products,
materials, and supplies on hand.
—Inventory quantities include all products,
materials, and supplies owned by the client that
are in transit or stored at outside locations.
—Inventory listings are accurately compiled and
the totals are properly included in the inventory
accounts.
—The entity has legal title or similar rights of
ownership to the inventory.
—Inventories are properly stated at cost (except
when market is lower).
—Inventories are properly classified in the balance
sheet as current assets.

Completeness

Right and obligations
Valuation or allocation

Presentation and disclosure

An example of the relationship between financial statement assertions and audit objectives is shown in
Figure 1.
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Audit Tests
.08 After the auditor has determined the audit objectives, the method of achieving the objectives should
be selected. Although these methods are referred to by various names such as audit procedures, audit
techniques, and audit tests, they represent the evidence-gathering methods auditors use. The basic require
ment for determining audit procedures, according to SAS No. 31, paragraph 13, as amended (AU section
326.13), is that:

The procedures adopted should be adequate to achieve the auditor's specific objectives and
reduce detection risk to a level acceptable to the auditor. The evidential matter obtained
should be sufficient for the auditor to form conclusions concerning the validity of the
individual assertions embodied in the components of financial statements.
.09 Some audit procedures can satisfy a combination of audit objectives for a given account balance or
class of transactions. For example, the auditor's observation of a physical inventory count can provide
evidence that inventories physically exist and that inventory quantities include all products, materials, and
supplies on hand.
.10 Audit tests or procedures can be classified or categorized in a variety of ways. The most common
classifications are by purpose of the test or by type of test.
Purpose of the Test

.11 According to SAS No. 55, Consideration of Internal Control in a Financial Statement Audit, as amended
by SAS No. 78 and SAS No. 94 (AU section 319), the purpose of performing audit tests are:
a. To evaluate the effectiveness of the design and operation of internal controls. These tests are referred
to as tests of controls.
b. To detect material misstatements in financial statement assertions. These tests are referred to as
substantive tests.

.12 Substantive tests are procedures applied to account balances or classes of transactions to determine
if there are material misstatements in the financial statements. The substantive test that the auditor performs
consists of tests of details of transactions and balances and analytical procedures. In assessing control risk,
the auditor also may use tests of details of transactions as tests of controls. The objective of tests of details of
transactions performed as substantive tests is to detect material misstatements in the financial statements.
The objective of tests of details of transactions as tests of controls is to evaluate whether controls operated
effectively. Although these objectives are different, both may be accomplished concurrently through per
formance of a test of details on the same transaction.
.13 If the control risk is assessed at less than the maximum level, the auditor should obtain sufficient
evidential matter to support that assessed level. The evidential matter that is sufficient to support a specific
assessed level of control risk is a matter of auditor judgment. The type of evidential matter obtained all bear
on the degree of assurance provided. Since the auditor's substantive testing is affected by the quality of the
controls, the auditor is concerned with whether the controls established are designed and operating
effectively. The role of tests of controls is to justify this assertion.

.14 The nature, timing, and extent of substantive tests are generally based on the assessment of inherent
risks, control risk, and other risk assessments made during the planning phase of the engagement. For
example, the higher the assessment of control risk, the more comprehensive the substantive tests should be.
If analytical procedures performed during the planning phase of the engagement suggest that some account
balances are unexpectedly high or low, the auditor may determine that those balances warrant more testing.
Tests' effectiveness can be modified by changing their nature (for example, tests of balances versus analytical
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procedures), timing (testing as of the balance-sheet date versus an interim date), or extent (testing 100 percent
versus sampling). Similarly, the auditor may be able to change the same factors to make audits more efficient.
While the main objective is to perform an effective audit, if alternative tests are equally effective, the auditor
should choose the most efficient one.

.15 Planning occurs throughout the engagement and as a result the auditor might have to reassess risk
as the engagement unfolds. For example, even if tests of controls indicated that an area had low risk and the
auditor planned substantive tests accordingly, information might come to the auditor's attention during the
audit that requires reassessment of the risk. Such information might include, for example, unexpected
deviations from control procedures, misstatements that the internal controls should have caught, or new
information about transactions or balances.
.16 The most effective and efficient audit strategy for a small business engagement, without a significant
electronic environment, generally is to assess the control risk at the maximum level (the greatest probability
that a material misstatement that could occur in an assertion will not be prevented or detected on a timely
basis by an entity's internal control). In this case, the auditor will use the knowledge obtained from the
understanding of internal control and the assessed level of control risk in designing substantive tests for
financial statement assertions. In situations where electronic evidence (i.e., information transmitted, proc
essed, maintained, or accessed by electronic means—for example, using a computer, scanner, sensor, or
magnetic media) will be significant in gaining competent evidential matter regarding financial statement
assertions, the ability to rely solely on substantive tests may not be present inasmuch as the competence of
electronic evidence depends on the effectiveness of internal control over its validity and completeness. This
is especially the case when evidence of an entity's initiation, recording, or processing of financial data exists
only in electronic form. In such circumstances, the auditor should perform tests of controls to gather evidence
to support an assessed level of control risk below the maximum for affected assertions. If the auditor
concludes control risk must be assessed at the maximum in such circumstances, or the evidence gathered
through tests of controls and substantive tests is insufficient, the auditor should qualify or disclaim an
opinion because of the resulting scope limitation.

Type of Test
.17 Auditors perform four types of tests:
a. Analytical procedures
b.

Inquiry and observation

c.

Tests of transactions

d. Tests of balances
The relationship of audit tests by purpose to audit tests by type is shown in figure 2.

Analytical Procedures
.18 Analytical procedures are tests applied to the total recorded amounts and are based on the existence
of plausible and consistent relationships among financial statement elements or between financial and
nonfinancial amounts. Analytical procedures are used for the following purposes:
a. To assist the auditor in planning the nature, timing, and extent of other auditing procedures.
b. As a substantive test to obtain evidential matter about particular assertions related to account
balances or classes of transactions.

c.

As an overall review of the financial information in the final review stage of the audit.

AICPA Audit and Accounting Manual

AAM §5100.18

5106

Audit Approach and Programs

50

10-01

.19 Analytical procedures can be effective:

•

For certain types of assertions (for example, the completeness assertion, which cannot be tested
directly using a test of balances on recorded amounts).

•

When the relationships between amounts are very predictable.

•

When the data used to develop expectations based on the relationship are reliable.

•

When relatively precise expectations can be developed.

.20 Analytical procedures can provide evidence supporting financial statement assertions and, thus, can
be used as substantive tests. Because analytical procedures are often the least expensive tests, they should
be used whenever practical.
.21 SAS No. 56, Analytical Procedures (AU section 329), describes analytical procedures as follows:

Analytical procedures involve comparisons of recorded amounts, or ratios developed from
recorded amounts, to expectations developed by the auditor. The auditor develops such
expectations by identifying and using plausible relationships that are reasonably expected
to exist based on the auditor's understanding of the client and of the industry in which the
client operates. Following are examples of sources of information for developing expecta
tions:
a.

Financial information for comparable prior period(s) giving consideration to known
changes.

b.

Anticipated results—for example, budgets, or forecasts including extrapolations from in
terim or annual data.

c.

Relationships among elements of financial information within the period.

d.

Information regarding the industry in which the client operates—for example, cost of funds
information.

e.

Relationships of the financial information with relevant nonfinancial information.

.22 Whenever analytical procedures are applied as substantive tests, the auditor must apply the follow
ing procedures:
a. Consider whether the relationship is plausible and predictable.
b. Consider whether the data used for the comparison is reliable.

c. Consider whether the account balance tested is consistent with the auditor's expectations. If it is not
consistent, obtain the client's explanation for the variance and get evidence to corroborate the client's
explanation.
.23 SAS No. 56 (AU section 329) also requires that analytical procedures be performed at the planning
and final review stages of the audit.
Inquiry and Observation

.24 Testing of controls that leave no audit trail of documentary evidence is usually tested by inquiry and
observation. Auditors make inquiries of different individuals and conduct observation tests to determine
who performs a particular activity or how or when the activity is done. For example, the auditor may ask
different individuals about who posts to the receivables ledger, the auditor may observe who prepares the
bank reconciliation, or the auditor may observe when cash is deposited in the bank. Typically, inquiry alone
is not sufficient evidence of effective operation of controls.
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.25 Inquiry and observation can also be used as substantive tests. For example, an audit procedure such
as observation of a physical asset to determine that it exists is a substantive test relating to the existence
assertion. Likewise, inquiries regarding subsequent events would be a substantive test because they provide
evidence regarding the adequacy of disclosures in the financial statements.
Matrix of Audit Tests by Purpose and Type_________________________________________ Figure 2

Purpose of Test

Substantive
Test

Test of
Controls

Analytical
Procedures

Yes
Example A

No

Inquiry and
Observation

Yes
Example H

Yes
Examples B, C, I

Tests of Transactions

Yes
Example D

Yes
Examples E, F

Tests of Balances

Yes
Examples G, H

No

Type of
Test

Examples:

A—Comparison of this year's expenses with last year's expenses giving consideration to known changes
B—Observation by auditor that cash is deposited daily by a specific clerk
C—Inquiry by auditor about who deposits cash and how often
D—Examination of invoices to support additions (specific transactions) to fixed assets account during year

E—Examine sales invoices to see if initials of credit manager are there to indicate a credit file and credit
approval (Inspection Test)
F—Vouch from sales invoices to credit files to see if customer has a credit file and has been approved for
credit (Reperformance Test)

G—Confirmation of year-end balances in accounts receivable
H—Observation of the existence of a building

I—Extended walk-through of an application

Tests of Transactions
.26 Tests of transactions consist of the examination of the documents and accounting records involved
in the processing of specific transactions. Such procedures can accomplish both testing of controls and
substantive testing and are sometimes used concurrently.

.27 Tests of controls are accomplished when the auditor examines transaction documentation to deter
mine if controls have been applied as prescribed. Tests of transactions as tests of controls can be classified as
either inspection tests or reperformance tests. If the auditor examines documentation, the tests of controls
are classified as an inspection test. Alternatively, if the auditor repeats controls performed by the client, the
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tests of controls are classified as reperformance tests. For example, a control may require employees to match
vendors' invoices with purchase orders and receiving reports and then initial the invoices to indicate that
the procedure was performed. If the auditor tests the control by examining invoices for initials, the test is an
inspection test. If the auditor tests the control by comparing vendors' invoices with purchase orders and
receiving reports, the test is a reperformance test. Reperformance tests may also take the form of simulated
processing, or processing of test data. Regardless of whether the auditor tests by inspection or reperformance,
the test of control is a test of transactions.
.28 The substantive objective of tests of transactions is accomplished when the auditor examines
transaction documentation to determine if dollar errors exist in a balance. For example, if the auditor
examines documentation supporting individual charges (debits) to an equipment account to determine that
the account balance is fairly stated, the test is classified as a substantive test of transactions.

Tests of Balances
.29 Tests of balances are procedures applied to the individual items that compose an account balance or
class of transactions. The tests involve confirmation, inspection, or observation procedures to provide
evidence about the recorded amount. Tests of balances are substantive tests designed to identify misstate
ments by a direct test of the ending balance rather than by testing the transactions that make up that balance.
.30 Substantive tests of transactions and tests of balances are interrelated in that each class of transactions
affects a related account balance. Since financial statement amounts are the accumulation of transactions, an
auditor may test the transactions that enter the account (that is, the debits and credits), the account balance
itself (that is, the ending balance), or both.

Linking Audit Procedures to Objectives
.31 To design an audit program, the audit should select audit procedures that achieve specific audit
objectives developed from the five broad assertions for each material account balance in the financial
statements.

.32 In selecting audit procedures to achieve the audit objectives developed, an auditor considers the
following, according to SAS No. 31, as amended:

a. The risk of material misstatement of the financial statements including the assessed levels of control
risk.
b. The expected efficiency and effectiveness of possible audit procedures.

c.

The nature and materiality of the items being tested.

d. The kinds and competence of available evidential matter.

e.

The nature of the audit objective to be achieved.

The Completeness Assertion
.33 SAS No. 31, paragraph 5, as amended (AU section 326.05), discusses the completeness assertion:
Assertions about completeness address whether all transactions and accounts that should
be presented in the financial statements are so included. For example, management asserts
that all purchases of goods and services are recorded and are included in the financial
statements. Similarly, management asserts that notes payable in the balance sheet include
all such obligations of the entity.
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.34 Substantive tests that provide assurance regarding the completeness assertion are those that provide
evidence about whether all transactions have been captured by the client's accounting system and are
included in the financial statements.
.35 Gathering evidence about whether all transactions have been recorded is one of the most difficult
audit objectives to achieve. Evidence of completeness can be even more difficult to obtain when a client does
not have good internal control or has only an informal record-keeping system. Because these two charac
teristics often apply to small business, satisfying the completeness objective can be difficult for the auditor
in a small business engagement.
.36 Completeness relates to whether all items have been included in the financial statements. The
completeness assertion is violated if a transaction or account is omitted from the financial statements. If a
transaction is merely recorded in the wrong account, there is no violation of the completeness assertion since
the transaction is still recorded in the financial statements. In such a situation, the accounts are not incorrect
because of a completeness error; rather, they are incorrect because of a classification error. A classification
error is a violation of the presentation and disclosure assertion.

.37 For many accounts, the completeness assertion is the most difficult to test. The difficulty arises
because the auditor must gather evidence about potential unrecorded items. Sources of audit evidence
regarding unrecorded items often are not readily available.
Lack of Evidence

.38 To give an unqualified opinion, the auditor must gather sufficient, competent evidential matter to
reduce the level of audit risk to an appropriately low level. SAS No. 31, paragraph 23, (AU section 326.25)
as amended, provides the following guidance when the auditor is unable to gather sufficient evidence to be
satisfied regarding the completeness assertion:

To the extent the auditor remains in substantial doubt about any assertion of material
significance, he must refrain from forming an opinion until he has obtained sufficient
competent evidential matter to remove such substantial doubt, or he must express a
qualified opinion or a disclaimer of opinion.
.39 SAS No. 1, section 110, Responsibilities and Functions of the Independent Auditor (AU section 110.02),
states:
The auditor has a responsibility to plan and perform the audit to obtain reasonable assurance
about whether the financial statements are free of material misstatement, whether caused
by error or fraud. Because of the nature of audit evidence and the characteristics of fraud,
the auditor is able to obtain reasonable, but not absolute, assurance that material misstate
ments are detected. The auditor has no responsibility to plan and perform the audit to obtain
reasonable assurance that misstatements, whether caused by errors or fraud, that are not
material to the financial statements are detected.

.40 SAS No. 31, as amended, requires the auditor to obtain evidence concerning inclusion in the financial
statements of all types of transactions that the auditor has reason to believe has occurred based on the
auditor's knowledge of the client and the industry in which it operates. Utilizing professional skepticism
while performing the audit, the auditor should question transactions that are peculiar to the client or industry
as well as question the lack of specific types of transactions.
.41 Practitioners sometimes accept management representations as sufficient audit evidence when
completeness of recorded transactions cannot be substantiated. Management representations are part of the
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evidential matter the auditor gathers, but they should not be used as a substitute for the performance of those
procedures considered necessary to form an opinion on the financial statements. An auditor cannot rely on
management representations alone as sufficient audit evidence to substantiate the completeness of account
balances and classes of transactions. Obtaining such representations complements but does not replace other
auditing procedures that the auditor should perform. [See Auditing Interpretation No. 3 of SAS No. 31, "The
Auditor's Consideration of the Completeness Assertion" (AU section 9326.18-.21).] When an auditor is
unable to form an opinion, even though representations from the management have been received, there is
a limitation on the scope of the audit that precludes the auditor from issuing an unqualified opinion (SAS
No. 85, Management Representations, paragraph 14 [AU section 333.14]).

Controls for Completeness
.42 Controls for completeness are designed (1) to count or otherwise identify transactions executed by
the entity and (2) to provide reasonable assurance that all transactions have been accurately recorded by the
accounting system. For example, completeness controls over purchases can include reconciliation of all
pre-numbered receiving reports that are missing, not recorded, or not otherwise accounted for. Many
auditors prefer to rely on controls gathering evidence of completeness since extensive substantive tests for
completeness may be more difficult to design than those for other SAS No. 31 assertions.
.43 If the auditor desires to assess control risk at less than the maximum level, tests of controls should
be performed to determine that the controls are working as prescribed to make that control risk assessment.
Once the control risk is assessed at less than maximum, the auditor may restrict substantive procedures
designed to obtain evidential matter regarding the completeness assertion. Taken alone, the assessed level
of control risk, ordinarily, is not sufficiently low to eliminate the need to perform any substantive tests. In
addition, small businesses often lack segregation of duties, which usually prevents the auditor from assessing
control risk at a low level. As a result, it is necessary to perform substantive tests of the completeness assertion.

Substantive Tests
.44 Many substantive tests are of limited usefulness in detecting errors of omission because they are
usually applied to recorded amounts. Unrecorded transactions are not included in the account balances or
classes of transactions to which the auditor applies substantive tests.
.45 Of all the financial statement assertions, only completeness involves consideration of whether there
are material amounts that are not included in the account balance or class of transactions being tested.
Therefore, substantive tests of the completeness assertion differ somewhat from substantive tests of other
financial statement assertions. The difference is highlighted by the following excerpt from SAS No. 31,
paragraph 11, as amended (AU section 326.11):

In designing substantive tests to achieve an objective related to the assertion of existence or
occurrence, the auditor selects from items contained in a financial statement amount and
searches for relevant evidential matter. On the other hand, in designing procedures to
achieve an objective related to the assertion of completeness, the auditor selects from
evidential matter indicating that an item should be included in the relevant financial
statement amount and investigates whether that item is so included.
.46 Substantive tests can be designed to provide evidential matter to support a conclusion that specific
account balances are not misstated by amounts that would cause the financial statements, taken as a whole,
to be materially misstated because of unrecorded transactions.

.47 Important sources of evidential matter for completeness include source documents, such as order
logs, shipping and receiving documents, and checks. One common test of completeness involves tracing
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amounts from source documents to amounts recorded in the accounting records. For example, the auditor
may vouch selected cash disbursements after the end of the audit period to test the completeness of amounts
recorded as accounts payable at the balance-sheet date. Other substantive procedures that provide evidence
concerning the completeness of financial statement account balances include the following:
a. Sales-and-purchases cutoff procedures that include tracing shipping and receiving documents
processed after the audit period to accounting records for the proper period.
b. Analytical procedures in which the auditor investigates relationships among data that indicate a
financial statement account or balance may be understated. For example, the auditor may obtain
evidence that all interest-bearing debt is recorded by examining the relationship between recorded
interest expense and the average balance of interest-bearing debt outstanding for the period.
Disproportionate relationships based on the auditor's knowledge of interest rates should be investi
gated. Other examples include: a comparison of investment income to average investments for the
period to test whether income earned on investments is recorded; the relationship of average pay
times number of employees to payroll expense to substantiate that salaries are recorded; and the
relationship of membership fee revenue to the number of members of an organization.

c.

Confirmations of balances or transactions designed to identify unrecorded amounts, such as accounts
payable confirmations that request the creditor to specify the amount of the client's obligation.

d. Tests of bank reconciliations, including examination of checks clearing the bank after the audit period
to identify cash disbursements processed but not recorded or inappropriately recorded in the
subsequent period.
e.

Reading the minutes of the meetings (of the) board of directors and stockholders and tracing
transactions authorized in the minutes to amounts recorded in the accounting records.

f.

Overall reconciliations using financial and nonfinancial data, such as "proofs" of cash and sales.

[The next page is 5201.]
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AAM Section 5200
Timing of Substantive Audit Tests
.01 During the planning stage of the audit, the auditor should consider when to apply audit tests. The
determination of whether substantive tests can or should be applied prior to year-end is usually based on
practical considerations. In making that determination, the auditor evaluates the benefits of performing a
substantive test prior to year-end against the potential costs of performing such interim work.

.02 For example, the auditor considers whether the benefits of easing pressures caused by a tight year-end
reporting deadline outweigh the cost of gathering additional audit evidence necessitated by the use of a less
effective test at an interim date.
.03 Substantive tests can be divided into two categories: those that can generally be applied at an interim
date and those that may be efficient at an interim date only if certain conditions are met.

.04 If substantive testing is performed at an interim date, roll-forward work should be performed to
provide evidence relating to the account balances at the balance-sheet date. In addition, if balances are tested
at an interim date, the auditor should:
•

Consider whether there are rapidly changing economic conditions that might predispose manage
ment to misstate the financial statements in the period after the date tested,

•

Compare information concerning the balance at the balance-sheet date with comparable information
at the interim date tested to identify unusual amounts,

•

Apply additional tests of balances or analytical procedures to provide a reasonable basis for
extending the conclusions about the balance at the interim date to the balance at the balance-sheet
date, and

•

Consider coordinating the tests of interrelated accounts and cutoffs.

Generally balances are tested as of an interim date only when control risk for the related assertions is assessed
at below the maximum.

Substantive Tests That Can Generally Be Applied at an Interim Date
. 05 Some substantive tests can generally be performed through any date prior to year-end and still be
efficient and effective tests. Substantive tests that fall into this category are tests that apply to data readily
available prior to year-end. Such tests include:
a. Substantive tests of transactions to support balance sheet accounts (for example, supporting the
details of additions and retirements to a fixed asset account)

b. Substantive tests of transactions to support income statement accounts (for example, reviewing all
charges over a certain dollar amount to the repairs-and-maintenance account)

c. Analytical procedures that include calculations on an interim basis (for example, comparing actual
and budgeted expenses for each month)
.06 In each of these tests, the auditor reviews information that is already available at an interim date.
Even if these tests were done at year-end, the same information would be needed and the same procedure
performed. Thus, these tests generally can be efficient when performed at an interim date.
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.07 For example, auditors frequently support those balance sheet accounts with low activity, such as
fixed assets, by analyzing the transactions within the account during the year. Consequently, for property,
plant, and equipment the auditor can audit the account by analyzing material additions and retirements
rather than by testing the ending balance. To support additions the auditor may vouch material additions
to invoices. Vouching such invoices may be performed before year-end without reducing the efficiency or
effectiveness of the test. At year-end, the auditor still may have to vouch invoices from the interim date to
year-end. However, these invoices would have to be vouched regardless of whether the interim work was
performed.

Conditional Substantive Tests
.08 Other substantive tests may be efficient when applied prior to year-end only if certain conditions are
met. Generally, such substantive tests should only be applied prior to year-end if substantive tests for the
remaining period from the interim date to year-end can be restricted.
.09 SAS No. 45, Omnibus Statement on Auditing Standards—1983, "Substantive Tests Prior to the Balance
Sheet Date" (AU section 313), describes several factors that should be considered before applying substantive
tests to details of balance sheet accounts at interim dates. Those factors relate to the ability to control the
additional risk of not detecting errors that may exist at the balance-sheet date when the balance is tested at
an interim date. Factors described include:
a. Whether the effectiveness of the tests will be impaired because of the auditor's assessment of the
control risk

b. Whether rapidly changing business conditions or circumstances might predispose management to
misstate the financial statements between an interim date and year-end

c.

Whether the year-end balances of the particular balance sheet accounts that might be selected for
interim testing, are reasonably predictable with respect to amount, relative significance, and compo
sition

.1 0 In many small business engagements, the cost of bringing the additional risk to an acceptably low
level is too great. SAS No. 45 notes that "applying substantive tests ... at an interim date may not be
cost-effective if substantive tests to cover the remaining period cannot be restricted due to the assessment of
control risk." In the case of a small business with limited segregation of duties, these substantive tests are
generally not performed at an interim date because to do so would be inefficient. For example, in a small
business engagement, the auditor generally audits cash, accounts receivable, inventory, and accounts
payable at year-end.

[The next page is 5301.]
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AAM Section 5300
Extent of Testing
.0 1 Once an auditor decides what audit procedures to apply (the nature of the tests) and when to apply
them (the timing of the tests), a decision must be made about how many items to apply the procedures
to—that is, the extent of testing.

Authoritative Standards
.0 2 SAS No. 39, Audit Sampling (AU section 350), addresses a variety of issues relating to the auditor's
use of sampling in an audit engagement. However, SAS No. 39 does not always apply when the auditor is
examining less than 100 percent of a population. The AICPA Audit Guide Audit Sampling presents recom
mendations on the application of generally accepted auditing standards to audits involving the use of audit
sampling methods, and provides guidance to help auditors apply audit sampling in accordance with SAS
No. 39.

When SAS No. 39 Applies
.0 3 Audit sampling is only one of many tools used by auditors to obtain sufficient, competent evidential
matter to support an opinion on financial statements. SAS No. 39 discusses design, selection, and evaluation
considerations to be applied by the auditor when using audit sampling. As a general rule, audit sampling
can be used—

a.

In tests of controls in internal control to evaluate operating effectiveness from prescribed controls.

b. In substantive tests of details of account balances and classes of transactions.

c.

In dual-purpose tests that assess control risk and test whether the monetary amount of a transaction
is correct.

.04 The portion of SAS No. 39 pertaining to tests of controls applies when sampling techniques are used
to assess control risk. The portion pertaining to substantive tests apply when sampling techniques are used
to test details of transactions or balances.

.05 According to SAS No. 39, sampling occurs when the auditor tests less than 100 percent of a population
for the purpose of evaluating some characteristic of an account balance or class of transactions. SAS No. 39
applies to tests of controls when such tests are performed and to tests of balances when sampling populations
are material. The extent to which sampling is used in an audit depends on the size of the client and the nature
of the client's internal control. Also, if the sampling populations are small, it is usually more efficient to audit
individually significant items and obtain audit assurance about the remaining balance through analytical
procedures than to perform audit sampling. As the size and sophistication of the client's internal control
increases, the auditor is more likely to use audit sampling to perform tests of controls and tests of balances.
.06 In determining whether SAS No. 39 is applicable to circumstances in which an auditor examines less
than 100 percent of the items making up an account balance or class of transactions, the auditor should
consider the purpose of the test. If the auditor intends to project the test results to the entire account balance
or class of transactions for the purpose of evaluating a characteristic of the balance or class, the guidance in
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SAS No. 39 should be followed. For example, if the auditor intends to examine selected sales invoices to draw
a conclusion about whether sales are overstated, audit sampling as described in SAS No. 39 should be applied
because the auditor intends to draw a conclusion about all sales. On the other hand, if the auditor selects
several large sales invoices for certain audit tests and then applies analytical procedures to the remaining
invoices, the auditor is not sampling according to SAS No. 39—the examination of the large items is not
intended to lead the auditor to a conclusion about the other items. In that case, any conclusion about whether
sales are overstated would be based on the combined results of the test of large sales invoices, inquiry and
observations, analytical procedures, and other auditing procedures performed related to overstatement of
sales.
.07 The auditor should remember that the way in which the population is defined can determine whether
the requirements of SAS No. 39 apply. The auditor might choose to divide a single reporting line on the
financial statements into several populations. For example, accounts receivable might be divided into
wholesale receivables, retail receivables, and employee receivables. Each of these populations can be tested
using a different audit strategy—some using audit sampling and others not. The sampling concepts in SAS
No. 39 apply only to populations for which audit sampling is used. Use of audit sampling on one population
does not mandate its use on remaining populations.

Authoritative Guidance About the Application of Audit Sampling to
Substantive Tests Provided by SAS No. 39
.08 SAS No. 39 contains the following provisions regarding sampling in connection with substantive
testing.

a. The concept that some items exist for which, in the auditor's judgment, acceptance of some sampling
risk is not justified, and that these should be examined 100 percent (paragraph 21 [AU section 350.21]).
This simply reminds the auditor that some of the items encountered in an examination of financial
statements may be so significant individually or may have such a high likelihood of being in error
or misstated that all such items should be examined.
b. The suggestion that the efficiency of a sample may be improved by separating items subject to
sampling into relatively homogeneous groups based on some characteristic (paragraph 22 [AU
section 350.22]). This indicates that audit efficiency can sometimes be improved by, for example,
stratifying or segregating the items constituting a balance or class of transactions into groups based
on individual dollar value or some other characteristic.

c.

A requirement that the auditor consider tolerable misstatement in planning audit sampling applica
tions in the examination of account balances and classes of transactions (paragraph 18 [AU section
350.18]). This asks the auditor to consider, in the early stages of an audit, how much misstatement
the auditor will be able to tolerate for each balance and class of transactions that is sampled, in
combination with misstatements in other accounts, and still render an unqualified opinion on the
financial statements. SAS No. 39 asks the auditor to consider tolerable misstatement and to recognize
that it is one of the factors influencing sample size. There is no requirement to document or quantify
tolerable misstatement.

d. A requirement that the auditor select a sample that can be expected to be representative of the
population (paragraph 24 [AU section 350.24]). Simply put, this means that each item in the
population being sampled should have a chance of being selected, not necessarily an equal chance of
being selected. This does not mean that the auditor is required to use a random or probability sample.
e.

A requirement that the auditor consider selected sample items to which the auditor is unable to apply
planned audit procedures to determine their effect on the evaluation of the sample (paragraph 25
[AU section 350.25]). For example, sometimes the auditor may not be able to apply planned audit
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procedures to selected sample items because supporting documentation may be missing. If the
auditor's evaluation of the sample results would not be altered by considering those unexamined
items to be misstated, it is not necessary to examine the items. However, if considering those
unexamined items to be misstated would lead to a conclusion that the balance or class contains
material misstatement, the auditor should consider alternative procedures that would provide
sufficient evidence to form a conclusion.
f.

A requirement that the auditor project the misstatement results of the sample to the items from which
the sample was selected (paragraph 26 [AU section 350.26]). Since the sample is expected to be
representative of the population from which it was selected, misstatements found are also expected
to be representative of the population. This merely asks the auditor to measure the likely misstate
ment in the population from which the sample was drawn and to consider it in reaching conclusions.

g. A requirement that the auditor consider, in the aggregate, projected misstatement results for all audit
sampling applications and all known misstatements from nonsampling applications, along with
other relevant audit evidence, when evaluating whether the financial statements taken as a whole
may be materially misstated (paragraph 30 [AU section 350.30]).

Documentation Requirements in SAS No. 39
.09 SAS No. 39 contains no specific documentation requirements. However, the documentation stand
ards set forth in the Statements on Auditing Standards dealing with documentation apply to audit sampling
applications just as they apply to other auditing procedures. For example, SAS No. 22, Planning and
Supervision (AU section 311), states that the auditor should prepare a written audit program and SAS No. 41,
Working Papers (AU section 339), requires the auditor to prepare working papers recording the work that the
auditor has done and the conclusions that the auditor has reached concerning significant matters. Thus, with
regard to audit sampling applications, the audit program might document such items as the objectives of
the sampling application and the audit procedures related to those objectives. Examples of items that the
auditor typically documents for tests of controls are discussed in AAM section 5300.25. Examples of items
that the auditor typically documents for substantive tests are discussed in AAM section 5300.55.

Determining Extent of Testing in a Small Business Without Sampling
.10 Small businesses have certain characteristics that may influence the auditor's decision to use audit
sampling.
.11 For substantive testing, small businesses frequently have small populations of accounting data in
both account balances and classes of transactions. Consequently, sampling may not be as useful since there
may be large populations of data.

.12 SAS No. 39, paragraph 1 (AU section 350.01), defines audit sampling: "The application of an audit
procedure to less than 100 percent of the items within an account balance or class of transactions for the
purpose of evaluating some characteristic of the balance or class." This definition allows some alternative
approaches to sampling to determine the extent of testing in a small business engagement. These alternatives,
by not using audit sampling and thus eliminating the requirements of SAS No. 39, may provide a more
effective and efficient audit approach for a small business engagement.
.13

These alternative approaches include:

a.

Procedures applied to 100 percent of a certain group (strata) of transactions or balances.

b.

Testing unusual items without applying procedures to the remainder of the population.
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Other tests that involve application of procedures to less than 100 percent of the items in the
population without drawing a conclusion about the entire account or class of transactions.

.1 4 The auditor should decide what audit procedures to perform to meet the established audit objectives.
Once this decision is made, the auditor needs to determine the extent of testing.

.1 5 An effective and efficient approach to determining the extent of testing in a small business engage
ment is shown in flowchart 1. This approach involves four important steps.

Identification of Individual Items to Be Examined
.1 6 An auditor should apply professional judgment in determining which individual items in an account
balance or class of transactions need to be examined. In evaluating individual items, the auditor should
consider factors such as size of the item, whether the item is unusual, prior experience with the client, and
whether the item involves a related party.

.17 For example, consider the following information for accounts receivable of a small business.
Number of
Accounts

Balances

Total
Accounts

4
7
62

$100,000 or more
$25,000-99,999
$1-24,999

$ 625,000
375,000
300,000

73

$1,300,000

In this case, if the eleven largest accounts are confirmed by the auditor, most of the accounts receivable
balance is supported ($1,000,000 out of $1,300,000, or 77 percent). Also, the auditor may decide to confirm
the receivables that have unusual characteristics (for example, receivables with either large credit balances
or those that are very delinquent).
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Flowchart 1
An Audit Sampling Approach for a Small Business

Step

Given the audit
objective,
determine the
specific audit
procedures to be
performed.

1

Identify individual
items to be
examined.

extent of
evidential matter
obtained from
examining
individual items
sufficient?

Yes

2

No

Consider the
contribution of
other procedures.

3

No

Yes

4

Accept evidence
as sufficient.
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Is Extent of Evidential Matter Obtained Sufficient?
.18 Some factors in evaluating the sufficiency of evidential matter obtained in tests of details for a
particular account balance or class of transactions are:
a.

The individual importance of the items examined. If the items examined, account for a high
percentage of the total population, then the auditor may be reasonably assured that there is an
acceptably low risk of an undetected misstatement.

b. The nature and cause of misstatements. If during the course of the audit, misstatements are discov
ered, those misstatements should be evaluated to determine if they are due to differences in principle
or in application, are errors or fraud or are due to misunderstanding of instructions or carelessness.
c.

Possible relationship of the misstatement to other phases of the audit. If it is determined that the
misstatement is due to fraud this would require a broader consideration of the possible implications
than would the discovery of an error.

d. The characteristics of the sample to the population. The auditor may obtain some knowledge of the
types of items in the population if the characteristics in the sample are similar in nature and the same
controls are followed for processing the transactions.
.1 9 If an auditor has examined a substantial number of individual amounts and found no evidence of
problems from the other procedures performed—and the remaining population totals less than an amount
that would be material to the financial statements—there is often no need to sample the remaining
population. Otherwise, the auditor should extend tests to the remaining population unless an alternative
approach can be justified.

Consider Contribution of Other Procedures
.2 0 The auditor should also consider whether other evidence obtained contributes to conclusions
regarding the account balance or class of transactions. The auditor often considers the contribution of other
procedures at the same time the extent of evidential matter obtained from examining individual items is
considered.
.2 1 The auditor may use a combination of analytical procedures and substantive tests of details to
support an opinion on the financial statements. In deciding whether other audit procedures make a
contribution, the auditor should consider whether they support the audit objectives in the area, whether they
indicate potential problems, and whether the evidence is consistent with the previous evidence obtained.
.2 2 In considering the contribution of other procedures, the auditor should use professional judgment
in determining whether an unqualified opinion can be given without performing additional tests in the form
of audit sampling.

Evaluation of Sufficiency of Evidence
.2 3 There are three factors that the auditor may consider in evaluating the sufficiency of audit evidence
obtained from examining individual items and contributed by other procedures, and in determining whether
the remaining items in the population should be tested.

.2 4 First, the auditor should consider whether the dollar amount of the remaining population is equal to
or greater than an amount that would be material to the financial statements. If the remaining population is
less than material, the auditor may decide that no additional testing by sampling is necessary. Second, the
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auditor should consider the degree of risk involved (that is, how susceptible the account is to misstatement,
and whether there have been problems with this area in prior audits). Third, the auditor should consider the
sufficiency of all the audit evidence obtained so far (the extent of evidential matter obtained by testing
individual items along with the contribution of other procedures).

Audit Sampling for Tests of Controls
.25 SAS No. 39 indicates that an auditor may use nonstatistical or statistical sampling in performing tests
of controls. This section provides guidance for both approaches. Regardless of whether nonstatistical or
statistical sampling is being used, audit sampling for tests of controls involves the following steps:
a.

Determine the objective of the test. The objective of tests of controls is to provide evidence about the
operating effectiveness and design of controls. Audit sampling for tests of controls is generally
appropriate when application of the control leaves documentary evidence of performance.
Normally, audit sampling for tests of controls will involve selecting a sample of documents and
examining them for evidence that the relevant controls were applied. Tests of controls involving
observation of performance of procedures or inquiries of the client are not normally subject to
audit sampling.

b.

Define the deviation conditions. A deviation condition is a situation that indicates that the controls
were not performed. For example, if the auditor is examining purchase invoices for evidence of
approval of an expenditure (e.g., the initials of the approving individual), a deviation condition
would be an invoice that is not initialed by the appropriate individual. Adequate performance of a
control consists of all the steps the auditor believes are necessary to support the assessed level of
control risk. For example, assume that a prescribed control requires that support for every disburse
ment should include an invoice, a voucher, a receiving report, and a purchase order, all stamped
"Paid." The auditor believes that the existence of an invoice and a receiving report, both stamped
"Paid," is necessary to indicate adequate performance of the control for purposes of supporting the
assessed level of control risk. Therefore, a deviation may be defined as "a disbursement not supported
by an invoice and a receiving report that have been stamped 'Paid.'"

c.

Define the population. The population selected must be appropriate for the objective being tested. For
example, if the auditor is testing the operating effectiveness of a prescribed control designed to ensure
that all shipments were billed, the auditor would not detect deviations by sampling from billed items.
An appropriate population for detecting such deviations usually includes the record of all items
shipped.

d. Defining the period covered by the test. For samples to be representative of the period under audit, the
population generally should include all transactions processed during the period. Often, auditors
perform tests of controls during interim work. The auditor should determine what additional
evidence needs to be obtained for the remaining period. Often, the auditor obtains the additional
evidence by extending the test to the transactions occurring in the remaining period. However, it is
not always efficient to include all transactions executed throughout the period under audit in the
population to be sampled. In some cases, it might be more efficient to use alternative approaches to
test the performance of the control during the remaining period. In these cases the auditor would
define the population to include transactions for the period from the beginning of the year to an
interim date and consider the following factors in determining what, if any, additional evidence needs
to be obtained for the remaining period:
•

The significance of the assertion involved.

•

The specific controls that were tested during the interim period.

•

Any changes in controls from the interim period.
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•

The extent to which substantive tests were changed as a result of the controls.

•

The results of the tests of controls performed during the interim period.

•

The length of the remaining period.

•

The evidential matter about design or operation that may result from the substantive tests
performed in the remaining period.

The auditor selects sampling units from a physical representation of the population. For example, if
the auditor defines the population as all customer receivable balances as of a specific date, the physical
representation might be a printout of the customer accounts receivable trial balance as of that date.
Making selections from a controlled source minimizes differences between the physical repre
sentation and the population. The auditor should consider whether the physical representation
includes the entire population. If the auditor reconciles the selected physical representation and the
population and determines that the physical representation has omitted items in the population that
should be included in the overall evaluation, the auditor should select a new physical representation
or perform alternative procedures on the items excluded from the physical representation.
e.

Defining the sampling unit. The auditor should define the sampling unit in light of the control being
tested. A sampling unit may be, for example, a document, an entry, or a line item. An important
efficiency consideration in selecting a sampling unit is the manner in which documents are filed and
cross-referenced.

f.

Determine the method of selecting the sample. Any sample that is selected should be representative of
the population and all items should have an opportunity to be selected. Random-number selection
should generally be used when statistical sampling is being applied. When nonstatistical sampling
is applied, random-number sampling, systematic sampling, and haphazard sampling are methods
that might be used to obtain a representative sample. Methods of selecting samples are discussed
beginning at AAM section 5300.61.

g. Determine the sample size. Sample sizes for tests of controls are affected by (a) the risk of assessing
control risk too low, (b) the tolerable rate, (c) the expected population deviation rate, and (d) any
effects of small population sizes.
Guidance for determining sample size when performing nonstatistical sampling begins with AAM
section 5300.28. A description of statistical sampling begins with AAM section 5300.31.

h. Perform the sampling plan. Once the sample has been selected, the auditor should examine the selected
items to determine whether they contain deviations from the prescribed control. If the auditor selects
a voided item, and the auditor obtains reasonable assurance that the item has been properly voided
and does not represent a deviation from the prescribed control, he or she should replace the voided
item. If the auditor selects an unused item, he or she should obtain reasonable assurance that it
actually represents an unused item, and not a deviation from the control, and then replace the unused
item. If the auditor is unable to examine a selected item because it cannot be located or for any other
reason, and the auditor is unable to apply the planned audit procedures or appropriate alternative
procedures to selected items, he or she should consider the selected items to be deviations from the
controls for purposes of evaluating the sample. In addition, the auditor should consider the reasons
for this limitation and the effect that such a limitation might have on his or her understanding of
internal control and assessment of control risk.

i.

Evaluate the sample results. Guidance for evaluating nonstatistical sampling results begins with AAM
section 5300.30 and guidance for evaluating statistical sampling results begins with AAM section
5300.32.

j.

Document the sampling procedure. Examples of items that the auditor typically documents for tests of
controls include the following:
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•

A description of the prescribed control being tested.

•

The definition of the population and the sampling unit, including how the auditor considered
the completeness of the population.

•

The definition of the deviation condition.

•

The risk of assessing control risk too low, the tolerable deviation rate, and the expected popula
tion deviation rate used in the application.

•

The method of sample-size determination.

•

The method of sample selection.

•

A description of how the sampling procedure was performed and a list of the deviations
identified in the sample.

•

The evaluation of the sample and a summary of the overall conclusion.

. 26 Factors Affecting Sample Sizes for Tests of Controls. Sample sizes for tests of controls are affected
by the following factors:
a. Acceptable risk of assessing control risk too low. The risk of assessing control risk too low is the risk that
the assessed level of control risk based on the sample is less than the true operating effectiveness of
the control. Decreasing the risk of assessing control risk too low will increase the sample size.
b. Expected population deviation rate. The expected population deviation rate is an anticipation of the
deviation rate in the entire population. As the expected population deviation rate increases, the
sample size will increase.

c.

Tolerable rate. Tolerable rate is the maximum rate (%) of deviation from a prescribed control that the
auditor is willing to accept without altering the planned assessed level of control risk. Higher
tolerable rates will permit smaller sample sizes.

d. Population size. The size of the population has little or no effect on the determination of sample size
except for very small populations. For example, it is generally appropriate to treat any population of
more than 5,000 sampling units as if it were infinite. If the population size is under 5,000 sampling
units, the population size may have a small effect on the calculation of the sample size.

.27 The effects of these factors on the appropriate nonstatistical sample size may be summarized as
follows:
________________ Factor______________

General Effect on Sample Size

Risk of assessing control risk too low—
increase (decrease)

Smaller (larger)

Tolerable rate—increase (decrease)

Smaller (larger)

Expected population deviation rate—
increase (decrease)
Population size

Larger (smaller)
Virtually no effect

.28 Sample Sizes Using Nonstatistical Sampling. The auditor using nonstatistical sampling for tests of
controls uses his or her professional judgment to consider the factors described in AAM section 5300.26 in
determining sample sizes.
.29 Neither SAS No. 39 nor the Audit Guide Audit Sampling require the auditor to compare the sample
size for a nonstatistical sampling application with a corresponding sample size calculated using statistical
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theory. Auditors might find it helpful to be familiar with the tables in AAM section 5300.33 through 5300.36.
Auditors using these tables as an aid in understanding relative sample sizes for tests of controls will need to
apply professional judgment in reviewing the risk levels and expected population deviation rates in relation
to sample sizes. Also, an auditor may decide to establish guidelines for sample sizes for tests of controls
based on attribute sampling tables. An example of such guidelines is illustrated in the following table:

Sample Sizes for Tests of Controls
Based on Attribute Sampling Tables

Planned Assessed Level
of Control Risk
Slightly below the maximum
Moderate
Low

Sample Size

12-20
20-35
30-75

The numbers in the table were determined using a 10 percent risk of assessing control risk too low and an
expected population deviation rate of 0 percent. If the auditor finds one or more deviations in the sample,
he or she needs to increase the sample size or increase the assessed level of control risk.
.30 After completing the examination of the sampling units and summarizing deviations from prescribed
controls, the auditor evaluates the results.
•

Calculate the deviation rate. Calculating the deviation rate in the sample involves dividing the number
of observed deviations by the sample size.

•

Consider sampling risk. When evaluating a sample for a test of controls, the auditor should consider
sampling risk.

•

Consider the qualitative aspects of deviations. In addition to evaluating the frequency of deviations from
pertinent controls, the auditor should consider the qualitative aspects of the deviations.

•

Reach an overall conclusion. The auditor uses professional judgment to reach an overall conclusion
about the effect that the evaluation of the results will have on the assessed level of control risk and
on the nature, timing and extent of planned substantive tests.

. 31 Sample Sizes Using Statistical Sampling. The appropriate statistical method for tests of controls is
attributes sampling, which is a technique designed to estimate qualitative characteristics of a population.
Attributes sampling is most commonly used in auditing to test the rate of deviation from a prescribed control
to support the auditor's assessed level of control risk.

.

32 Applying attributes sampling involves performing the following steps:
a. Decide on the attributes to test. The tests of controls may include the testing of one or more attributes.
Proper evaluation of the results may require testing and evaluating each attribute separately.
b. Define the population from which the sample items should be selected. The auditor should make sure that
the population is appropriate for the audit objective as described in AAM section 5300.25.

c. Specify the following factors:
•

Acceptable risk of assessing control risk too low. There is an inverse relationship between the risk of
assessing control risk too low and sample size. If the auditor is willing to accept only a low risk
of assessing control risk too low, the sample size would ordinarily be larger than if a higher risk
were acceptable.

•

Tolerable rate. Higher assessments of control risk will permit higher tolerable deviation rates as
shown in the following table:
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Relationship Between Tolerable Rates and the Auditor's
Planned Assessed Levels of Control Risk
Planned Assessed Level
of Control Risk
Low
Moderate
Slightly below the maximum
Maximum
•

Tolerable Rate
3%-7%
6%-12%
ll%-20%
Omit test

Expected population deviation rate. The auditor's expectations may be based on prior year's tests
and the control environment. The prior year's results should be considered in light of changes in
the entity's internal control and changes in personnel. Sample sizes will increase significantly as
the expected population deviation rate increases from zero. If the deviation rate in the sample
turns out to be higher than the rate specified by the auditor in determining the sample size, the
sample results will not support the auditor's planned assessed level of control risk.

d. Determine the appropriate sample size. Sample sizes are found in the tables in AAM section 5300.33
and .34. The table in AAM section 5300.33 is designed for a risk of assessing control risk too low of 5
percent, and the table in AAM section 5300.34 is designed for a 10 percent risk of assessing control
risk too low. With the tolerable rate and the expected population deviation rate, the auditor may find
the sample size from the table. The numbers in parentheses are the number of deviations that may
be found in the sample and still support the auditor's planned assessed level of control risk.
e.

Randomly select the sample from the population. The section beginning at AAM section 5300.61 describes
the methods that may be used to select a random sample.

f.

Perform the audit procedures to identify deviations in the sample.

g. Calculate the statistical results. Using the tables in AAM section 5300.35 and .36 or the appropriate
risk of assessing control risk too low, determine the actual tolerable deviation rate from the sample
size and the actual number of deviations found in the sample.

h. Reassess the level of control risk. If the sample results, along with other relevant evidential matter,
support the planned assessed level of control risk, the auditor generally does not need to modify
planned substantive tests. If the planned assessed level of control risk is not supported, the auditor
would ordinarily either perform tests of other controls that could support the planned assessed level
of control risk or increase the assessed level of control risk.
i.

Document the Sampling Procedures. SAS No. 41, SAS No. 39, and the Audit Guide Audit Sampling do
not require specific documentation of audit sampling applications. Examples of items that the auditor
typically documents for tests of controls are discussed in AAM section 5300.25.

AICPA Audit and Accounting Manual

AAM §5300.32

5312

Audit Approach and Programs

50

10-01

.33

Statistical Sample Sizes for Test of Controls—
Five Percent Risk of Assessing Control Risk Too Low
(with number of expected errors in parentheses)

Expected
Population
Deviation
Rate

Tolerable Rate

2%

3%

4%

5%

6%

7%

8%

9%

10%

15%

20%

0.00%

149(0)

99(0)

74(0)

59(0)

49(0)

42(0)

36(0)

32(0)

29(0)

19(0)

14(0)

.25

157(1)

117(1)

93(1)

78(1)

66(1)

58(1)

51(1)

46(1)

30(1)

22(1)

.50

236(1)
*

157(1)

117(1)

93(1)

78(1)

66(1)

58(1)

51(1)

46(1)

30(1)

22(1)

.75

*

93(1)

78(1)

66(1)

58(1)

51(1)

46(1)

30(1)

22(1)

1.00

208(2)
*

117(1)

*

156(2)

93(1)

78(1)

66(1)

58(1)

51(1)

46(1)

30(1)

22(1)

1.25

*

*

156(2)

124(2)

78(1)

66(1)

58(1)

51(1)

46(1)

30(1)

22(1)

1.50

*
*

*

192(3)

124(2)

103(2)

66(1)

58(1)

51(1)

46(1)

30(1)

22(1)

*

103(2)

88(2)

77(2)

51(1)

46(1)

30(1)

22(1)

*

227(4)
*

153(3)
181(4)

127(3)

88(2)

77(2)

68(2)

46(1)

30(1)

22(1)

2.25

*
*

*

*

88(2)

77(2)

68(2)

61(2)

30(1)

22(1)

2.50

*

*

208(5)
*

127(3)

*

150(4)

109(3)

77(2)

68(2)

61(2)

30(1)

22(1)

2.75

*

*

*

*

173(5)

109(3)

95(3)

68(2)

61(2)

30(1)

22(1)

3.00

*

*

*

*

95(3)

84(3)

61(2)

30(1)

22(1)

3.25

*

*

*

195(6)
*

129(4)

*

148(5)

112(4)

84(3)

61(2)

30(1)

22(1)

3.50

*

*

*

*

*

167(6)

112(4)

84(3)

76(3)

40(2)

22(1)

3.75

*

*

*

*

*

129(5)

100(4)

76(3)

40(2)

22(1)

4.00

*

*

*

*

89(4)

40(2)

22(1)

*

*

*

*

*

146(6)
*

100(4)

5.00

*
*

40(2)

30(2)

6.00

*

*

*

*

*

*

*

50(3)

30(2)

7.00

*

*

*

*

*

*

*

158(8) 116(6)
* 179(11)
*
*

68(5)

37(3)

1.75

2.00

185(7)
*

Sample size is too large to be cost-effective for most audit applications.
Derived from AICPA Audit Guide Audit Sampling, New Edition as of April 1, 2001.
Note: This table assumes a large population.
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.34
Statistical Sample Sizes for Test of Controls—
Ten Percent Risk of Assessing Control Risk Too Low
(with number of expected errors in parentheses)

Expected
Population
Deviation
Rate

Tolerable Rate
2%

3%

4%

5%

6%

7%

8%

9%

10%

15%

20%

0.00%

114(0)

76(0)

57(0)

45(0)

38(0)

32(0)

28(0)

25(0)

22(0)

15(0)

11(0)

.25

194(1)

129(1)

96(1)

77(1)

64(1)

55(1)

48(1)

42(1)

38(1)

25(1)

18(1)

.50

194(1)

129(1)

96(1)

77(1)

64(1)

55(1)

48(1)

42(1)

38(1)

25(1)

18(1)

.75

129(1)

96(1)

77(1)

64(1)

55(1)

48(1)

42(1)

38(1)

25(1)

18(1)

1.00

265(2)
*

176(2)

96(1)

77(1)

64(1)

55(1)

48(1)

42(1)

38(1)

25(1)

18(1)

1.25

*

132(2)

77(1)

64(1)

55(1)

48(1)

42(1)

38(1)

25(1)

18(1)

1.50

*

221(3)
*

132(2)

105(2)

64(1)

55(1)

48(1)

42(1)

38(1)

25(1)

18(1)

1.75

*

*

166(3)

105(2)

88(2)

55(1)

48(1)

42(1)

38(1)

25(1)

18(1)

2.00

*

*

132(3)

88(2)

75(2)

48(1)

42(1)

38(1)

25(1)

18(1)

2.25

*

*

198(4)
*

132(3)

88(2)

75(2)

65(2)

42(1)

38(2)

25(1)

18(1)

2.50

*

*

*

158(4)

110(3)

75(2)

65(2)

58(2)

38(2)

25(1)

18(1)

2.75

*

*

*

209(6)
*

132(4)

94(3)

65(2)

58(2)

52(2)

25(1)

18(1)

3.00

*

*

*

132(4)

94(3)

65(2)

58(2)

52(2)

25(1)

18(1)

3.25

*

*

*

*

153(5)

113(4)

82(3)

58(2)

52(2)

25(1)

18(1)

3.50

*

*

*

*

82(3)

73(3)

52(2)

25(1)

18(1)

3.75

*

*

*

194(7)
*

113(4)

*

131(5)

98(4)

73(3)

52(2)

25(1)

18(1)

4.00

*

*

*

*

*

73(3)

65(3)

25(1)

18(1)

5.00

*

*

*

*

149(6)
*

98(4)

*

18(1)

6.00

*

*

*

*

*

43(3)

25(2)

7.00

*

*

*

*

*

*

78(4)
160(8) 115(6)
* 182(11) 116(7)
*
* 199(14)

34(2)

*

52(4)

25(2)

Sample size is too large to be cost-effective for most audit applications.
Derived from AICPA Audit Guide Audit Sampling, New Edition as of April 1,2001.

Note: This table assumes a large population.
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.35

Statistical Sampling Results Evaluation
Table for Tests of Controls—
Upper Limits at Five Percent Risk of Assessing Control Risk Too Low
Actual Number of Deviations Found

Sample
Size

0

1

25

11.3

17.6

*

*

*

*

*

*

*

*

*

30

9.5

14.9

19.6

*

*

*

*

*

*

*

*

35

8.3

12.9

17.0

*

*

*

*

*

*

*

*

*

*

*

*

*

40

7.3

11.4

3

2

15.0

4

18.3

5

*

7

6

*

8

*

*

10

9

45

6.5

10.2

13.4

16.4

19.2

*

*

*

50

5.9

9.2

12.1

14.8

17.4

19.9

*

*

*

*

*

55

5.4

8.4

11.1

13.5

15.9

18.2

*

*

*

*

*

60

4.9

7.7

10.2

12.5

14.7

16.8

18.8

*

*

*

65

4.6

7.1

9.4

11.5

13.6

15.5

17.4

19.3

*
*

*

*

70

4.2

6.6

8.8

10.8

12.6

14.5

16.3

18.0

19.7

*

*

75

4.0

6.2

8.2

10.1

11.8

13.6

15.2

16.9

18.5

20.0

*

80

3.7

5.8

7.7

9.5

11.1

12.7

14.3

15.9

17.4

18.9

*

90

3.3

5.2

6.9

8.4

9.9

11.4

12.8

14.2

15.5

16.8

18.2

100

3.0

4.7

6.2

7.6

9.0

10.3

11.5

12.8

14.0

15.2

16.4

125

2.4

3.8

5.0

6.1

7.2

8.3

9.3

10.3

11.3

12.3

13.2

150

2.0

3.2

4.2

5.1

6.0

6.9

7.8

8.6

9.5

10.3

11.1

200

1.5

2.4

3.2

3.9

4.6

5.2

5.9

6.5

7.2

7.8

8.4

Over 20 percent.
Derived from AICPA Audit Guide Audit Sampling, New Edition as of April 1,2001.
Note: This table presents upper limits as percentages. This table assumes a large population.
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.36
Statistical Sampling Results Evaluation
Table for Tests of Controls—
Upper Limits at Ten Percent Risk of Assessing Control Risk Too Low
Actual Number of Deviations Found

Sample
Size

0

1

20

10.9

18.1

*

*

*

*

*

*

*

*

4

25

8.8

14.7

19.9

*

*

*

*

*

*

*

4

30

7.4

12.4

16.8

*

*

*

*

*

*

4

4

35

6.4

10.7

14.5

18.1

*

*

*

*

*

4

4

40

5.6

9.4

12.8

16.0

19.0

*

*

*

*

4

4

45

5.0

8.4

11.4

14.3

17.0

19.7

*

*

4

4

4

50

4.6

7.6

10.3

12.9

15.4

17.8

*

*

*

4

4

55

4.1

6.9

9.4

11.8

14.1

16.3

18.4

*

4

4

60

3.8

6.4

8.7

10.8

12.9

15.0

16.9

18.9

*

4

4

70

3.3

5.5

7.5

9.3

11.1

12.9

14.6

16.3

17.9

19.6

4

80

2.9

4.8

6.6

8.2

9.8

11.3

12.8

14.3

15.8

17.2

18.6

90

2.6

4.3

5.9

7.3

8.7

10.1

11.5

12.8

14.1

15.4

16.6

100

2.3

3.9

5.3

6.6

7.9

9.1

10.3

11.5

12.7

13.9

15.0

120

2.0

3.3

4.4

5.5

6.6

7.6

8.7

9.7

10.7

11.6

12.6

160

1.5

2.5

3.3

4.2

5.0

5.8

6.5

7.3

8.0

8.8

9.5

200

1.2

2.0

2.7

3.4

4.0

4.6

5.3

5.9

6.5

7.1

7.6

2

7

6

5

4

3

9

8

10

Over 20 percent.

Derived from AICPA Audit Guide Audit Sampling, New Edition as of April 1,2001.
Note: This table presents upper limits as percentages. This table assumes a large population.
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Audit Sampling for Substantive Tests of Details
.37 The purpose of substantive tests of details of transactions and balances is to detect material misstate
ments in the account balance, transaction class, and disclosure components of the financial statements. An
auditor assesses inherent and control risk and relies on a combination of analytical procedures and substan
tive tests of details for providing a basis for the opinion about whether the financial statements are materially
misstated. When testing the details of an account balance or class of transactions, the auditor might use audit
sampling to obtain evidence about the reasonableness of monetary amounts.
.38 The auditor uses professional judgment to determine whether audit sampling is appropriate.
Sampling may not always be appropriate. For example, the auditor may decide that it is more efficient to
test an account balance or class of transactions by applying analytical procedures.
.39 When an auditor plans any audit sampling application, the first consideration is the specific account
balance or class of transactions and the circumstances in which the procedure is to be applied. The auditor
generally identifies items or groups of items that are of individual significance to an audit objective. For
example, an auditor planning to use audit sampling as part of the tests of an inventory balance as well as
observing the physical inventory would generally identify items that have significantly large balances or that
might have other special characteristics.
.40 The auditor considers all special knowledge about the items constituting the balance or class before
designing audit sampling procedures. For example, the auditor might identify 20 items that make up 25
percent of the account balance, and decide that those items should be examined 100 percent and excluded
from inventory subject to audit sampling. Any items that the auditor has decided to test 100 percent are not
part of the population subject to sampling.
.41 A population for audit sampling purposes does not necessarily need to be an entire account balance
or class of transactions. In some circumstances, an auditor might examine all the items that constitute an
account balance or class of transactions that exceed a given amount or that have an unusual characteristic;
the auditor might either (1) apply other auditing procedures (for example, analytical procedures) to items
that do not exceed a given amount or possess an unusual characteristic or (2) apply no auditing procedures
to them because there is an acceptably low risk of material misstatement existing in the remaining items.

.42 Once a decision has been made to use audit sampling, the auditor must choose between statistical
and nonstatistical sampling. The choice is primarily a cost-benefit consideration. Statistical sampling uses
the laws of probability to measure sampling risk. Any sampling procedure that does not measure the
sampling risk is a nonstatistical sampling procedure.
.43 Determining the test objectives. A sampling plan for substantive tests of details might be designed to
(1) test the reasonableness of one or more assertions about a financial statement amount (for example, the
existence of accounts receivable) or (2) make an independent estimate of some amount (for example, the last
in, first out (LIFO) index for a LIFO inventory). The auditor should carefully identify the characteristic of
interest (for example, the misstatement) for the sampling application that is consistent with the audit
objective.
.44 Defining the population. The population consists of the items constituting the account balance or class
of transactions of interest. The auditor should determine that the population from which he or she selects
the sample is appropriate for the specific audit objective because sample results can be projected only to the
population from which the sample was selected.

.45 Defining the sampling unit. A sampling unit is any of the individual elements that constitute the
population, and depends on the audit objective and the nature of the audit procedures to be applied. A sampling
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unit might be a customer account balance, an individual transaction or an individual entry in a transaction.
The auditor might consider which sampling unit leads to a more effective and efficient sampling application
in the circumstances.

. 46 Choosing an audit sampling technique. Either statistical or nonstatistical sampling is appropriate for
substantive tests of details. The most common statistical approaches are classical variables sampling and
probability-proportional-to-size (PPS) sampling.
. 47 Determining the method of selecting the sample. The auditor should select the sample in such a way
that the sample can be expected to be representative of the population or the stratum from which it is
selected.

. 48 Determining the sample size. Accounting populations tend to include a few very large amounts, a
number of moderately large amounts, and a large number of small amounts. Auditors consider the variation
in a characteristic when they determine an appropriate sample size for a substantive test, and, generally, the
variation of the items' recorded amounts as a means of estimating the variation of the audited amounts of
the items in the population. A measure of this variation, or scatter, is called the standard deviation. Sample
sizes generally decrease as the variation becomes smaller. Sample sizes for unstratified populations with
high variation are generally very large.
. 49 In performing substantive tests of details, auditors are also concerned with two aspects of sampling
risk:

a. Risk of incorrect acceptance—the risk that the sample supports the conclusion that the recorded account
balance is not materially misstated when it is materially misstated.
b. Risk of incorrect rejection—the risk that the sample supports the conclusion that the recorded amount
is materially misstated when it is not.

.50 When planning a sample for a substantive test of details, the auditor should consider how much
monetary misstatement in the related account balance or class of transactions is acceptable without
causing the financial statements to be materially misstated. The maximum monetary misstatement for
the balance or class is called tolerable misstatement for the sample. For a particular account balance or
class of transactions, the sample size required to achieve the auditor's objective at a given risk of incorrect
acceptance increases as the auditor's assessment of tolerable misstatement for that balance or class
decreases.

.51 The auditor also assesses the expected amount of misstatement on the basis of his or her professional
judgment after considering such factors as the entity's business, the results of prior year's tests of account
balances or class of transactions, the results of any pilot sample, the results of any related substantive tests,
and the results of any tests of the related controls.
.52 The effect of population size on the appropriate sample size varies according to the audit sampling
method used.
.53 Performing the sampling plan. The auditor generally should apply auditing procedures appropriate
for the particular audit objectives to each sample item.
.54
•

Evaluating the sample results. In evaluating sample results, the auditor should:

Project the misstatements found in the sample to the population from which the sample was selected
and add that amount to the misstatements discovered in any items examined 100 percent.
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•

Compare the tolerable misstatement for the account balance or class of transactions with the total
projected misstatement, adjusted for corrected misstatements. If the total projected misstatement is
less than tolerable misstatement for the account balance or class of transactions, the auditor should
consider the risk that such a result might be obtained even though the true monetary misstatement
for the population exceeds the tolerable misstatement. The auditor should also aggregate the
projected misstatement in the balance or class, after adjustments, if any, with other known or likely
misstatements in other balances or classes to evaluate whether the financial statements taken as a
whole are materially misstated.

•

Consider the qualitative aspects of misstatements. If the sample results suggest that the auditor's
planning assumptions were in error, appropriate action is taken.

. 55 Documenting the sampling procedure. SAS No. 41, SAS No. 39, and the Audit Guide Audit Sampling
do not require specific documentation of audit sampling applications. Examples of items that the auditor
typically documents for substantive tests include:
•

The objectives of the test and a description of other audit procedures related to those objectives.

•

The definition of the population and the sampling unit, including how the auditor determined the
completeness of the population.

•

The definition of a misstatement.

•

The risk of incorrect acceptance, the risk of incorrect rejection, and the tolerable misstatement.

•

The audit sampling technique used.

•

The method of sample selection.

•

A description of the performance of the sampling procedures and a list of misstatements identified
in the sample.

•

The evaluation of the sample and a summary of the overall conclusion.

. 56 Nonstatistical Sampling for Substantive Tests of Details. Neither SAS No. 39 nor the Audit Guide
Audit Sampling require the auditor to compare the sample size for a nonstatistical sampling application with
a corresponding sample size calculated using statistical theory. Auditors might find familiarity with sample
sizes based on statistical theory helpful when applying professional judgment and experience in considering
the effect of various planning considerations on sample size.
. 57 The following table "Factors Influencing Sample Sizes for a Substantive Test of Details in Sample
Planning" summarizes the effects of various factors on sample sizes for substantive tests of details. (The table
is provided only to illustrate the relative effect of different planning considerations on sample size and is not
intended as a substitute for professional judgment).

Factors Influencing Sample Sizes for a Substantive
Test of Details in Sample Planning
Conditions Leading to:

Factors

Smaller
Sample Size

Larger
Sample Size

Related Factor for
Substantive
Sample Planning

a. Assessment of
inherent risk

Low assessed level
of inherent risk

High assessed level
of inherent risk

Allowable risk
of incorrect acceptance

b. Assessment of control
risk

Low assessed level
of control risk

High assessed level
of control risk

Allowable risk
of incorrect acceptance
(continued)

AAM §5300.55

Copyright © 2001, American Institute of Certified Public Accountants, Inc.

5319

Extent of Testing

10-01

50

Conditions Leading to:
Smaller
Sample Size

Factors

Larger
Sample Size

Related Factor for
Substantive
Sample Planning
Allowable risk of
incorrect acceptance

c. Assessment, of risk
related to other
substantive tests
directed at the same
assertion (including
analytical procedures
and other relevant
tests of details)

Low assessment of
risk associated with
other relevant
substantive tests

High assessment
of risk associated
with other relevant
substantive tests

d. Measure of tolerable
misstatement for a
specific account

Larger measure of
tolerable
misstatement

Smaller measure of
tolerable
misstatement

Tolerable
misstatement

e. Expected size and
frequency of
misstatements, or the
estimated variance of
the population

Smaller
misstatements or
lower frequency, or
smaller population
variance

Larger
misstatements,
higher frequency, or
larger population
variance

Assessment of
population
characteristics

Number of items in
the population

f.

Virtually no effect on sample size unless population is very small

.58 The following model, based on the statistical theory underlying PPS sampling, illustrates a method
of assisting an auditor in gaining an understanding of the relative size of samples for substantive tests of
details. The factors presented are based on certain judgments and may differ as auditors' judgments differ
in the circumstances. The model illustrates the relative effect of difference planning considerations on sample
size only and is not intended as a substitute for professional judgment. (See the AICPA Audit Guide Audit
Sampling, new edition as of April 1,2001, paragraphs 5.17-5.22.)

.59

The steps in determining the sample size using this model are:

a.

Consider the level of inherent risk for the particular assertion(s).

b.

Consider the effectiveness of the controls in preventing and detecting material misstatements.

c.

Combine steps a. and b. using the following categories:
1.

Maximum.

2.

Slightly below minimum.

3.

Moderate.

4.

Low.

d.

Determine tolerable misstatement.

e.

Assess the risk that other substantive procedures designed to test the same assertion will fail to detect
a material misstatement in the particular assertion(s).

f.

1.

Maximum

2.

Moderate

3.

Low

Estimate the population's recorded amount after deducting any items that will be examined 100
percent.
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g. Select the appropriate assurance factor from the following table:

Assurance Factors
Assessment of Inherent
and Control Risk

Maximum
Slightly below maximum
Moderate
Low

Risk That Other Substantive Procedures Will
Fail to Detect a Material Misstatement

Maximum

Slightly Below
Maximum

Moderate

Low

3.0
2.7
2.3
2.0

2.7
2.4
2.1
1.6

2.3
2.0
1.6
1.2

2.0
1.6
1.2
1.0

Estimate the sample size using the following formula:

Population's
/ Tolerable
recorded amount / misstatement

Assurance _ Sample
factor
=
size

h. Adjust the sample size estimate to reflect any differences in efficiency between the nonstatistical
approach and the statistical approach underlying this model. In practice auditors typically adjust the
sample size from 10 percent to 50 percent if the sample is not selected in a statistically efficient manner.

.60 Stratification is particularly important to increasing the efficiency of the sample. If the nonstatistical
sample design is planned without stratification, the auditor should increase the sample size. The auditor
selects the sample so that it can be expected to be representative of the population from which it has been
selected. Before selecting the sample, the auditor generally identifies individually significant items, and may
then select the sample from the remaining items using the systematic selection method, which automatically
stratifies the sample, or stratify the remaining items into groups and allocate the sample size accordingly.
.61 Evaluating the Sample Results. The misstatement in the sample must be projected to the items from
which the sample was selected. One method of projecting the amount of misstatement found in a sample is
to divide the amount of misstatement in the sample by the fraction of total dollars in the population included
in the sample. For example, if a $100 misstatement is found in a sample of 10 percent of the population, the
projected misstatement would be $1,000 ($100/.10).

.62 A second method for projecting the misstatement uses the average difference between the audited
and the recorded amounts of each item included in the sample. For example, if $200 of misstatement is found
in a sample of 100 items, the average difference between audited and recorded amounts for items in the
sample is $2 ($200/100). An estimate of the amount of misstatement in the population may be calculated by
multiplying the total number of items in the population (in this case 5,000 items) by the average difference
of $2 for each sample item. The estimate of misstatement in the population is $10,000 (5,000 x 2).

[The next page is 5401.]
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AAM Section 5400
Illustrative Audit Program for Corporations
.010 The audit programs contained in this section have been designed to provide substantive evidence
(when combined with appropriate planning and with appropriate tests of controls) that is sufficient to
support the assertions in the client's financial statements. The programs should be modified to reflect overall
engagement risk, risks of potential misstatements, the results of analytical procedures, and the selection of
the most cost-beneficial audit approaches and procedures.
.011 The programs address the financial statement assertions discussed in SAS No. 31, Evidential Matter,
as amended by SAS No. 80 (AU section 326):
•

Existence or occurrence. Whether the assets or liabilities exist at a given date and whether recorded
transactions have occurred during a given period.

•

Completeness. Whether all transactions and accounts that should be presented in the financial
statements are so included.

•

Rights and obligations. Whether assets are the rights of the entity and liabilities are obligations of the
entity at a given date.

•

Valuation or allocation. Whether asset, liability, equity, revenue, and expense components have been
included in the financial statements at appropriate amounts.

•

Presentation and disclosure. Whether particular components of the financial statements are properly
classified, described, and disclosed.

.012 The right mix of tests of details and analytical procedures should be made for each audit area, based
on the auditor's risk assessment, and planning conclusions, the auditor's understanding of internal control
components, materiality, and other relevant factors. Accordingly, all of the substantive tests listed in a
program may not need to be performed.

.013 The auditor's professional judgment must be applied in deciding whether the program includes all
of the procedures required in the particular circumstances. The program serves solely as a timesaver. Users
of manuscript aids must remain alert to needs such as the following:
•

Developing steps for required procedures which are not covered by the program.

•

Excluding extraneous and unnecessary procedures which are covered by the program.

•

Editing or modifying the program to suit the needs and preferences of the auditor in the circum
stances.

.014 The programs that follow contain illustrative audit objectives and procedures which are numbered
merely to organize the materials; the numbers are not intended to imply completeness or a prescribed
sequence. This list is merely illustrative. Users of this material must use professional judgment and be alert
for the important matters in a particular set of circumstances which may not be covered in the illustrative
material.
.015 The illustrative audit program permits the auditor to select audit procedures to be performed based
on the assessed level of risk. Based on the auditor's understanding of internal control, it may be necessary
to extend testing. See AAM section 3165 for an illustrative audit planning program.
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The material included in this section is presented for illustrative purposes
only. The illustrative audit objectives and illustrative audit procedures are
neither all-inclusive nor are they prescribed minimums. The illustrative
audit procedures are numbered merely to organize the materials; those
numbers are not intended to imply completeness or a prescribed sequence.
The nature, extent and timing of the auditing procedures to be applied on
a particular engagement are a matter of professional judgment to be
determined by the auditor based on the specific facts and circumstances.
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General Procedures

Financial Statement Assertions:
1.

Existence or occurrence.

2.

Completeness.

3.

Rights and obligations.

4.

Valuation or allocation.

5.

Presentation and disclosure.

Procedures:

A.

Planning
1.

Complete the illustrative planning program. (See AAM section
3165.)

2.

Determine that the decision to accept the engagement (in case of
new client) or to retain the client has been documented. (See
AAM section 11,300.23.)

3.

If this is a new client, ascertain that required communications
with predecessor auditors, if any, have been made.

4.

If other auditors are performing parts of the audit, ascertain that
appropriate communications have been made.

5.

Determine that a signed engagement letter covering the current
engagement is on file. Read letter for any special provisions. List
any special provisions and determine that the audit program
addresses the provisions.

6.

Discuss the audit plan with the engagement personnel. If consid
ered necessary, prepare a planning memorandum for review by
engagement staff.

7.

Prepare listing of schedules / analyses to be prepared by the client
(and working paper set-ups, if considered necessary) and deliver
to client.

8.

Update the permanent file(s) for new agreements, copies or
extracts of minutes and other important documents.
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For trial balances and other schedules and analyses prepared by
the client, document and perform the following (these steps can
be performed during substantive testing):

a.

Trace amounts to the general ledger.

b.

Re-perform the footings and crossfootings (test basis may be
appropriate).

c.

Trace opening balances to final balances per the working
papers for the preceding year (period).

d.

Determine that working papers are marked "Prepared by
Client" or "PBC."

10. If considered necessary, based on the assessment of audit risk,
review journal and general ledger entries made during the pe
riod for propriety and accuracy.

B.

Conclusion of Audit
1.

Perform the following analytical procedures:
a.

Re-examine the comparison of current-period amounts with
amounts from prior periods (adjusted for expected changes),
after correction of the amounts for any adjustments and
reclassifications.

b.

Perform any additional analytical procedures, such as ratio
analysis, that were not performed during the planning stage
because preliminary amounts were unreliable.

c.

Identify significant or unexpected fluctuations and other
unusual items.

d.

Based on the knowledge of the client's operations and the
results of audit procedures, evaluate whether all significant
or unexpected fluctuations have been adequately explained.

2.

Evaluate the effects of unadjusted misstatements on the financial
statements.

3.

If audit test results identify misstatements in the financial state
ments, consider whether such misstatements may be indicative
of fraud.

4.

Complete a subsequent events review. (See AAM section
5400.180.)

5.

Based on the results on the audit procedures performed, evaluate
whether there is substantial doubt about the entity's ability to
continue as a going concern for a reasonable period of time:
a.

Ascertain if any of the following negative trends exist:
(1)

Recurring operating losses

(2)

Working capital deficiencies
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(3)

Negative cash flows from operations

____

—

—

(4)

Adverse key financial ratios

____

____

___

(5)

Calculate the Altman Z Score (the formula can be found
in the AAM section 2300.16)

____

Ascertain if any of the following have occurred:

(1)

Default on loans or similar agreements

____

—

—

(2)

Arrearages in dividends

____

—

—

(3)

Denial of usual trade credit

____

____

___

(4)

Restructuring of debt

____

—

—

(5)

Noncompliance with statutory or contractual capital
arrangements

____

___

____

(6)

Need for new sources or methods of financing

____

—

—

(7)

Need to dispose of substantial assets

____

—

—

Ascertain if the following internal matters have occurred:
(1)

Work stoppages

____

—

—

(2)

Other labor difficulties

____

—

—

(3)

Substantial dependence on a particular project or cus
tomer

____

(4)

Uneconomic long-term commitments

____

____

___

(5)

Need to revise operations significantly

____

—

—

Ascertain if the following external matters have occurred:
(1)

Legal proceedings

____

—

—

(2)

Adverse legislation

____

—

—

(3)

Loss of key franchise, license or plant

____

—

—

(4)

Loss or principal customer or supplier

____

—

—

(5)

Uninsured or underinsured catastrophe

____

—

—

____

—

—

Obtain information about management's plans, assess the
expected effectiveness of the plans, and gather evidence to
evaluate pertinent provisions of those plans and to support
audit conclusions concerning the company's ability or inabil
ity to continue as a going concern;

____

—

—

Evaluate the adequacy of the related financial statement
disclosures; and

____

—

—

Consider the effects on the audit report.

____

____

___

Consider whether the accumulated results of audit procedures
and other observations affect the assessment of the risk of material misstatement due to fraud made when planning the audit.

If, after considering the matters in step 5 above, a substantial
doubt exists regarding the entity's ability to continue as a going
concern for a reasonable period of time:
a.

b.
c.
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8.

Obtain written representation from management of the client
(SAS No. 85, as amended by SAS No. 89 [AU section 333]) and
the company's legal representatives.

9.

Read the financial statements and related notes and consider the
following:

a.

The adequacy of the evidence gathered in response to un
usual or unexpected balances identified in planning the
audit or in the course of the audit.

b.

Unusual or unexpected balances or relationships that were
not previously identified.

Date

W/P
Ref.

10. Determine that all applicable disclosure checklists and review
programs have been completed. (See Financial Statement Prepa
ration Manual and AAM sections 9200-9500.)
11. Ensure that all work performed has been properly reviewed to
determine whether it was adequately performed and to deter
mine whether the results of the work are consistent with the
conclusions to be presented in the auditor's report.

12. Ascertain that all working papers have been headed, indexed,
cross-referenced, initialed, and dated.
13. Accumulate all pending items in one listing, and dispose of all
other follow-up or "TO DO" sheets and any other similar nota
tions in the files.
14. Ascertain that all time has been posted to the daily time control
records, and record totals on the engagement time summary.
Write explanations for any significant variations between budg
eted and actual time.
Note: Some firms include other matters in the general section of
programs, such as disposition of proposed adjustments, report
preparation and review, reconciliation of actual and estimated time,
preparation of fee estimate, evaluation of staff, etc.

15. Determine that any required communications in accordance
with SAS No. 61, Communication With Audit Committees, as
amended by SAS No. 89 and SAS No. 90 (AU section 380), have
been made, including the following matters:

a.

The auditor's responsibility under generally accepted audit
ing standards (e.g., matters relating to internal control,
whether the financial statements are free of material mis
statement, etc.).

b.

Significant accounting policies (initial selection of and changes
in significant accounting policies, or their application).

c.

Management judgments and accounting estimates (the process
followed by management in formulating sensitive accounting
estimates and, the basis for the auditor's conclusions regarding
the reasonableness of management's estimates).
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d.

Audit adjustments arising from the audit that could, in the
auditor's judgment, either individually or in the aggregate,
have a significant effect on the entity's financial reporting
process. The auditor should also inform the audit committee
about uncorrected misstatements aggregated by the auditor
during the current engagement and pertaining to the latest
period presented that were determined by management to
be immaterial, both individually and in the aggregate, to the
financial statements taken as a whole.

e.

In connection with each SEC engagement, the auditor should
discuss with the audit committee the auditor's judgments
about the quality, not just the acceptability, of the entity's
accounting principles as applied in its financial reporting.
The discussion should be open and frank and generally
should include such matters as the consistency of the entity's
accounting policies and their application, and the clarity and
completeness of the entity's financial statements, which in
clude related disclosures. The discussion should also include
items that have a significant effect on the representational
faithfulness, verifiability, and neutrality of the accounting
information included in the financial statements.

f.

Other information in documents containing audited finan
cial statements.

g.

Disagreements with management, whether or not satisfacto
rily resolved, about matters that could be significant
individually, or in the aggregate, to the entity's financial
statements or the auditor's report.

h.

Consultation with other accountants about any accounting
or auditing matters.

i.

Major issues discussed with management prior to retention
(e.g., issues relating to the application of accounting princi
ples and auditing standards).

j.

Difficulties encountered in performing the audit (e.g., unrea
sonable delays in commencement of the audit, providing
information, client personnel, etc.).

Date

9-00
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16. Communicate internal control related matters noted (SAS No. 60
[AU section 325]).

17. Determine that required communications, proper as to form and
content, have been made as necessary to disclose fraud and/or
illegal acts noted during the course of the audit (SAS No. 82 [AU
section 316.38-.40] and SAS No. 54 [AU section 317]).
Practice Tip

To help comply with an auditor's communication responsibilities regarding fraud-related matters (SAS No.
82 [AU section 316]), a checklist has been provided at the end of this program. When fraud is identified, the
auditor should complete the checklist to ensure that he or she has fulfilled his or her communication
responsibilities.
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Section Completion

This audit program section has been completed in accordance with
firm policy.

Done by

Reviewed by

Fraud Communication Checklist
When fraud is identified during an audit, an auditor should complete the appropriate checklist below to
facilitate compliance with communication requirements.
SAS No. 82 Communication Requirements
for Material Fraud and Any Fraud Involving Senior Management

Action

No.
1.

Consider implications for other aspects of the audit.

2.

Reevaluate the assessment of the risk of fraud.

3.

Discuss matter and the approach to further investigation with appropriate level of
management.

4.

Obtain additional evidential matter, including suggesting that client consult with
legal counsel.

5.

Consider whether any risk factors identified represent reportable conditions (SAS
No. 60).

6.

Consider withdrawing from engagement and communicating reasons to audit
committee (or board of directors, etc.).

7.

Report the fraud to audit committee.
*

8.

Insist that the financial statement be revised and, if it is not, express a qualified or
adverse opinion. If precluded from obtaining needed evidence, disclaim an
opinion or withdraw.

Sign-Off
or N/A

* Notes: (A) If perpetrator controls audit committee or board of directors, go directly to client's legal
counsel.
(B) If perpetrator is general partner acting against interest of limited partners, obtain legal advice
and consider communicating to limited partners.
(C) If perpetrator is owner-manager of a small business, auditor has little choice but to communi
cate with perpetrator and has no obvious course of action but to withdraw. However, first
consult with legal counsel.
AICPA Audit and Accounting Manual
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SAS No. 82 Communication Requirements
for Immaterial Fraud, Not Involving Senior Management

No.

Action

1.

Evaluate implications for other aspects of audit, especially organizational position
of persons involved.

2.

Bring to attention of and discuss with appropriate level of management (even if
inconsequential).

3.

Communicate matter to audit committee unless auditor has reached agreement
concerning communication threshold with audit committee.

4.

Consider whether any risk factors identified represent reportable conditions (SAS
No. 60).
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The material included in this section is presented for illustrative purposes
only. The illustrative audit objectives and illustrative audit procedures are
neither all-inclusive nor are they prescribed minimums. The illustrative
audit procedures are numbered merely to organize the materials; those
numbers are not intended to imply completeness or a prescribed sequence.
The nature, extent and timing of the auditing procedures to be applied on
a particular engagement are a matter of professional judgment to be
determined by the auditor based on the specific facts and circumstances.
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Internal Control
Financial Statement Assertions:
1.

Existence or occurrence.

2.

Completeness.

3.

Rights and obligations.

4.

Valuation or allocation.

5.

Presentation and disclosure.

Procedures:

A.

Understanding the Client's Internal Control Components (Control
Environment, Risk Assessment, Control Activities, Information
and Communication Systems, and Monitoring)
1.

Obtain sufficient knowledge of the control environment to un
derstand management's and the board of directors' attitude,
awareness, and actions concerning the control environment con
sidering both the substance of controls and their collective effect.
Knowledge of the control environment can be obtained from
previous experience with the entity, inquiries of appropriate
management, supervisory, and staff personnel, inspection of
entity documents and records, and observation of entity activi
ties and operations.

2.

In obtaining knowledge of the control environment, consider the
following factors:
a.

Integrity and ethical values

b.

Commitment to competence

c.

Board of directors or audit committee participation

d.

Management's philosophy and operating style

e.

Organizational structure

f.

Assignment of authority and responsibility

g.

Human resource policies and practices
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3.

Obtain sufficient knowledge of the entity's risk assessment proc
ess to understand how management considers risks relevant to
financial reporting objectives and decides about actions to ad
dress those risks. Knowledge of the risk assessment process can
be obtained from previous experience with the entity, inquiries
of appropriate management, supervisory, and staff personnel,
inspection of entity documents and records, and observation of
entity activities and operations.

4.

In obtaining knowledge of the entity's risk assessment process,
consider the following:

5.

a.

How management identifies risks.

b.

How management estimates the significance of the risks.

c.

How management assesses the likelihood of the occurrence
of risks.

d.

How management relates the risks to financial reporting.

Date

10-01

W/P
Ref.

Obtain an understanding of those control activities relevant to
planning the audit. Knowledge about control activities will often
be derived from considering the other components of internal
control, previous experience with the entity, inquiries of appro
priate management, supervisory, and staff personnel, inspection
of entity documents and records, and observation of entity ac
tivities and operations.

Note: Ordinarily, audit planning does not require an understanding
of the control activities related to every account balance, transaction
class, and disclosure component in the financial statements or to
every assertion relevant to them.

6.

7.

In obtaining an understanding of control activities, consider
policies and procedures that pertain to the following:
a.

Performance reviews

b.

Information processing

c.

Physical controls

d.

Segregation of duties

Obtain sufficient knowledge of the information system relevant
to financial reporting to understand:

a.

The classes of transactions in the entity's operations that are
significant to the financial statements.

b.

How those transactions are initiated.

c.

The accounting records, supporting information, and spe
cific accounts in the financial statements involved in the
processing and reporting of transactions.

d.

The accounting processing involved from the initiation of a
transaction to its inclusion in the financial statements, includ-
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ing electronic means (such as computers, electronic com
merce, and electronic data interchange) used to transmit,
process, maintain, and access information.
e.

The financial reporting process used to prepare the entity's
financial statements, including significant accounting esti
mates and disclosures.

Knowledge of the information system relevant to financial re
porting can be obtained from previous experience with the en
tity, inquiries of appropriate management, supervisory, and staff
personnel, inspection of entity documents and records, and ob
servation of entity activities and operations.

8.

Obtain sufficient knowledge of the means the entity uses to
communicate financial reporting roles and responsibilities and
significant matters relating to financial reporting.

9.

Obtain sufficient knowledge of the major types of activities the
entity uses to monitor internal control over financial reporting,
including how those activities are used to initiate corrective
actions. Knowledge of monitoring activities can be obtained
from previous experience with the entity, inquiries of appropri
ate management, supervisory, and staff personnel, inspection of
entity documents and records, and observation of entity activi
ties and operations.

B-1. Revenues, Receivables, and Receipts—Understanding and Risk
Assessment
1.

Obtain and document a sufficient understanding of the design of
the relevant controls that relate to the revenues and receivables
account balances and transactions and determine whether they
have been placed in operation. An understanding can be ob
tained from previous experience with the entity, inquiries of
appropriate management, supervisory, and staff personnel, in
spection of entity documents and records, and observation of
entity activities and operations (the form and extent of documen
tation is influenced by the size, complexity, and nature of internal
control). (Review AAM section 4000 for sample internal control
questionnaires.)

2.

Assess the level of control risk:
a.

If the control risk is assessed at the maximum level, docu
ment this assessment (the basis for the assessment need not
be documented) and go to section C-1. If the control risk is
assessed at this level, the auditor will have to expand sub
stantive tests to compensate for this level of control risk.
Some examples of substantive tests which may be affected
are shown in step 3 below.

b.

If control risk is assessed at less than the maximum level,
document the basis for this conclusion and obtain sufficient
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evidential matter to support this assessed level of control
risk. Some examples of evidential matter which can be used
to support this assessed level are shown in section B-2,
below—Tests of Controls.

Remember. Assessing control risk and choosing an audit strategy is
made at the assertion level, not a global level. A primarily substantive
testing approach may be chosen for some assertions, while less
rigorous substantive tests may be performed for other assertions due
to a less than maximum control risk assessment.

3.

Based on the assessed level of control risk the timing and extent
of substantive tests may be affected. Consider the following mat
ters as appropriate. Cross-reference to AAM section 5400.060.
a.

The use of confirmations.

b.

If confirmations are used:
(1)

Extent and method of selection of accounts for confir
mation.

(2)

Use of positive or negative forms of confirmation re
quest, or a combination of both.

(3)

Timing of confirmation procedures.

(4)

Type of information needed on the confirmation re
quest.

(5)

Anticipated scope of alternative procedures as to sig
nificant accounts which do not respond to confirmation
requests.

c.

Nature and extent of tests to substantiate sales cut-off.

d.

Nature and extent of tests to substantiate deferral and reali
zation of revenue in such situations as unearned subscription
income or unearned finance charges on installment receiv
ables.

e.

Approach to reviewing and evaluating adequacy of the al
lowance provided for doubtful accounts (review of allow
ances for specific accounts, comparison of experience
relating to write-offs with sales and receivables, and the
client's past and present credit policies and practices, etc.).

B-2. Revenues, Receivables, and Receipts—Tests of Controls

Note: Tests directed toward the effectiveness of the operation of a
control are concerned with how the control (whether manual or
automated) was applied, the consistency with which it was applied
during the audit period, and by whom it was applied. The examples
that follow assume that the client has controls in place which can be
either inspected, observed or reperformed.
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1.

2.

3.
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Obtain the sales journal and for a selected period(s):

a.

Trace totals from the sales journal to the general ledger
control accounts for revenues, receivables, and such other
accounts as salesmen's commissions, provisions, and allow
ances for product warranties, etc.

b.

Trace selected individual items from the sales journal to such
other subsidiary records as the salesmen's commissions de
tail, and entries to charge cost.

c.

Reconcile the sales journal to the entries to charge cost of
sales and credit inventory.

d.

Test the arithmetic accuracy of the footings and crossfootings
of the journals.

Obtain the cash receipts journal and perform the following on a
test basis for a selected period(s):
a.

Trace totals to the general ledger for both the cash account
and applicable account distributions such as accounts receiv
able, cash sales, investment income, and additions to notes
payable (re: proceeds).

b.

Test the arithmetic accuracy of the footings and crossfootings
of the cash receipts journal; reconcile total receipts to total
deposits per the bank statement.

Select
entries from the sales journal made at various times
throughout the year, obtain the supporting documents, and per
form the following tests:

a.

Compare the sales invoices with the entries in the sales
journal for invoice date, invoice number, identity of cus
tomer, dollar amount, and any related items such as sales tax,
salesmen's commissions, etc.

b.

Trace the sales invoice to the accounts receivable subsidiary
(customers) ledger and to evidence of subsequent payment
(remittance advice and cash receipts records).

c.

If the client charges cost of sales and credits inventory as
items are sold, trace detail per the sales invoice to subsidiary
records for cost of sales and inventory.

d.

Compare the sales invoice for customer identity, description
of product, price, quantities, and amounts, to the applicable
sales order, and customer's purchase order or job contract.
Note evidence of approval of prices and credit as prescribed
by management.

e.

Compare customer identity, description of product, and
quantities per the sales invoice to the documents evidencing
shipment; test computations of related freight and insurance
charges. Ascertain whether sales are recorded in the proper
months.
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f.

Trace prices, discount, and payment terms to such sources
as price lists, job quotations, and job contracts.

g.

Test arithmetic accuracy of extensions, footings, and compu
tation of discounts. Note evidence of performance of a cleri
cal check by client staff, where applicable.

4.

Review the numerical sequence file of shipping orders for a
selected period and account for missing numbers.

5.

Select
year:

6.

7.
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____

____

____

shipping orders prepared at various times during the

a.

Obtain related sales invoices and trace them to the sales
journal.

b.

Note whether billings are timely for shipments made.

Select
the year.

35

credit memorandums issued at various times during

a.

Ascertain whether credits were authorized in accordance
with prescribed procedures.

b.

Review available supporting documentation.

c.

Trace the memorandums to the sales journal or other appro
priate journal and to the accounts receivable subsidiary
ledger.

d.

If the credit is granted for return of goods, inspect evidence
of return and ascertain whether accounting for the returned
goods is consistent with reported condition of the returned
goods.

From the cash receipts journal, select
cash receipts entered
during the year; obtain the supporting remittance advices and
perform the following:
a.

Compare the remittance advices with applicable entries per
the cash receipts journal and trace to deposits per the bank
statement(s). Ascertain the promptness of the deposit and
recording of the entries.

b.

Trace detail posting of cash receipts to the accounts receiv
able, notes receivable, or other appropriate subsidiary ledg
ers. Ascertain whether cash receipts and related credits to
accounts receivable are recorded consistently in the proper
period.

B-3. Revenue, Receivables, and Receipts—Evaluation of Tests of Controls
1.

Evaluate whether the assessed level of risk was appropriate
based on the results of the tests of control and:

a.
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or required memoranda, etc.).
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b.

c.
d.

Based on the control risk assessment, make necessary modi
fications to applicable sections of the program for substan
tive tests.

____

Identify and note reportable conditions in internal control to
be brought to the client's attention.

____

Identify and note other internal control matters to be brought
to the client's attention.

____

Date

W/P
Ref.

______

Practice Tip
When performing tests of controls, caution is necessary. The tests cannot support an assessment of control
risk below the maximum unless they provide evidence to evaluate the effectiveness of the design and
operation of controls. See AAM section 4600.15.
C-1. Purchases, Accounts Payable, and Disbursements—Understanding
and Risk Assessment
1.

Obtain and document a sufficient understanding of the design of
relevant controls which relate to classifications of costs or ex
penses and charges to accounts such as property and equipment
and prepaid expenses and determine whether those controls
have been placed in operation. An understanding can be ob
tained from previous experience with the entity, inquiries of
appropriate management, supervisory, and staff personnel, in
spection of entity documents and records, and observation of
entity activities and operations (the form and extent of documen
tation is influenced by the size and complexity and nature of
internal control). (Review AAM section 4000 for sample internal
control questionnaires.)

2.

Assess the level of control risk:

a.

If the assessment of control risk is at the maximum level,
document this assessment (the basis for the assessment need
not be documented) and go to section D-1. If the control risk
is assessed at this level, the auditor will have to expand
substantive tests to compensate for this level of control risk.
Some examples of substantive tests which may be affected
are shown in step 3 below.

b.

If control risk is assessed at less than the maximum level,
document the basis for this conclusion and obtain sufficient
evidential matter to support this assessed level of control
risk. Some examples of evidential matter which can be used
to support this assessed level are shown in section C-2
below—Tests of Controls.

Remember. Assessing control risk and choosing an audit strategy is
made at the assertion level, not a global level. A primarily substantive
testing approach may be chosen for some assertions, while less
rigorous substantive tests may be performed for other assertions due
to a less than maximum control risk assessment.
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3.

Date

10-01

W/P
Ref.

Based on the assessed level of control risk the timing and extent
of substantive tests may be affected. Consider the following
matters as appropriate. Cross-reference to AAM section 5400.100
and 5400.160.

a.

Extent of analytical procedures and tests of details of trans
actions and balances regarding classification of costs or ex
penses and charges to accounts such as property and
equipment and prepaid expenses.

b.

Extent of testing of details of transactions and balances to
substantiate recorded payables and search for unrecorded
liabilities as of the balance-sheet date.

c.

Need for and extent of confirmation of payables from ven
dors.

d.

The number of days following the balance-sheet date for
which cut-off bank statements should be obtained.

e.

The extent to which (if any) tests of cash balances can be
performed at interim dates.

f.

The extent to which testing of outstanding checks, deposits
in transit, and other reconciling items can be restricted.

g.

The number of days before and after the balance-sheet date
which should be used for the testing of bank transfers.

h.

Whether all bank transfers during the selected period or only
those over a selected dollar amount should be tested.

i.

Whether petty cash funds should be counted or confirmed
with the custodian as of the balance-sheet date.

j.

Whether petty cash funds should be counted on a surprise
basis.

k.

The need for coordination of cash counts with inspection of
marketable securities and other investments.

____

____

____

C-2. Purchases, Accounts Payable, and Disbursements—Tests of Controls

Note: Tests directed toward the effectiveness of the operation of a
control are concerned with how the control (whether manual or
automated) was applied, the consistency with which it was applied
during the audit period, and by whom it was applied. The examples
that follow assume that the client has controls in place which can be
either inspected, observed or reperformed.
1.

Obtain the voucher register and for a selected period(s):

a.
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Trace postings to other subsidiary registers, if used (for
example, property tax register).
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2.

b.

Test the arithmetic accuracy of the footings and crossfootings
of the voucher register for a test period(s).

c.

Trace totals to the general ledger for both accounts (vouch
ers) payable and the various account distributions.

Date

W/P
Ref.

Select
entries from the voucher register for various months
throughout the year, obtain supporting documents and perform
the following tests:
a.

Compare the entry in the voucher register to the vendor's
invoice as to date, payee, description, and amount and test
the clerical accuracy of the invoice.

b.

Determine that the invoice is supported by (i) an approved
purchase order or payment request form and, if applicable,
a properly executed purchase requisition and (ii) a signed
receiving report or other evidence of receipt of services or
goods, or otherwise authorized in accordance with pre
scribed procedures.

c.

Determine that the account distribution in the voucher reg
ister is reasonable and in agreement with the purchase order.

d.

Determine that purchase discounts have been properly re
corded.

e.

Determine that freight has been billed in conformity with the
purchase order.

f.

Examine the canceled check issued to payment of the invoice
for date, payee, amount, signature, and endorsement. Trace
to cash disbursements journal.

g.

Inspect the voucher for evidence of clerical check, approval
of payment as prescribed by management, and appropriate
cancellation.

3.

Review the numerical sequence files of receiving reports and of
purchase orders and determine whether missing numbers are
accounted for. (Failure by the client to do so increase the risk that
unrecorded liabilities may exist.)

4.

Obtain the cash disbursements journal and perform the follow
ing on a test basis:

a.

Trace postings for a selected period(s) to the general ledger
for both the cash accounts and applicable account distribu
tions.

b.

Trace postings for a selected period(s) to other applicable
subsidiary records, if present (for example, voucher or pur
chase journal, insurance and property tax registers, plant
ledger, etc.).

c.

For a selected period(s), foot and crossfoot the cash disburse
ments journal; reconcile total disbursements to the bank
statement.
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5.

6.

7.

Date

8-96

W/P
Ref.

Review the numerical sequence of checks issued for a selected
period and account for missing numbers as void or included on
the list of outstanding checks. Select
checks drawn at vari
ous times during the year from the disbursements journal and
obtain the paid checks and supporting detail for the disburse
ments:
a.

Examine the paid checks and trace identity of signatures to
the list of authorized check signers. (Consider requesting
confirmations from banks of authorized check signers.)

b.

Compare identity of payee to endorsement; review checks
for unusual endorsements and schedule those found for
further investigation.

c.

Compare paid check and supporting detail to the cash dis
bursements journal for check number, date drawn, payee,
amount, and account distribution.

Review the client's bank reconciliations; for a selected period(s)
perform the following tests of the bank reconciliation(s) and
related listings of outstanding checks:

a.

Prove the arithmetic accuracy of the bank reconciliation,
including the list of outstanding checks.

b.

Trace the bank balance to the bank statement and the book
balance to the general ledger account.

c.

Trace the paid checks accompanying the bank statement to
the cash disbursements journal and outstanding check list
for the preceding month-end.

d.

Trace deposits per the bank statement to the cash receipts
journal and deposits in transit per bank reconciliations of the
preceding month-end.

e.

Trace deposits in transit to the bank statement for the follow
ing month; note whether the time interval between the dates
per book and bank appear reasonable.

f.

Trace outstanding checks to paid checks which accompany
the bank statement for the month(s) subsequent to the rec
onciliation tested; compare paid checks to the cash disburse
ments journal and inspect signature(s) and endorsements.

g.

Trace other reconciling items to supporting documents and
check subsequent disposition.

Consider preparing a proof of cash for a test period including the
tests described in step 6 above and the following:
a.
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Trace totals per the cash receipts and disbursements journals
to the general ledger cash accounts; identify and obtain
explanations for significant and unusual cash entries in the
general ledger during the test period. Foot the receipts and
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disbursements journals and prove the arithmetic between
the opening and closing general ledger cash balances for the
test period.
b.

Prove the arithmetic accuracy of the bank statement by foot
ing the deposits and disbursements, adding the opening
balance and deducting the closing balance and ascertaining
that the resulting differences equal total disbursements.

c.

Account for all deposits per books as deposits per bank or
deposits in transit. Determine that deposits are made on a
timely basis.

d.

Review the numerical sequence of checks issued during the
period, accounting for them as paid during the period, in
cluded on the list of outstanding checks, or void. Determine
that void checks have been properly mutilated.

Note: The working paper format for this step would present recon
ciliations of total receipts and disbursements per cash books to the
respective total credits and charges per the bank statement(s) in
addition to reconciliations of the bank and book balances at the
beginning and end of the selected period. This working paper format
may be used to reconcile total activity per the cash books and bank
statements for various time periods such as a month or several
months.
8.

Select the paid check(s) to reimburse the petty cash fund(s) from
the cash disbursements journal; examine the voucher and paid
check for consistency with the disbursements journal and pre
scribed approval and account distribution, and perform the fol
lowing tests:

a.

Foot supporting evidence by account distribution and trace
total to reimbursement voucher.

b.

Trace reimbursement voucher to cash disbursements journal
and petty cash book.

c.

Examine petty cash vouchers for the following:

(1)

Prepared in ink

(2)

Approved

(3)

Canceled after reimbursement

(4)

Dated

(5)

Payee

(6)

Amount

(7)

Signature

(8)

Account charged

(9)

Numbered consecutively

(10) Reasonableness of amount and business purpose
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C-3. Purchases, Accounts Payable, and Disbursements—Evaluation of
Tests of Controls

1.

Evaluate whether the assessed level of risk was appropriate
based on the results of the tests of controls and:

a.

Document matters considered and conclusions reached in
making the control risk assessment in accordance with firm
policy (completion of questionnaires, checklists, preparation
of required memoranda, etc.).

b.

Based on the control risk assessment, make necessary modi
fications to applicable sections of the program for substan
tive tests.

c.

Identify and note reportable conditions in internal control to
be brought to the client's attention.

d.

Identify and note other internal control matters to be brought
to the client's attention.

Practice Tip
When performing tests of controls, caution is necessary. The tests cannot support an assessment of control
risk below the maximum unless they provide evidence to evaluate the effectiveness of design and operation
of controls. See AAM section 4600.15.

D-1. Payroll—Understanding and Risk Assessment

1.

Obtain and document a sufficient understanding of the design of
relevant controls which relate to the payroll account balances and
transactions and determine whether they have been placed in
operation. An understanding can be obtained from previous
experience with the entity, inquiries of appropriate management,
supervisory, and staff personnel, inspection of entity documents
and records, and observation of entity activities and operations
(the form and extent of documentation is influenced by the size
and complexity and nature of internal control). (Review AAM
section 4000 for sample internal control questionnaires.)

2.

Assess the level of control risk:
a.

If control risk is assessed at the maximum level, document
this conclusion (the basis for the conclusion need not be
documented) and go to section E-1. If the control risk is
assessed at this level the auditor will have to expand substan
tive tests to compensate for this level of risk. Some examples
of substantive tests which may be affected are shown in step
3 below.

b.

If control risk is assessed at less than the maximum level,
document the basis for this conclusion and obtain sufficient
evidential matter to support this assessed level. Some exam
ples of evidential matter which can be used to support this
assessed level are shown in section D-2—Tests of Controls.
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Remember: Assessing control risk and choosing an audit strategy is
made at the assertion level, not a global level. A primarily substantive
testing approach made be chosen for some assertions, while less
rigorous substantive tests may be performed for other assertions due
to a less than maximum control risk assessment.
3.

Based on the assessed level of control risk the timing and extent
of substantive tests may be affected. Consider the following mat
ters as appropriate. Cross-reference to AAM section 5400.160.
a.

The extent to which analytical procedures are applied to
payroll costs and expenses and the extent to which fluctua
tions are investigated.

b.

Whether, and to what extent, gross pay is reconciled to
individual earnings records.

c.

Whether, and to what extent, a payoff is made.

d.

The extent to which labor charges to property and equip
ment and to inventory are tested.

e.

The extent to which payroll taxes withheld and accrued are
tested.

D-2. Payroll—Tests of Controls
Note: Tests directed toward the effectiveness of the operation of a
control are concerned with how the control was applied, the consis
tency with which it was applied during the audit period, and by
whom it was applied. The examples that follow assume that the client
had controls in place which can be either inspected, observed or
reperformed.

1.

Obtain the payroll register for a selected period(s):

a.

Trace totals per the register through applicable payroll sum
maries to the paid check used to transfer cash for net pay to
the payroll bank account, and to postings in the general
ledger (and cost accounting records, if applicable) for wage
and salary cost and expense distributions, and liabilities for
payroll withheld and deducted.

b.

Trace payroll withheld through applicable subsidiary re
cords to the payroll tax returns. Review the payroll tax
returns; examine the check remitting withholdings to the
governments (federal and state) and trace to the general
ledger liability accounts.

c.

Determine whether payroll was approved in accordance
with prescribed procedures. (For example, approval might
be a signature on a payroll summary and request for the
deposit of net pay to the payroll bank account; the signature
on the check used to transfer money to the payroll bank
account; approvals directly on the registers; etc.)
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d.
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Test the arithmetical accuracy of the footings and crossfoot
ings of the payroll register.

Select
entries from the payroll register made at various
times throughout the year, and perform the following proce
dures:
a.

Examine authorization for rate of pay and evidence in sup
port of payment (for example, time records, piece-work pro
duction reports or other documentation which has been
approved as prescribed by management) and on a test basis
recompute gross pay.

b.

Examine proper authorizations for payroll withholdings
such as signed W-4 forms and on a test basis recompute
amounts withheld.

c.

Test arithmetical accuracy of net pay based on gross pay less
deductions.

d.

Examine canceled checks noting date, check number, name
of payee and comparing net pay to the payroll register,
signature to list of authorized check signers, and endorse
ment to the signed W-4 forms.

e.

Examine signed receipt for employees paid by cash, compare
amount on the receipt with the payroll register and compare
signature to the signed W-4 form.

f.

Compare the individual payroll entry on the payroll register
to the records used to accumulate year-to-date employee
compensation for such purposes as preparation of payroll
tax returns and W-2 forms.

3.

Authorization of rate of pay. (For example, memoranda in the
personnel files evidencing approval as prescribed by manage
ment, union contracts, approved rate or salary schedules,
authorization of officer's salaries per minutes of board of direc
tor's meetings.)

4.

Evidence in support of payment. For example:

5.

Date

6-97

a.

Time cards or records, which have been approved as pre
scribed, for employees paid on an hourly basis and for
employees paid for overtime.

b.

Production reports, which have been approved as pre
scribed, for employees paid on a piece-work basis.

c.

Sales and commission registers, and evidence that advance
drawings for commission salesmen had been approved as
prescribed.

Evidence in support of payroll withholdings. (For example,
signed W-4 forms or other proper authorization.)
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6.

Evidence of review of payroll for clerical accuracy, reasonable
ness, and account distribution, as prescribed by management.

7.

Evidence of individual payroll records. (For example, the indi
vidual payroll entry to the records used to accumulate year to
date employee compensation for such purposes as preparation
of payroll, tax returns and W-2 forms.)

8.

Consider, based on the preliminary evaluation, whether to:
a.

Observe the distribution of payroll checks or cash, including
control of unclaimed wages.

b.

Physically observe selected employees in the performance of
their duties.

Date

W/P
Ref.

D-3. Payroll—Evaluation of Tests of Controls
1.

Evaluate whether the assessed level of risk was appropriate
based on the results of the tests of control and:
a.

Document matters considered and conclusions reached in
making the control risk assessment in accordance with firm
policy (completion of questionnaires, checklists, preparation
of required memoranda, etc.)

b.

Based on the control risk assessment, propose necessary
modifications to applicable sections of the program for sub
stantive tests.

c.

Identify and note reportable conditions in internal control to
be brought to the client's attention (SAS No. 55 [AU section
319]).

d.

Identify and note other internal control matters to be brought
to the client's attention.

Practice Tip
When performing tests of controls, caution is necessary. The tests cannot support an assessment of control
risk below the maximum unless they provide evidence to evaluate the effectiveness of design and operation
of controls. See AAM section 4600.15.

E-1. Inventories and Cost of Sales—Understanding and Risk Assessment

1.

Obtain and document a sufficient understanding of the design of
relevant controls which relate to the inventory, cost of sales
account balances and transactions and determine whether they
have been placed in operation. An understanding can be ob
tained from previous experience with the entity, inquiries of
appropriate management, supervisory, and staff personnel, in
spection of entity documents and records, and observation of
entity activities and operations (the form and extent of documen
tation is influenced by the size, complexity, and nature of internal
control). (Review AAM section 4000 for sample internal control
questionnaires.)
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Date
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Assess the level of control risk:

a.

If control risk is assessed at the maximum level, document
this conclusion (the basis for the conclusion need not be
documented). If the control risk is assessed at this level the
auditor will have to expand substantive tests to compensate
for this level of risk. Some examples of the substantive tests
which may be affected are shown in step 3 below.

b.

If control risk is assessed at less than the maximum level,
document the basis for this conclusion and obtain sufficient
evidential matter to support this assessed level. Some exam
ples of evidential matter which can be used to support this
assessed level are shown in section E-2—Tests of Controls.

Remember: Assessing control risk and choosing an audit strategy is
made at the assertion level, not a global level. A primarily substantive
testing approach made be chosen for some assertions, while less
rigorous substantive tests may be performed for other assertions due
to a less than maximum control risk assessment.
3.

Based on the assessed level of control risk the timing and extent
of substantive tests may be affected in, for example, the following
aspects:

a.

The extent to which physical inventories are observed
and/or perpetual records tested.

b.

Whether physical inventories are taken at a preliminary date
or at the balance-sheet date.

c.

The extent to which consigned inventories are confirmed.

d.

The extent to which inventory prices are tested to supporting
documentation.

e.

The extent to which analytical procedures are applied to cost
of sales and the extent to which fluctuations are investigated.

f.

The extent to which cutoffs are tested.

g.

The extent to which inventories are tested for obsolete or
excess stock.

E-2. Inventories and Cost of Sales—Tests of Controls
Note: Tests directed toward the effectiveness of the operation of a
control are concerned with how the control was applied, the consis
tency with which it was applied during the audit period, and by
whom it was applied. The examples that follow assume that the client
has controls in place which can be either inspected, observed or
reperformed.
1.

Tour the client's manufacturing or production facilities with a
member of the client's organization familiar with production.
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Select a sample of transactions for additions and deletions of
inventory from such sources as receiving reports, requisitions
to place materials into production, and shipping documents.
Note the reference or control number, date, description, quan
tity and dollar amount for each transaction selected. Trace the
transactions to the perpetual inventory record and the cost ac
counting records, if any, used to determine unit or job costs. Per
form similar tests selecting the transactions from the perpetual
inventory records and/or cost accounting records and trace the
transactions to receiving reports, requisitions and shipping
documents.

Note: This testing may be coordinated with tests of controls for
purchases, payables, and disbursements, and for revenues, receiv
ables, and receipts.

3.

4.

Obtain an analysis of overhead costs charged to inventories and
over- or under-absorbed overhead. Review the amounts in
cluded in the overhead pool for propriety and perform the
following:

a.

Determine that overhead costs are being charged to inven
tory in accordance with an appropriate policy (for example,
as a percent, as a percent of direct labor).

b.

Identify disposition of variances, if any, between actual over
head costs incurred and overhead costs applied to produc
tion and inventory. Determine that variances are reasonable.
Determine that no excessive costs for idle plant are being
charged to inventory.

If a job order cost system is used, obtain the job order ledger (or
tabulation), select a period(s) and perform the following:
a.

Trace total costs incurred to the voucher register (or cash
disbursements journal), the payroll distribution, and sup
port for overhead applied.

b.

Test the footings of the job order ledger by refooting the
detail for selected subtotals and refooting the subtotals.

c.

Select
job orders for jobs in process and completed jobs
and perform the following:

(1)

Examine authorization for the job order.

(2)

Trace materials used on a test basis at various times
since inception of the job order to such supporting
details as requisitions, purchase orders, receiving re
ports, and processed invoices. (Consider coordination
with compliance tests for purchases.)

(3)

Trace direct labor costs to account distributions of the
payroll registers and on a test basis to individual time
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reports or time cards. (Consider coordination with tests
of controls for payroll.)

5.

(4)

Trace application of overhead costs to analyses used to
accumulate overhead costs; test computations and re
view for reasonableness.

(5)

Identify the status of the job (work in process, finished
goods, or goods shipped) and trace through necessary
summarization to the applicable general ledger ac
count. Obtain explanation for any unreasonable time
lag between completion and shipping dates for job or
ders performed for specific customers.

For process cost systems, obtain the cost of production reports
for each department within the production process for a selected
period(s) and:
a.

Trace quantities and dollar amounts for units received for
selected departments to the quantities and dollar amounts
transferred out per the preceding department in the se
quence of production.

b.

For each selected department, review the computations of
total and unit costs for production transferred to the next
department; on a test basis recompute unit costs and ascer
tain that costs for units lost in process are properly reallo
cated to surviving units.

c.

Trace materials costs charged to the selected departments to
appropriate journals and on a test basis to individual requi
sitions.

d.

Trace labor costs incurred to account distribution analyses of
the payroll registers.

e.

Review the allocation of overhead.

E-3. Inventories and Cost of Sales—Evaluation of Tests of Controls

1.

Evaluate whether the assessed level of risk was appropriate
based on the results of the tests of controls and:
a.

Document matters considered and conclusions reached in
making the control risk assessment in accordance with firm
policy (completion of questionnaires, checklists, preparation
of required memoranda, etc.).

b.

Based on the control risk assessment, make necessary modi
fications to applicable sections of the program for substan
tive tests.

c.

Identify and note reportable conditions in internal control to
be brought to the client's attention.
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Identify and note other internal control matters to be brought
to the client's attention.

Practice Tip
When performing tests of controls, caution is necessary. The tests cannot support an assessment of control
risk below the maximum unless they provide evidence to evaluate the effectiveness of design and operation
of controls. See AAM section 4600.15.

F.

Section Completion

This audit program section has been completed in accordance with
firm policy.
Done by

Reviewed by
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The material included in this section is presented for illustrative purposes
only. The illustrative audit objectives and illustrative audit procedures are
neither all-inclusive nor are they prescribed minimums. The illustrative
audit procedures are numbered merely to organize the materials; those
numbers are not intended to imply completeness or a prescribed sequence.
The nature, extent and timing of the auditing procedures to be applied on
a particular engagement are a matter of professional judgment to be
determined by the auditor based on the specific facts and circumstances.
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III. Cash

Financial Statement Assertions:
1.

Existence or occurrence.

2.

Completeness.

3.

Rights and obligations.

4.

Valuation or allocation.

5.

Presentation and disclosure.

Objectives:

A. Existence of cash—To determine that cash exists and is owned
by the entity. (Assertions 1 and 3)
B.

Proper cut-off—To determine that cash balances reflect a proper
cut-off of cash receipts and disbursements. (Assertions 1,2, and
4)

C. Cash complete—To determine that cash balances as presented in
the balance-sheet properly reflect all cash and cash items on
hand, in transit, or on deposit with third parties. (Assertions 1,2,
and 5)
D. Proper classification—To determine that cash balances are prop
erly classified in the financial statements and any restrictions on
the availability of funds are properly disclosed. (Assertions 3 and
5)

Note: The letters preceding each of the above audit objectives serve
as identification codes. These codes are presented in the objective
column when the audit step accomplishes the specific objective. If the
letter appears in brackets, i.e., [A], [B], etc., the audit procedure only
secondarily accomplishes the objective.

Procedures:
A.

Preliminary Procedures
1.

Review the results of applicable sections of the following to
determine the nature, timing, and extent of procedures:

a. Preliminary analytical review
AAM §5400.040
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2.

b.

Internal control documentation, control risk assessment, and
control test results

c.

Assessment of risk of material misstatement

d.

Other planning documents and risk assessments

Date

W/P
Ref.

.

Based on the risk assessment made during planning, determine
whether additional procedures, beyond those included in this
program, are necessary. Consult all relevant planning docu
ments when making this decision. If additional procedures are
necessary, add them to this program.

Note: Use the assessed levels of inherent risk and control risk to
determine the nature, timing, and extent of the substantive proce
dures to be performed. Listed below are examples of substantive
procedures that an auditor may decide to perform, based on the
assessment of risk. An auditor should select which procedures below
need to be performed and should add additional procedures to those
listed below, as necessary.

Substantive Analytical Procedures

[A]

B.

[B]

[C] [D]

Compare account balances with expected amounts and investi
gate any significant deviations from expected amounts.

2.

C.

Compute quick current ratios (cash, and net receivables) and
compare with expected ratios. Investigate any significant devia
tions from the expected ratios.

Cash in Banks—Detailed Tests

ACD

1.

Confirm bank balances (using standard forms to confirm account
balance information with financial institutions) as of the balancesheet date for
bank accounts used during the year. (Confir
mation of and information about certificates of deposit and
compensating balances arrangements should also be requested.)

B [C]

2.

Arrange to obtain cut-off bank statements and related paid
checks directly from the banks for
days following the
balance-sheet date.

C

3.

Obtain or prepare a comparative listing of the component bank
account(s) and petty cash fund balances as of the closing and
opening balance-sheet dates for the year (period) being audited:
a.

Refoot the schedule and trace totals to the financial statement
assembly sheets.

b.

Trace closing balances to the general ledger and working
papers on bank reconciliations and petty cash funds.

c.

Trace opening balances to the working papers for the pre
ceding audit.

d.

For bank accounts opened and closed during the year (pe
riod) trace to authorization in the minutes of the board of
directors meetings.
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5.

Date
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Obtain copies of the bank reconciliations as of the balance sheet
date and perform the following:
a.

Trace the book balance to the balance per the general ledger
control account and to the working lead schedule or trial
balance.

b.

Compare the bank balance to the cut-off bank statement and
to the confirmation received from the respective bank.

c.

Test the clerical accuracy of the reconciliation.

d.

Review and explain unusual reconciling items and trace to
appropriate subsequent disposition.

e.

Trace deposits in transit to the cut-off bank statement(s) and
ascertain whether the time lag is reasonable.

f.

Inspect selected paid checks returned with the cut-off bank
statement. Examine the cancellation date on the paid checks
to identify any checks that were not recorded in the period
under audit. Trace checks drawn prior to the end of the
period under audit to the list of outstanding checks and to
the cash disbursements journal and agree items such as date,
payee, and amount.

g.

List and investigate any unusual checks including checks
drawn to "bearer" or "cash."

h.

List and investigate any outstanding checks of $or
over, which did not clear the banks within a reasonable
period to ascertain that the disbursements are proper.

Prepare a bank transfer schedule providing column headings for
the following:
a.

Name of disbursing bank

b.

Check number or other reference

c.

Amount

d.

Date disbursed per books

e.

Date disbursed per bank

f.

Name of receiving bank

g.

Date deposited per books

h.

Date deposited per bank

i.

Perform the following:
(1)
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the first
days after the closing date of the year
(period) and list all bank transfers (or each transfer of
$or over) on the transfer schedule.
(2)

6.

B

ABCD

D.

7.

If cut-off statements and related paid checks are not inde
pendently received by the auditor directly from the bank, obtain
the bank statements and related paid checks for the month
following the balance-sheet date and perform the following:

a.

Inspect bank statements for erasures and prove arithmetic
accuracy of the statements (opening balance plus total de
posits and other credits, less the closing balance equals total
disbursements and other charges).

b.

Examine paid date of each check and debit memo to ascertain
it was paid by the bank during the period covered by the
bank statements.

c.

Foot the paid checks and debit memos to ascertain that the
total agrees with total charges per the bank statements.

d.

Request banks to confirm the balance at the end of the
statement period.

On receiving the bank confirmation replies:
a.

Ascertain that all of the inquiries have been answered. If any
inquires have not been answered, telephone or correspond
with the bank to obtain the missing information (in writing).

b.

Review bank confirmations for details applicable to other
areas of the financial statements such as liabilities, debt,
commitments, and contingencies.

c.

Determine whether there are any restrictions on the account
balances, including minimum balance requirements.

d.

Determine whether there are any guarantee arrangements.

Cash Funds and Petty Cash—Detailed Tests
1.

ABCD

Review the schedule to determine that the deposit and
disbursement side of each transfer is recorded in the
proper period and that any time lag between book and
bank entries appears reasonable. Trace incompleted
transfers to the schedule of outstanding checks and/or
deposits in transit.

The auditor should consider performing the following proce
dures if cash balances on hand are deemed significant:

a.

Identify all funds, including locations, custodians, amounts
and purpose and decide:

(1)

Which funds are to be counted and, if so, whether to
count them simultaneously and whether simultaneous
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control and inspection of other assets, such as nego
tiable securities, is also necessary.
(2)

ABCD

b.

Timing of counts to be at a preliminary date, the bal
ance-sheet date or subsequent to the balance-sheet date.

Count all (or on a test basis, depending upon risk assess
ment) undeposited cash, petty cash, unclaimed wages,
stamps, etc., in the presence of the custodian (A client's
representative should be present at all times during the
count.) and:

(1)

List currency and coins counted by denomination.

(2)

List other items such as stamps, checks, and vouchers;
examine vouchers as to date, amount, payer, authoriza
tion, signature, account charged, and documentation.
Identify large or unusual amounts for possible follow
up.

(3)

Trace the fund balance per the count to the balance per
the general ledger.

(4)

List all unusual items such as postdated checks or
vouchers prepared in pencil for discussion with a re
sponsible member of the client's staff.

(5)

If petty cash reimbursement checks are included in the
fund, trace the amounts to cash book entries dated prior
to the count.

(6)

Have the custodian sign a receipt at the conclusion of
the count.
Practice Tip

It is often a good idea to scan petty cash vouchers to determine types of expenses that are paid out of petty
cash. Be on the lookout for items that might need to be capitalized.

ABCD

E.

3.

Consider whether to confirm funds at branch offices and other
locations which are not scheduled for a physical count.

Additional Procedures (if any)

AAM §5400.040
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Section Completion

1.

Based on the initial planning conclusions, on the results of the
audit procedures performed, and upon the assessed level of risk
for cash balances, determine whether additional procedures
need to be performed to obtain sufficient evidence regarding the
financial statement assertions for cash balances.

2.

The objectives of this audit program have been met.

This audit program section has been completed in accordance with firm policy.
Done by

Reviewed by
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The material included in this section is presented for illustrative purposes
only. The illustrative audit objectives and illustrative audit procedures are
neither all-inclusive nor are they prescribed minimums. The illustrative
audit procedures are numbered merely to organize the materials; those
numbers are not intended to imply completeness or a prescribed sequence.
The nature, extent and timing of the auditing procedures to be applied on
a particular engagement are a matter of professional judgment to be
determined by the auditor based on the specific facts and circumstances.
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IV. Investments in Securities, Derivatives, Hedging Activities, and Transfers of Financial Assets
(Note: This program is based on Statement on Auditing Standards (SAS) No. 92, Auditing
Derivative Instruments, Hedging Activities, and Investments in Securities (AU section 332), and its
companion Audit Guide Auditing Derivative Instruments, Hedging Activities, and Investments in
Securities. We have redesigned this program to reflect the requirements and style of SAS No. 92
and its companion Audit Guide. Refer to the SAS and its companion Audit Guide for authoritative
guidance on auditing investments in securities, derivatives, and hedging activities.)

Note: Use the assessed levels of inherent risk and control risk to
determine the nature, timing, and extent of the substantive proce
dures to be performed. Listed below are examples of substantive
procedures that an auditor may decide to perform, based on the
assessment of risk. An auditor should select which procedures below
need to be performed and should add additional procedures to those
listed below, as necessary.
A.

Preliminary Procedures
1.

Review the results of applicable sections of the following to
determine the nature, timing, and extent of procedures:
a.

Preliminary analytical review

b.

Internal control documentation, control risk assessment, and
control test results

c.

Assessment of risk of material misstatement

d.

Other planning documents and risk assessments

2.

Based on the risk assessment made during planning, determine
whether additional procedures, beyond those included in this
program, are necessary. Consult all relevant planning docu
ments when making this decision. If additional procedures are
necessary, add them to this program.

3.

(Some of the following information may not be necessary, de
pending upon the judgment of the auditor.) Obtain or prepare
detailed analyses of the client's securities and derivatives. The
analyses may contain the following information:
a.
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Description of the security or derivative, including any inter
est rate and maturity of debt, the dividend rate, etc.

____

Date

W/P
Ref.

____

_______

c.

Classification between current and noncurrent portfolios.

____

—

—

d.

Balances at the end of the preceding period.

____

—

—

e.

Additions during the current period including dates, num
ber of shares, etc.

____

____

____

Sales and dispositions during the current period including
dates, proceeds, realized gain or loss, etc.

____

____

____

—

—

____

____

f.

g.

Balances at the end of the current period.

h.

Amounts of unrealized appreciation and depreciation at the
end of the current period.

____

Investment income (interest, dividends, etc.) earned during
the current period, collected during the current period, ac
crued at the end of the current period, and accrued at the end
of the preceding period.

____

i.

____

4.

Foot and crossfoot the analyses.

____

—

—

5.

Trace ending totals to the general ledger and trace opening
balances to the preceding period audit workpapers.

____

—

—

Evaluating Managements' Intent and Ability
1.

In evaluating management's intent and ability—
a.

b.

c.

d.

Obtain an understanding of the process used by manage
ment to classify securities as trading, available-for-sale, or
held-to-maturity. Determine that the client's securities are
classified in accordance with generally accepted accounting
principles.

____

For an investment accounted for using the equity method,
inquire of management as to whether the entity has the
ability to exercise significant influence over the operating
and financial policies of the investee and evaluate the atten
dant circumstances that serve as a basis for management's
conclusions.

____

If the client accounts for the investment contrary to the
presumption established by generally accepted accounting
principles for use of the equity method, obtain sufficient
competent evidential matter about whether that presump
tion has been overcome and whether appropriate disclosure
is made regarding the reasons for not accounting for the
investment in keeping with that presumption.

____

Consider whether management's activities corroborate or
conflict with its stated intent. For example, evaluate an asser
tion that management intends to hold debt securities to their
maturity by examining evidence such as documentation of
management's strategies and sales and other historical ac
tivities with respect to those securities and similar securities.

____
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C.

e.

Determine whether generally accepted accounting principles
require management to document its intentions and specify the
content and timeliness of that documentation. Inspect the docu
mentation and obtain evidential matter about its timeliness.
Unlike the formal documentation required for hedging activi
ties, evidential matter supporting the classification of debt and
equity securities may be more informal.

f.

Determine whether management's activities, contractual
agreements, or the client's financial condition provide evi
dence of its ability.

Date

10-01

W/P
Ref.

Financial Statement Assertion: Existence or Occurrence
1.

Confirm existence of securities with issuers.

2.

Confirm existence of securities, including securities in electronic
form, with holders or with the counterparty to the derivative.

3.

Confirm settled transactions with the broker-dealer or counterparty.

4.

Confirmunsettledtransactionswiththebroker-dealerorcounterparty.

5.

Physically inspect the security or derivative contract.

6.

Read the executed partnership or similar agreements.

7.

Inspect underlying agreements and other forms of supporting
documentation, in paper or electronic form, for—
a.

Amounts reported.

b.

Evidence that would preclude the sales treatment of a transfer.

c.

Unrecorded repurchase agreements.

8.

Inspect supporting documentation for subsequent realization or
settlement after the end of the reporting period.

9.

Trace payments for purchases of securities and derivatives to
canceled checks.

10. Perform substantive analytical procedures.

11. If a response to a positive confirmation request is not received,
apply alternative procedures. (Alternative procedures may in
clude examining source documents, such as invoices or broker's
statements; inspecting executed agreements; examining cash re
ceipts or disbursements subsequent to year end).

D.

Financial Statement Assertion: Completeness
1.

Request the counterparty to a derivative or the holder of a
security to provide information about it, such as whether there
are any side agreements or agreements to repurchase securities sold.

2.

Request counterparties or holders who are frequently used, but
with whom the accounting records indicate there are presently
no derivatives or securities, to state whether they are counterpar
ties to derivatives with the client or holders of its securities.
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3.

Inspect financial instruments and other agreements to identify
embedded derivatives.

4.

Inspect documentation in paper or electronic form for activity
subsequent to the end of the reporting period.

5.

Perform substantive analytical procedures.

6.

Compare previous and current account detail to identify assets that
have been removed from the accounts and test those items further
to determine that the criteria for sales treatment have been met.

7.

Read other information, such as minutes of meetings of the board of
directors or finance, asset/liability, investment, or other committees.

Date

W/P
Ref.

Note: If one or more service organizations provide services that are
part of the client's information system for derivatives, the auditor
may be unable to sufficiently limit audit risk for assertions about the
completeness of derivatives without obtaining evidential matter
about the operating effectiveness of controls at one or more of the
service organizations.

E.

F.

Financial Statement Assertion: Rights and Obligations

1.

Confirm significant terms with the counterparty to a derivative or the
holder of a security, including the absence of any side agreements.

2.

Inspect underlying agreements and other forms of supporting
documentation, in paper or electronic form.

3.

Consider whether the findings of other auditing procedures,
such as reviewing minutes of meetings of the board of directors
and reading contracts and other agreements provide evidence
about rights and obligations, such as pledging of securities as
collateral or selling securities with a commitment to repurchase
them.

Financial Statement Assertion: Valuation

I.

Valuation Based on Cost

1.

Inspect documentation of the purchase price.

2.

Confirm the purchase price with the issuer or holder.

3.

Test discount or premium amortization, either by recomputation
or analytical procedures.

4.

Evaluate management's conclusion about the need to recognize
an impairment loss for a decline in the security's fair value below
its cost that is other than temporary.

II. Valuation Based on an Investee's Financial Results (Including
but not limited to the equity method of accounting)
1.

Obtain sufficient evidence in support of the investee's financial
results.
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2.

Read available financial statements of the investee and the ac
companying audit report, if any. (Financial statements of the
investee that have been audited by an auditor whose report is
satisfactory, for this purpose, to the investor's auditor may con
stitute sufficient evidential matter.)

3.

Review information in the investor's files that relates to the
investee such as investee minutes and budgets and cash flows
information about the investee.

4.

Make inquiries of investor management about the investee's
financial results.

5.

If the investee's financial statements are not audited, or if the
investee auditor's report is not satisfactory to the investor's auditor
for this purpose, apply, or request that the investor arrange with the
investee to have another auditor apply, appropriate auditing pro
cedures to such financial statements, considering the materiality of
the investment in relation to the financial statements of the investor.

6.

If the carrying amount of the security reflects factors that are not
recognized in the investee's financial statements or fair values of
assets that are materially different from the investee's carrying
amounts, obtain sufficient evidence in support of these amounts.

7.

If a time lag between the date of the client's financial statements
and those of the investee has a material effect on the client's
financial statements, determine whether the client's manage
ment has properly considered the lack of comparability.

8.

Evaluate management's conclusion about the need to recognize
an impairment loss for a decline in the security's fair value below
its carrying amount that is other than temporary.

9.

With respect to subsequent events and transactions of the investee
occurring after the date of the investee's financial statements but
before the date of the investor auditor's report, read available
interim financial statements of the investee and make appropriate
inquiries of the investor to identify subsequent events and transac
tions that are material to the investor's financial statements.

Date

10-01

W/P
Ref.

10. Obtain evidence relating to material transactions between the
client and the investee to evaluate the propriety of the elimina
tion of unrealized profits and losses on transactions between the
client and the investee that is required when the equity method
of accounting is used to account for an investment under gener
ally accepted accounting principles.
11. Obtain evidence relating to material transactions between the
client and the investee to evaluate the adequacy of disclosures
about material related party transactions.
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III. Valuation Based on Fair Value
1.

Determine whether generally accepted accounting principles spec
ify the method to be used to determine the fair value of the client's
derivatives and securities and evaluate whether the determination
of fair value is consistent with the specified valuation method.

2.

If the determination of fair value requires the use of estimates,
consider the guidance in SAS No. 57, Auditing Accounting Esti
mates (AU section 342).

3.

If applicable, obtain evidence about an client's derivatives and
securities from quoted market prices listed on national ex
changes or over-the-counter markets.

4.

If applicable, obtain evidence about a client's derivatives and
securities from quoted market prices obtained from broker
dealers who are market makers in them or through the National
Quotation Bureau. (Using such a price quote to test valuation
assertions may require special knowledge to understand the
circumstances in which the quote was developed.)

5.

If quoted market prices are not available for the derivative or
security, obtain estimates of fair value from broker-dealers or
other third-party sources based on proprietary valuation models
or from the client based on internally or externally developed
valuation models.

6.

Obtain an understanding of the method used by the broker
dealer or other third-party source in developing the estimate.

7.

If necessary, obtain estimates from more than one pricing source.
(Examples of why this may be necessary include: (1) the pricing
source has a relationship with the client that might impair its
objectivity, such as an affiliate or a counterparty involved in
selling or structuring the product, and (2) the valuation is based
on assumptions that are highly subjective or particularly sensi
tive to changes in the underlying circumstances.)

8.

For fair-value estimates obtained from broker-dealers and other
third-party sources, consider the applicability of the guidance in
SAS No. 73, Using the Work of a Specialist (AU section 336) or SAS
No. 70, Service Organizations (AU section 324).

9.

If a derivative or security is valued by the client using a valuation
model, obtain evidence supporting management's assertions about
fair value by performing the following procedures, as deemed
necessary. (A valuation model should not be used to determine fair
value when generally accepted accounting principles require the
fair value of a security be determined using quoted market prices.)

a.

Assess the reasonableness and appropriateness of the model.
Determine that the valuation model is appropriate for the
derivative or security to which it is applied and whether the
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assumptions used are reasonable and appropriately sup
ported. (The evaluation of the appropriateness of valuation
models and each of the assumptions used in the models may
require considerable judgment and knowledge of valuation
techniques, market factors that affect value, and actual and
expected market conditions, particularly in relation to simi
lar derivatives and securities that are traded. Accordingly,
the auditor may consider it necessary to involve a specialist
in assessing the model.)
b.

Calculate the value, for example using a model developed
by the auditor or by a specialist engaged by the auditor, to
develop an independent expectation to corroborate the rea
sonableness of the value calculated by the client.

c.

Compare the fair value with subsequent or recent transactions.

Practice Tip

It may be useful to perform sensitivity analysis on key factors to determine how they affect the estimate of
the fair value. For example, when an estimate of the fair value of a non-exchange-traded option includes an
assumption about the volatility of the underlying security, the auditor may perform an analysis to determine
how the fair value of the option will differ if that volatility is changed. The results of this analysis will help
the auditor determine which factors and assumptions have the most significant impact on the estimate.
10. In situations requiring considerable judgment, consider the guid
ance in SAS No. 57, Auditing Accounting Estimates (AU section
342) and SAS No. 73, Using the Work of a Specialist (AU section
336).
11. If collateral, such as negotiable securities, real estate, chattels, or
other property, is an important factor in evaluating fair value and
collectibility of a security, obtain evidence regarding the exist
ence, fair value, and transferability of such collateral as well as
the investor's rights to the collateral.
12. Evaluate management's conclusion about the need to recognize
in earnings an impairment loss for a decline in fair value that is
other than temporary.
13. Gather evidential matter to support the amount of unrealized
appreciation or depreciation in the fair value of a derivative that
is recognized in earnings or other comprehensive income or that
is disclosed because of the ineffectiveness of a hedge. (That
requires an understanding of the methods used to determine
whether the hedge is highly effective and to determine the inef
fective portion of the hedge.)

IV. Impairment Losses
1.

Evaluate (a) whether management has considered relevant infor
mation in determining whether factors, such as those listed
below, exist and (b) management's conclusions about the need to
recognize an impairment loss.
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a.

4.

G.

The decline is attributable to adverse conditions specifi
cally related to the security or to specific conditions in
an industry or in a geographic area.

(2)

The decline has existed for an extended period of time.

(3)

Management does not possess both the intent and the
ability to hold the security for a period of time sufficient
to allow for any anticipated recovery in fair value.

b.

The security has been downgraded by a rating agency.

c.

The financial condition of the issuer has deteriorated.

d.

Dividends have been reduced or eliminated, or scheduled
interest payments have not been made.

—

—

—

—

—

—

____
____

____

The client recorded losses from the security subsequent to
the end of the reporting period.

—

—

—

Obtain evidence about such factors that tend to corroborate or
conflict with management's conclusions.

—

—

—

If the client has recognized an impairment loss, gather evidence
supporting the amount of the impairment adjustment recorded
and determine whether the client has appropriately followed
generally accepted accounting principles.

—

—

—

—

—

—

e.

3.

W/P
Ref.

Fair value is significantly below cost and—

(1)

2.

Date

If the client has recognized an impairment loss and there is
agreement with that conclusion:

a.

Determine that the write-down of an investment to a new
cost basis is accounted for as a realized loss.

b.

Test the calculation of the loss recorded.

c.

Determine that the new cost basis of investments previously
written down is not changed for subsequent recoveries in fair
value.

d.

Review a summary of investments written down for com
pleteness and unusual items.

____

e.

Assess the credit rating of the counterparty.

—

f.

Conclude on the adequacy of impairment adjustments
recorded.

____ ____

—

—

Financial Statement Assertion: Presentation and Disclosure
1.

Evaluate whether the presentation and disclosure of derivatives
and securities are in conformity with generally accepted account
ing principles.

2.

In evaluating the adequacy of presentation and disclosure, con
sider the form, arrangement, and content of the financial state
ments and their notes, including, for example, the terminology
used, the amount of detail given, the classification of items in the
statements, and the bases of amounts reported.
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Follow the guidance in SAS No. 32, Adequacy of Disclosure in
Financial Statements (AU section 431) in evaluating the adequacy
of disclosure that is not specifically required by generally ac
cepted accounting principles.
Other Procedures

3.

H.

1.

Test accrued interest on investment securities as follows:
a.

Obtain or prepare a trial balance of accrued interest receivable
on securities and derivatives and agree to the general ledger.

b.

Recalculate accrued interest for selected securities and de
rivatives.

c.

Review the client's procedures for calculating monthly ac
cruals and:

(1)

Test the posting of monthly accruals by tracing to appli
cable accounts in the general ledger.

(2)

Test detail calculations supporting the monthly entries.

2.

Determine that gains or losses on dispositions of securities and
derivatives have been computed and accounted for properly.

3.

Trace proceeds from sales of securities and derivatives to entries
in cash book.

4.

I.

Determine that any transfers between categories of investments
have been properly made and recorded in accordance with gen
erally accepted accounting principles.
Hedging Activities
1.

Gather evidential matter to determine whether management
complied with the hedge accounting requirements of generally
accepted accounting principles, including designation and docu
mentation requirements.

2.

Gather evidential matter to support management's expectation
at the inception of the hedge that the hedging relationship will
be highly effective and its periodic assessment of the ongoing
effectiveness of the hedging relationship as required by generally
accepted accounting principles.

3.

In situations where the client designates a derivative as a fair
value hedge, and the client adjusts the carrying amount of the
hedged item for the change in the hedged item's fair value that
is attributable to the hedged risk, gather evidential matter sup
porting the recorded change in the hedged item's fair value that
is attributable to the hedged risk.

4.

Gather evidential matter to determine whether management has
properly applied generally accepted accounting principles to the
hedged item.

5.

For a cash flow hedge of a forecasted transaction, evaluate man
agement's determination of whether the forecasted transaction
is probable.
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L.
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Management Representations

1.

Obtain written representations from management confirming
aspects of management's intent and ability that affect assertions
about derivatives and securities, such as its intent and ability to
hold a debt security until its maturity or to enter into a forecasted
transaction for which hedge accounting is applied.

2.

Consider obtaining written representations from management
confirming other aspects of derivatives and securities transac
tions that affect assertions about them.

Service Organization Involvement
1.

If a service organization provides services that are part of a client's
information system, consider how the provision of those services
affects the nature, timing, and extent of substantive procedures.

2.

If necessary, inspect supporting documentation, such as deriva
tive contracts and securities purchases and sales advices, located
at the service organization's facilities. (This inspection can be
performed by either the auditor of the client's financial state
ments, an auditor working under the direction of that auditor, or
an auditor engaged by the service organization.)

Accounting by a Transferor and Transferee for All Transfers of
Financial Assets
1.

2.

Determine that the proceeds received from the transfer of finan
cial assets have been recognized as a sale, if all of the following
conditions are met:
a.

The transferred assets have been isolated from the trans
feror—put presumptively beyond the reach of the transferor
and its creditors, even in bankruptcy or other receivership.

b.

Each transferee (or, if the transferee is a qualifying special
purpose entity (SPE), each holder of its beneficial interests)
has the right to pledge or exchange the assets (or beneficial
interests) it received, and no condition both constrains the
transferee (or holder) from taking advantage of its right to
pledge or exchange and provides more than a trivial benefit
to the transferor.

c.

The transferor does not maintain effective control over the
transferred assets through either an agreement that both
entitles and obligates the transferor to repurchase or redeem
them before their maturity or the ability to unilaterally cause
the holder to return specific assets, other than through a
cleanup call.

Determine that the proceeds received from the transfer of finan
cial assets that do not meet the aforementioned conditions of a
sale have been accounted for as a secured borrowing with a
pledge of collateral.
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Upon completion of any transfer of financial assets, determine
that the transferor has:

a.

Continued to carry in its statement of financial position any
retained interest in the transferred assets, including, if applica
ble, servicing assets, beneficial interests in assets transferred to
a qualifying special-purpose entity in a securitization, and
retained undivided interests.

b.

Allocated the previous carrying amount between the assets
sold, if any, and the retained interests, if any, based on their
relative fair values at the date of transfer.

Upon completion of a transfer of assets that satisfies the condi
tions to be accounted for as a sale (see step 1 above), determine
that the transferor has:

a.

Derecognized all assets sold.

b.

Recognized all assets obtained and liabilities incurred in con
sideration as proceeds of the sale, including cash, put or call
options held or written (e.g., guarantee or recourse obligations),
forward commitments (e.g., commitments to deliver additional
receivables during the revolving periods of some securitiza
tions), swaps (e.g., provisions that convert interest rates from
fixed to variable), and servicing liabilities, if applicable.

c.

Initially measured at fair value assets obtained and liabilities
incurred in a sale or, if it is not practicable to estimate the fair
value of an asset or a liability, applied alternative measures.

d.

Recognized in earnings any gain or loss on the sale.

5.

If the client is the transferee, determine that upon the completion
of a transfer of assets that satisfies the conditions to be accounted
for as a sale, the transferee recognizes all assets obtained and any
liabilities incurred and initially measures them at fair value (in
aggregate, presumptively the price paid).

6.

If it is not practicable to estimate the fair values of assets, deter
mine that the transferor recorded those assets at zero.

7.

If it is not practicable to estimate the fair values of liabilities,
determine that the transferor recognizes no gain on the transac
tion and records those liabilities at the greater of:

8.

Date

10-01

a.

The excess, if any, of (1) the fair values of assets obtained less
the fair values of other liabilities incurred, over (2) the sum
of the carrying values of the assets transferred.

b.

The amount that would be recognized in accordance with FASB
Statement No. 5, as interpreted by FASB Interpretation No. 14.

Determine that all the necessary disclosures have been made (see
FASB Statement No. 140, paragraph 17).
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Additional Procedures (if any)

N.

Section Completion
1.

Date
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Based on the results of the audit procedures performed, reassess
the risk of material misstatement due to error and due to fraud,
and determine whether additional procedures need to be per
formed to obtain sufficient evidence regarding the financial state
ment assertions for investments.

This audit program section has been completed in accordance with firm policy.

Done by

Reviewed by
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only. The illustrative audit objectives and illustrative audit procedures are
neither all-inclusive nor are they prescribed minimums. The illustrative
audit procedures are numbered merely to organize the materials; those
numbers are not intended to imply completeness or a prescribed sequence.
The nature, extent and timing of the auditing procedures to be applied on
a particular engagement are a matter of professional judgment to be
determined by the auditor based on the specific facts and circumstances.
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Trade Accounts and Notes Receivable
Financial Statement Assertions:
1.

Existence or occurrence.

2.

Completeness.

3.

Rights and obligations.

4.

Valuation or allocation.

5.

Presentation and disclosure.

Objectives:
A. Existence of accounts receivable—To determine that the receiv
ables exist, are authentic obligations owed to the entity, contain
no significant amounts that should be written off, and that allow
ances for doubtful accounts are adequate and not excessive.
(Assertions 1,3, and 4)
B. Proper disclosure—To determine that proper disclosure is made
of any pledged, discounted or assigned receivables. (Assertions
3 and 5)

C. Revenue recognition—To determine that interest on accounts
and notes receivable has been properly recorded. (Assertions 2,
3, and 4)
D. GAAP conformity—To determine that presentation and disclo
sure of receivables is in conformity with generally accepted
accounting principles consistently applied. (Assertion 5) .
Note: The letters preceding each of the above audit objectives serve

as identification codes. These codes are presented in the objective
column when the audit step accomplishes the specific objective. If the
letter appears in brackets, i.e., [A], [B], etc., the audit procedure only
secondarily accomplishes the objective.

Procedures:

A.

Preliminary Procedures
1.

Review the results of applicable sections of the following to
determine the nature, timing, and extent of procedures:
a. Preliminary analytical review
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2.

b.

Internal control documentation, control risk assessment, and
control test results

c.

Assessment of risk of material misstatement

d.

Other planning documents and risk assessments

Date

W/P
Ref.

Based on the risk assessment made during planning, determine
whether additional procedures, beyond those included in this
program, are necessary. Consult all relevant planning docu
ments when making this decision. If additional procedures are
necessary, add them to this program.

Note: Use the assessed levels of inherent risk and control risk to

determine the nature, timing, and extent of the substantive proce
dures to be performed. Listed below are examples of substantive
procedures that an auditor may decide to perform, based on the
assessment of risk. An auditor should select which procedures below
need to be performed and should add additional procedures to those
listed below, as necessary.

[A]

B.

[B]

[C] [D] 1.

Substantive Analytical Procedures

Compare receivable account balances with expected amounts
and investigate any significant deviations from the expected
amounts.

2.

Analyze the relationship of receivables and sales (day's sales in
accounts receivable) and compare with relationships for the
preceding period(s) (adjusted for expected changes). Investigate
results as deemed necessary.

3.

Compute the ratio of interest earned to the average notes receiv
able outstanding and compare with preceding year's ratio (or
expected ratio). Investigate results as deemed necessary.

4.

Compare balances in allowance for doubtful accounts, bad debts,
sales returns and allowances with the expected amounts. Inves
tigate any significant deviations from the expected amounts.

5.

Compute the following ratios and compare with the expected
ratios. Investigate results as deemed necessary.

a.

Sales returns and allowances as a percentage of gross sales.

b.

Sales returns and allowances as a percentage of gross sales
by product/service line.

c.

Bad debts expense as a percentage of gross sales.

d.

Allowance for doubtful accounts as a percentage of trade
accounts receivable.

e.

Aging categories as a percentage of total accounts receivable
compared to prior year's.
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Detailed Tests
1.

2.

Review activity in the general ledger control accounts for trade
accounts receivable for the period being audited and:

a.

Note and investigate any significant entries which appear
unusual in amount or source.

b.

Compare the opening balance for the period with the final
closing balances per the working papers and reports for the
preceding period.

Obtain or prepare an aged trial balance of trade receivables as of
the date selected for confirmation procedures. (Note: In some
situations, it may not be practicable to obtain an aged trial
balance until after the mailing of confirmation requests, espe
cially when confirmation procedures are coordinated with the
client's regular billing cycle. In such instances obtain a trial
balance (which may be an annotated tape) of trade receivables as
of the confirmation date.) Perform the following:
a.

Test the clerical accuracy of the trial balance.

b.

Reconcile the total per the aged trial balance to the general
ledger control account and, if as of the balance-sheet date, to
the lead schedule or working trial balance.

Note: When the aged trial balance and the general ledger do not
agree, a monthly accounts receivable reconciliation between the two
reports is an essential internal control feature.
c.

[A]

3.

On a test basis, trace entries for individual customers on the
aging analysis (totals and aging detail) to the individual ac
counts in the accounts receivable subsidiary ledger and select
individual accounts from the subsidiary ledger and trace totals
and aging detail to the aged trial balance. Test footings of
individual customer accounts in the subsidiary ledger.

Select individual customer accounts for confirmation procedures
from the aged trial balance (or trial balance) and arrange for the
preparation of confirmation requests to be mailed under the
auditor's control and tested as follows:
a.

Positive requests on individually significant accounts with
balances in excess of $.

b.

Positive requests on accounts from the sampling population
as follows:
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Note: Due to risk assessment and planning decisions, confirmation
of receivables may not be part of the audit approach. If so, complete
alternative procedures as described in this program.
c.

Trace individual confirmation requests as to balances and
addresses to the subsidiary accounts receivable records.
Send confirmations (using envelopes with the auditor's re
turn address) and prepare confirmation statistics.

d.

If client requests that any accounts be excluded from the confir
mation process, obtain explanations and determine if such a
restriction will have a significant affect on your ability to meet the
audit objectives. (Consider reviewing such records as correspon
dence files to substantiate the explanation.) Perform appropriate
alternative procedures with respect to the amounts.

e.

Trace confirmation replies to the trial balance and investigate
and reconcile replies with differences.

Note: The auditor may prepare a control of exceptions such as copies
of replies or a list and arrange for the client's staff to investigate the
differences and accumulate supporting documentation for the auditor's
review. Be alert to explanations that may be evidence of overall condi
tions affecting the financial statements. Follow up on such conditions.
f.

Obtain new addresses for all confirmations returned by the
post office and remail.

g.

Send second requests for all unanswered positive confirmation
requests. Consider sending third requests by registered or
certified mail, and performing alternative auditing procedures.

h.

Perform alternative auditing procedures for unanswered
positive confirmation requests.
Practice Tip

Be alert to large credits claimed by customers (especially close to the balance-sheet date). These credits may
represent goods which were never shipped.

[A]

4.

For positive confirmation requests to which no reply was received,
accounts which declined to provide confirmation information and
accounts which the client requested not be confirmed:

a.

Test balances subsequently paid to remittance advices which
identify the specific invoices paid.

b.

For balances on which no payment has yet been received,
examine customer's purchase orders, related invoices and
shipping documents.

c.

Establish the existence of the customer by reference to such
sources as Dun and Bradstreet Reference Book.
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[A]

ABC

5.

If accounts receivable were confirmed as of a date other than the
balance-sheet date, obtain an analysis of transactions between
the confirmation and balance-sheet dates, trace amounts to books
of original entry, and review the analysis and books for signifi
cant unusual entries.

6.

Summarize the results of the confirmation procedures.

7.

Obtain or prepare an analysis of notes receivable including the
following information:
a.

Maker

b.

Date made/date due

c.

Original terms of repayment

d.

Collateral, if any

e.

Interest rate

f.

Balance at the end of last period

g.

Principal—additions, payments

h.

Interest income—at the end of the preceding period, earned
during the current period, received during the current pe
riod, and accrued at the end of the current period.

50
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Date

—

—

—

—

ABC

8.

Foot schedule and trace totals to applicable general ledger accounts.

—

—

ABC

9.

Physically inspect all notes in possession of the client.

—

—

ABC

10. As deemed necessary, request positive confirmation of the terms
and balances of notes with makers (as of the balance-sheet date
or other date). Investigate any differences.

ABC

11. Confirm notes out for collection with collection agents as deemed
necessary.

—

—

12. Examine evidence of periodic or subsequent payments on notes
not responding to confirmation requests.

—

—

ABC

13. Reconcile any confirmation exceptions received.

—

—

ABC

14. Inspect notes for collateral, if any, making sure that items were
not included in corresponding asset accounts of the company.

—

—

ABC

ABC

15. Recompute interest income, accrued interest and unearned dis
count; trace interest collections, if any, to the cash receipts journal.
Ascertain that computations of interest and recognition of interest
income is in conformity with APB Opinion No. 21. (AC I69)

AB [D]

16. Ascertain whether any accounts or notes have been assigned,
pledged, guaranteed, sold or discounted by reference to minutes,
review of agreements, confirmation with banks, etc.

A [D]

17. Ascertain whether any accounts or notes receivable are owed by
employees or related parties such as officers, directors, share
holders and affiliates, and:
a.
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b.

Ascertain that transactions were properly authorized.

c.

Obtain positive confirmations of the balances (as the bal
ance-sheet date or some other date) except for intercompany
accounts with affiliated companies which the firm is concur
rently examining.

d.

Determine if any notes repaid prior to the balance-sheet date
have since been renewed.

Date

W/P
Ref.

A B C [D] 18. Obtain or prepare an analysis of the allowance for doubtful
accounts for the period, and:

a.

Review accounts written off during the period and deter
mine that significant write-offs have been properly author
ized. Examine supporting documentation, including
correspondence with the customer. (Such correspondence
may indicate a broader problem.)

b.

Review adequacy of the allowance and related provision:

(1)

Review the aged trial balance as of the balance-sheet
date with the client's credit manager or other responsi
ble individual to identify accounts of a doubtful nature
and allowances required; review correspondence files
and other relevant data in support of client's repre
sentations. Items reviewed should include past due
amounts and significant amounts whether or not past
due.

(2)

Examine credit reports for delinquent and large ac
counts.

(3)

Review confirmation exceptions for indication of
amounts in dispute.

(4)

Consider whether accounts receivable that have been
connected to notes receivable pose any unusual credit
risk.

c.

Identify differences, if any, between the book and tax basis
for the allowance for doubtful accounts and related expense
provision; summarize information required for determining
income taxes currently payable and deferred.

d.

Review revenue, receivable and cash receipts transactions
after the balance-sheet date including discounts taken, cred
its allowed, and write-offs for unusual transactions (espe
cially concerning past-due balances and large accounts).

A

19. Summarize the results of the procedures above and evaluate the
adequacy of the allowance for doubtful accounts.

D

20. Determine that accounts and notes receivable have been prop
erly classified between current and noncurrent.
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21. Determine that the following are properly presented and/or
disclosed in the financial statements:
a.

Related party receivables.

b.

Significant credit balances that should be reclassified.

22. To determine if receivables are recorded in the proper period,
test the sales cutoff as follows:
a.

Trace
entries in the sales journal for
days before
and after the balance-sheet date to shipping documents.
Based on the information provided by the shipping docu
ments, determine whether the sales/receivables were re
corded in the proper period.

b.

Trace
shipping documents for
days before and
after the balance-sheet date to the sales journal. Based on the
information provided by the shipping documents, deter
mine whether the sales/receivables were recorded in the
proper period.

23. In accordance with FASB Statement No. 107, Disclosures about
Fair Value of Financial Instruments, as amended (AC F25), obtain
information about the fair value of notes payable and long-term
debt, and perform the following:

Note: Disclosures about the fair value of financial instruments pre
scribed in FASB Statement No. 107 are optional for nonpublic entities
that meet certain criteria (see FASB Statement No. 126). Determine if
the client is making FASB Statement No. 107 disclosures.

a.

Determine that the fair value amounts are determined in ac
cordance with FASB Statement No. 107, as amended (AC F25).

b.

Determine that the valuation principles are being consis
tently applied.

c.

Determine that the fair value amounts are supported by the
underlying documentation.

d.

Determine that the method of estimation and significant
assumptions used are properly disclosed.
Practice Tip

Normally, the carrying amount of receivables will approximate their fair values. However, factors such as
extended payment terms, creditworthiness, and interest rates significantly different from market rates may
lead to situations where the carrying amount of the receivables does not approximate their fair value. See
FASB Statement No. 107, as amended (AC F25) and Auditing Interpretation No. 1 of SAS No. 57, Auditing
Accounting Estimates, titled "Performance and Reporting Guidance Related to Fair Value Disclosures (AU
section 9342.01-.10)," for further guidance.

A

24. For accounts and notes receivable with terms exceeding one year,
if it is probable that all of the amounts due will not be collected
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according to their contractual terms, determine that impairment
of those receivables has been measured by one of the following
methods:

a.

The present value of expected future cash flows discounted
at the loan's effective interest rate.
Or

b.

The receivable's observable market price.
Or

c.

The fair value of the collateral if the receivable is collateral
dependent.

Note: See FASB Statement No. 114, Accounting by Creditors for Impair

ment of a Loan, and FASB Statement No. 118, Accounting by Creditors
for Impairment of a Loan—Income Recognition and Disclosures (AC I08),
for further guidance.

Receivables Sold (Transferred) With Recourse
1.

Determine that the proceeds received from the transfer of receiv
ables with recourse have been recognized as a sale, if all of the
following conditions are met:

a.

The receivables have been isolated from the transferor—put
presumptively beyond the reach of the transferor and its
creditors, even in bankruptcy or other receivership.

b.

Each transferee (or, if the transferee is a qualifying special
purpose entity (SPE), each holder of its beneficial interests)
has the right to pledge or exchange the assets (or beneficial
interests) it received, and no condition both constrains the
transferee (or holder) from taking advantage of its right to
pledge or exchange and provides more than a trivial benefit
to the transferor.

c.

The transferor does not maintain effective control over the
transferred assets through either an agreement that both
entitles and obligates the transferor to repurchase or redeem
them before their maturity or the ability to unilaterally cause
the holder to return specific assets, other than through a
cleanup call.

2.

Determine that the proceeds received from the transfer of receiv
ables with recourse that do not meet the aforementioned condi
tions of a sale have been accounted for as a secured borrowing
with a pledge of collateral.

3.

Upon completion of any transfer of financial assets, determine
that the transferor has:

a.

Continued to carry in its statement of financial position any
retained interest in the transferred assets, including, if appli
cable, servicing assets, beneficial interests in assets transferred
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to a qualifying special-purpose entity in a securitization, and
retained undivided interests.

b.

4.

Allocated the previous carrying amount between the assets
sold, if any, and the retained interests, if any, based on their
relative fair values at the date of transfer.

Upon completion of a transfer of assets that satisfies the condi
tions to be accounted for as a sale (see step 1 above), determine
that the transferor has:

a.

Derecognized all assets sold.

b.

Recognized all assets obtained and liabilities incurred in
consideration as proceeds of the sale, including cash, put or
call options held or written (e.g., guarantee or recourse obli
gations), forward commitments (e.g., commitments to de
liver additional receivables during the revolving periods of
some securitizations), swaps (e.g., provisions that convert
interest rates from fixed to variable), and servicing liabilities,
if applicable.

c.

Initially measured at fair value assets obtained and liabilities
incurred in a sale or, if it is not practicable to estimate the fair
value of an asset or a liability, applied alternative measures.

d.

Recognized in earnings any gain or loss on the sale.

E.

Additional Procedures (if any)

F.

Section Completion
1.

Based on the initial planning conclusions, on the results of the
audit procedures performed, and upon the assessed level of risk
for receivables, determine whether additional procedures need
to be performed to obtain sufficient evidence regarding the finan
cial statement assertions for receivables.

2.

The objectives of this audit program have been met.

This audit program section has been completed in accordance with firm policy.

Done by

Reviewed by
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The material included in this section is presented for illustrative purposes
only. The illustrative audit objectives and illustrative audit procedures are
neither all-inclusive nor are they prescribed minimums. The illustrative
audit procedures are numbered merely to organize the materials; those
numbers are not intended to imply completeness or a prescribed sequence.
The nature, extent and timing of the auditing procedures to be applied on
a particular engagement are a matter of professional judgment to be
determined by the auditor based on the specific facts and circumstances.
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VI. Inventories

Financial Statement Assertions:
1.

Existence or occurrence.

2.

Completeness.

3.

Rights and obligations.

4.

Valuation or allocation.

5.

Presentation and disclosure.

Objectives:

A. Inventory exists—To determine that the inventory exists and is
the client's property. (Assertions 1 and 3)
B.

Quantity and condition—To determine that the client has taken
reasonable care in determining the physical quantities and iden
tifying the condition (normal, slow moving, obsolete) of its in
ventory. (Assertions 2 and 4)

C. Clerical accuracy—To determine that the inventories are sum
marized and priced with clerical accuracy, and the records have
been adjusted to the physical inventory. (Assertions 2 and 4)
D. GAAP conformity—To determine that inventory classifications
and carrying amounts are determined and presented in the
financial statements in conformity with generally accepted ac
counting principles consistently applied (for example, assump
tions about the cost flow, such as FIFO and LIFO, and lower of
cost or market considerations). (Assertion 5)

E. Encumbrances identified—To determine that any encumbrances
such as pledges or liens are identified and adequately disclosed
in the financial statements. (Assertion 3,4, and 5)

Note: The letters preceding each of the above audit objectives serve
as identification codes. These codes are presented in the objective
column when the audit step accomplishes the specific objective. If the
letter appears in brackets, i.e., [A], [B], etc., the audit procedure only
secondarily accomplishes the objective.
Procedures:
A. Preliminary Procedures
1.

Review the results of applicable sections of the following to
determine the nature, timing, and extent of procedures:
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2.

a.

Preliminary analytical review

b.

Internal control documentation, control risk assessment, and
control test results

c.

Assessment of risk of material misstatement

d.

Other planning documents and risk assessments

Date
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Based on the risk assessment made during planning, determine
whether additional procedures, beyond those included in this
program, are necessary. Consult all relevant planning docu
ments when making this decision. If additional procedures are
necessary, add them to this program.

Note: Use the assessed levels of inherent risk and control risk to
determine the nature, timing, and extent of the substantive proce
dures to be performed. Listed below are examples of substantive
procedures that an auditor may decide to perform, based on the
assessment of risk. An auditor should select which procedures below
need to be performed and should add additional procedures to those
listed below, as necessary.

AB B.
D

Substantive Analytical Procedures
1.

Compare inventory balances with expected amounts and inves
tigate any significant deviations from the expected amounts.

2.

Compare inventory classifications (i.e., raw materials, work in
process, finished goods) as a percentage of total inventory with
the preceding year's percentages (adjusted for expected changes)
and investigate any significant fluctuations.

3.

Compute gross margin and compare with expected gross mar
gin. Investigate any significant fluctuation.

4.

Compute gross margin by product line or division and compare
with expected gross margins. Investigate any significant fluctua
tions.

5.

Compute inventory turnover and compare with expected turn
over. Investigate any significant fluctuation.

6.

Compute inventory turnover by major product or division and
compare with expected turnover. Investigate any significant
fluctuations.

Detailed Tests—General
1.

Identify the locations of the physical inventories and their rela
tive materiality by location.

2.

Review the client's plans and instructions for taking the physical
inventory and accumulating, pricing, and summarizing the
results. Also review the client's plans for controlling tags and
count sheets, identifying obsolete items, identifying and handling

AAM §5400.070

Copyright © 2001, American Institute of Certified Public Accountants, Inc.

50

5457

Illustrative Audit Program for Corporations

10-01

Done
By

Obj.

Date

W/P
Ref.

consigned and customer's goods, and for controlling the move
ment of inventory during the count and controlling shipping and
receiving during the count.

3.

Determine whether involvement of specialists is required. If a
specialist is to be involved, review and evaluate the professional
qualifications and reputation of the specialist; obtain an under
standing of the nature of the work to be performed by the
specialist.

A B C D E 4.

For significant amounts of inventory stored at outside locations,
consider performing the following procedures:

[B] [C] [D] 5.
[E]

D.

a.

Review and test the owner's control procedures for investi
gating the warehouseman and evaluating the warehouse
man's performance.

b.

Obtain an independent auditor's report on the warehouse
man's system of internal accounting control relevant to cus
tody of goods and, if applicable, pledging of receipts, or
apply alternative procedures at the warehouse to gain rea
sonable assurance that the information received from the
warehouseman is reliable.

c.

Observe physical counts of the goods, if practicable and
reasonable.

d.

If warehouse receipts have been pledged as collateral, con
firm with lenders pertinent details of the pledged receipts
(on a test basis, if appropriate).

e.

Confirm goods out on consignment or at outside ware
houses.

Discuss with the client and assess the impact of any changes in
accounting policies regarding inventory, such as the manner in
which costs are accumulated and the pricing methods used.

Before Observation of the Physical Inventory

Note: Some auditing procedures may serve to accomplish the pur
pose of both tests of controls and substantive tests. Certain steps that
are listed here as illustrative substantive tests are also listed among
illustrative tests of controls for inventory. They are listed as tests of
controls because they may serve to clarify and confirm the auditor's
understanding of internal control for inventory and cost of sales.

A B [D]

1.

Tour the client's manufacturing or production facilities with a
member of the client's organization familiar with production.

2.

On a test basis, select transactions for additions and deletions of
inventory from such sources as receiving reports, requisitions to
place materials into production, and shipping advices. Note the
reference or control number, date, description, quantity, and
dollar amount for each transaction selected. Trace the transac
tions to the perpetual inventory record and the cost accounting
records, if any, used to determine unit or job costs. Perform similar
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tests selecting the transactions from the perpetual inventory
records and/or cost accounting records and trace the transac
tions to receiving reports, requisitions, and shipping advices.

Note: This test may be coordinated with tests of controls for pur
chases, payables, and disbursements, and for revenues, receivables,
and receipts.
D

CD

3.

4.

Obtain an analysis of overhead costs charged to inventories and
over- and under-absorbed overhead. Review the amounts in
cluded in the overhead pool for propriety and perform the
following:
a.

Determine that overhead costs are being charged to inven
tory in accordance with an appropriate policy (for example,
as a percent of direct labor).

b.

Identify disposition of variances, if any, between actual over
head costs incurred and overhead costs applied to produc
tion and inventory. Determine that variances are reasonable.
Determine that no excessive costs for idle plant are being
charged to inventory.

If a job order cost system is used, obtain the job order ledger (or
tabulation), select a period(s) and perform the following:

a.

Trace total costs incurred to the voucher register (or cash
disbursements journal), the payroll distribution, and sup
port for overhead applied.

b.

Test the footings of the job order ledger by refooting the
detail for selected subtotals and refooting the subtotals.

c.

Select
job orders for jobs in process and completed jobs
and perform the following:

AAM §5400.070

(1)

Examine authorization for the job order.

(2)

Trace materials used on a test basis at various times
since inception of the job order to such supporting
details as requisitions, purchase orders, receiving re
ports, and processed invoices. (Consider coordination
with tests of controls for purchases.)

(3)

Trace direct labor costs to account distributions of the
payroll registers and on a test basis to individual time
reports or time cards. (Consider coordination with tests
of controls for payroll.)

(4)

Trace application of overhead costs to analyses used to
accumulate overhead costs; test computations and re
view for reasonableness.

(5)

Identify the status of the job (work in process, finished
goods, or goods shipped) and trace through necessary
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count. Obtain explanation for any unreasonable time
lag between completion and shipping dates for job or
ders performed for specific customers.

5.

CD

E.

Date
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____

For process cost systems, obtain the cost of production reports
for each department within the production process for a selected
period(s) and:

a.

Trace quantities and dollar amounts for units received for
selected departments to the quantities and dollar amount
transferred out per the preceding department in the se
quence of production.

b.

For each selected department, review the computations of
total and unit costs for production transferred to the next
department; on a test basis recompute unit costs and ascer
tain that costs for units lost in process are properly reallo
cated to surviving units.

c.

Trace material costs charged to the selected departments to
appropriate journals and on a test basis to individual requi
sitions.

d.

Trace labor costs incurred to account distribution analyses of
the payroll registers.

e.

Review the allocation of overhead.

Observation of the Physical Inventory
1.

Tour the premises on arrival and ascertain whether the inventory
arrangement is conducive to a satisfactory count; if the arrange
ment appears obviously unsatisfactory, recommend rearrange
ment.

A

2.

Ascertain that items on hand which are not the property of the
client are clearly identified, segregated, and excluded from the
count. Note such references as descriptions, quantities, serial
numbers, and shipping advice numbers so that in subsequent
tests of inventory summarization the auditor may determine
whether the items were excluded from the physical count.

[A]

3.

Visit the shipping and receiving departments and record the
control numbers for the last shipping advice and receiving report
prepared prior to the physical count for subsequent tracing to
accounting department records. Consider recording a few addi
tional shipping advice and receiving report numbers for sub
sequent tracing.

AB

4.

Ascertain that receiving and shipping departments are informed
that receipts after and shipments before the inventory cut-off are
to be excluded from the count. Ascertain that receiving reports
for items not included in the count are prominently marked
"after inventory."
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B

5.

Observe and note client's provision for segregation and/or
clear identification of slow-moving, obsolete and/or damaged
items; also be alert for such items among regular stock and if
present, bring to the client's attention and note for subsequent
consideration.

[A] [B]

6.

Inspect representative items of inventory and ascertain the
source of their identification, description, status (work in proc
ess, finished goods, etc.), basis for count or measure (volume,
weight, item tally, etc.). Inquire of both production personnel and
personnel involved in the count about such items.

[A] [B]

7.

Observe and ascertain that the client's inventory instructions and
procedures are being followed.

[A] [B]

8.

Ascertain that prenumbered inventory tickets on count sheets are
properly controlled including:

a.

Accounting for all tickets or sheets issued to count personnel.

b.

Accounting for return of all tickets or sheets issued including
those unused and spoiled as well as those used, at comple
tion of the inventory.

c.

Note series of tickets or count sheet numbers used and those
unused or spoiled for subsequent tracing in tests of summa
rization.

[A] [B]

9.

[C]

10. Prepare a worksheet listing some items (include some items of
greater dollar value) test counted, for subsequent tracing into the
client's inventory summarization. Include on the worksheet for
each item the inventory ticket or count sheet number, location,
description, quantity per client, quantity per your test count, and
other particulars essential for subsequent tracing to the inventory
summarization. Bring test count differences to the client's atten
tion during the count so they may be resolved in a timely manner.
If test count differences are not isolated, it may be necessary to
request a recount of a particular area or department.

BC

11. Observe that all items of inventory are clearly ticketed or marked
when counted to avoid omissions and/or duplications of counts.

BC

12. Observe whether any items are not being counted and obtain an
adequate explanation for their omission.

Date

10-01

W/P
Ref.

Observe the count process and make test counts ascertaining that
the identifications, descriptions, and quantities are being prop
erly noted on the inventory tickets or count sheets. If inventory
count sheets are used, select some items from the floor, make test
counts and trace them to the sheets; select some entries from the
sheets (include some items of greater dollar value) and trace
them to items on the floor.
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13. Note any movement of inventory during the count; obtain an
explanation for the movement and record details from the appli
cable authorizing documents for consideration in review of the
cut off.
14. Prepare a memorandum on the observation of the physical in
ventory including:

F.

a.

Comment on the physical inventory arrangements.

b.

Implementation of the client's inventory instructions.

Summarization—Physical Quantities

ABC

1.

Relate and trace information, noted during observations of the
physical, about control number for count tickets or count sheets
used, to the client's summarization of the physical for reasonable
assurance that only tickets or sheets used for the physical are
included in the summarization of quantities. (Summarization of
quantities may consist of the quantities per the final priced
inventory or an intermediate tabulation of count tickets. In some
instances the original count sheets may provide for entry of
prices, extensions, and summarization of dollar amounts.)

BC

2.

Trace test counts noted during the physical to the client's sum
marization of quantities.

A

3.

Trace quantities confirmed by third parties to the summarization
of quantities.

BC

4.

Depending on the extent of the work in step 2 above and on
internal control over inventory summarization, select quantities
for particular items from the summarization and trace them to
the count tickets or count sheets; select quantities for particular
items from the count tickets or sheets and trace them to the
summarization of quantities.

ABC

5.

If the client uses perpetual inventory records and the perpetuals
are to be used to determine the year-end balance, trace items on
a test basis to and from the physical inventory summaries; ascer
tain that the perpetuals were adjusted to the physical.

BC

6.

Trace notes made at the observation for slow moving, obsolete,
and/or damaged items to the client's summarization of quanti
ties and determine if they are clearly identified as such.

BC

7.

Test the cut-off information noted at the observation of the
physical inventory as follows:
a.

Select the last few shipping advices used before the count to
the sales register; determine that the shipments were re
corded as sales and charges to cost of sales as the dates
shipped.
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8.

G.

b.

Select a few shipping advices used after the count to the sales
register and determine that the shipments were recorded as
sales in the period after the date of the inventory.

c.

Select the last few receiving reports used before the count
and determine that the related liability was recorded prior to
or as of the count date.

Date

10-01

W/P
Ref.

If the client uses a process cost system, trace selected quantities
per the physical inventory to the departmental cost of production
reports and determine that quantities have been adjusted to the
physical inventory as of the date of the physical count.

Prices and Summarization—Monetary Units

Note: Judgment should be used in determining which of the follow
ing steps should be used when testing the cost of inventory. Depend
ing on the system used by the client to assign costs to their inventory
items, certain steps may not be applicable.

D

1.

Ascertain the methods followed concerning the flow of costs
(FIFO, LIFO, moving average, etc.) and compare with working
papers of the preceding year to ascertain whether the methods
have been consistently applied.

CD

2.

Determine client's pricing method for raw materials and pur
chased finished goods per the final inventory summary and
make a selection of items for price testing from the sampling
population as follows:

CD

3.

Compare prices to vendor invoices or price lists. If client uses
LIFO method, additional procedures for testing base prices and
computations should be designed and performed. Determine
that the method is consistent.

CD

4.

Perform price tests for all individually significant items of raw
materials and purchased finished goods that were included in
test counts.

CD

5.

Determine client's pricing method for work-in-process and fin
ished goods per the final inventory summary and make a selec
tion of items for price testing from the sampling population as
follows:

AAM §5400.070
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Trace unit costs of work-in-process and finished goods to the cost
accounting records and perform the following:

Note: Cost accounting records will differ depending upon the cost
accounting system (e.g., process cost system, job order system, etc.).
For the finished good item or work-in-process item selected for
testing, cost accounting records should be obtained which present the
various costs associated with the item selected.

7.

a.

Agree raw material quantities used in producing the finished
goods or work-in-process items to supporting documents,
such as bills of material.

b.

Agree the cost of raw materials used in producing the fin
ished goods or work-in-process items to vendor invoices and
the final inventory summary.

c.

Agree labor used in producing the finished goods or workin-process items to supporting documents, such as time
cards.

d.

Agree labor rates to payroll records.

e.

Recalculate the client's overhead rate and ascertain the rea
sonableness of the assumptions and methods used.

f.

Obtain and review trial balances or tabulations of detailed
components of production costs incurred for the year (pe
riod) and compare with the equivalent for the preceding year
(period).
(1)

Obtain and note explanations for apparent inconsisten
cies in classification and significant fluctuations in
amounts.

(2)

Ascertain that the cost classifications accumulated as
production costs and absorbed in inventory are in con
formity with generally accepted accounting principles.

g.

Review activity in the general ledger control accounts for
raw materials, supplies, work in process, and finished goods
inventories; investigate any significant unusual entries or
fluctuations.

h.

Review labor and overhead allocations to inventory and cost
of sales; compare to actual labor and overhead costs incurred
and ascertain that variances appear reasonable in amount
and have been properly accounted for.

Perform the following tests for clerical accuracy of the final
summarized inventory:
a.

Recompute extensions of quantities and unit costs on a test
basis.

b.

Refoot accumulation of dollar subtotals on a test basis.
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C

H.

Refoot dollar subtotals to test total dollar amounts per the
physical inventory listing for the major classifications (i.e.,
raw materials, work in process, finished goods, supplies,
etc.).

d.

Review the inventory listings for significant quantities and
amounts that appear unusual.

e.

Ascertain that the general ledger control accounts have been
adjusted to include the findings of the physical inventory.
(This may consist of tracing the totals per the physical to an
analysis which supports journal entries, or an involved trail
of tracing through the cost accounting records to the general
ledger control accounts.)

W/P
Ref.

____

Review the pricing, extensions, and summarization of the physi
cal inventory summary for items identified as slow-moving,
damaged, and/or obsolete to ascertain that the items are carried
at dollar amounts in conformity with the lower of cost or market
principle:

a.

Examine documentation for the proceeds of recent scrap or
salvage sales.

b.

Review client's criteria for considering items as slow-moving
or obsolete and evaluate whether criteria appear reasonable
and realistic. (For example, are a certain number of months
used to determine when an item becomes slow-moving? Are
predetermined quantities used to determine that quantities
on hand are not in excess of reasonable economic need?)

Lower of Cost or Market Considerations

BD

1.

Determine whether adequate allowances have been recorded for
obsolete and slow-moving inventory.

C

2.

On a test basis select items of raw materials and purchased
finished goods inventory including some items with relatively
significant carrying amounts (because of high unit costs or large
quantities on hand) and:

[A] [B] C

____

Date

10-01

3.

a.

Compare the inventory unit prices with prices per recent
(prior to year end) vendors' invoices, vendor quotations,
vendor price lists, and published market quotations.

b.

Review purchase records and production requisitions for
indications of whether items may be on hand in excess
quantities, slow moving, or obsolete.

On a test basis select items or classifications of finished goods
and work-in-process inventories including some items with rela
tively significant carrying amounts (because of high unit costs or
large quantities on hand) and:

a.
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Copyright © 2001, American Institute of Certified Public Accountants, Inc.

50

5465

Illustrative Audit Program for Corporations

10-01

Done
By

Obj.

Date

W/P
Ref.

invoices, customer orders, and published market quotations,
and supplementary discussion with the client's marketing
and sales executives.
b.

Compare inventory carrying amounts and recent selling
prices for the selected finished goods items or classifications
noted in terms of current relationships of sales to gross profit,
selling and shipping expenses; ascertain that the carrying
amounts of the selected finished goods items are not in
excess of net realizable value.

c.

For the selected work-in-process items, ascertain their stage
of completion and estimated cost to complete by reference to
the cost accounting records, production reports, and inquiry
of the client's production supervisors. Apply the estimated
costs to complete to the selected work-in-process items and
apply steps a. and b. above.

d.

Compare quantities on hand for selected items with quanti
ties noted per recent sales invoices and customer orders; be
alert that quantities on hand are not in excess of the client's
requirements.

BD

4.

Review the prior year working papers on obsolete inventory and
compare to the current year's inventory summary and obsolete
inventory listing. Determine the reasonableness of any changes
in prior year valuations.

BD

5.

Based on the procedures performed, determine the results of the
audit procedures as they relate to the inventory valuation.

I.

[A]

Other
1.

If the physical count was not taken as of the balance-sheet date,
analyze and reconcile the balance per the physically counted
inventory to inventory per the balance sheet:

a.

Review and analyze the general ledger control accounts for
inventory from the date counted to the balance-sheet date;
trace additions to such sources as the purchase journal or
voucher register, the cost accounting records, and charges to
cost of sales.

b.

Compare the current activity between the count date and
balance-sheet date to activity of the equivalent period in the
preceding year. Investigate unusual fluctuations.

E

2.

Determine whether any inventory is pledged as collateral or
subject to any liens; coordinate with work on debt payable.

D

3.

Inspect open purchase order file at the balance-sheet date for
significant commitments that should be considered for disclosure.
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D

Date
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Determine that any intercompany or interdepartmental profit in
inventory is eliminated in consolidation.

J.

Additional Procedures (if any)

K.

Section Completion
1.

Based on the initial planning conclusions, on the results of the
audit procedures performed, and upon the assessed level risk for
inventory, determine whether additional procedures need to be
performed to obtain sufficient evidence regarding the financial
statement assertions for inventory.

2.

The objectives of this audit program have been met.

This audit program section has been completed in accordance with firm policy.

Done by
Reviewed by

AAM §5400.070
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audit procedures are numbered merely to organize the materials; those
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The nature, extent and timing of the auditing procedures to be applied on
a particular engagement are a matter of professional judgment to be
determined by the auditor based on the specific facts and circumstances.
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VII. Property, Plant, and Equipment, and Related Depreciation
Financial Statement Assertions:
1.

Existence or occurrence.

2.

Completeness.

3.

Rights and obligations.

4.

Valuation or allocation.

5.

Presentation and disclosure.

Objectives:

A. Property exists—To determine that the property exists and is
owned by the entity. (Assertion 1)
B.

Additions appropriate—To determine that additions to property
are authentic, recorded at cost, and properly distinguished from
maintenance and repairs expense. (Assertions 1,2, and 3)

C. Retirements recorded—To determine that retirements of prop
erty together with the proceeds from salvage and related cost to
remove are properly recognized. (Assertions 1,2, and 4)
D. Depreciation appropriate—To determine that a proper amount
of depreciation expense is allocated to the period based on the
asset cost, estimated life and salvage, and use of acceptable
methods consistently applied, and adequately presented in the
financial statements. (Assertions 4 and 5)

E.

Recoverable value—To determine that the net carrying value as
presented in the financial statements is expected to be recover
able through the ordinary course of business. (Assertion 4)

F.

Encumbrances identified—To determine that any encumbrances
and liens are identified and adequately disclosed in the financial
statements. (Assertion 5)

G. Proper classification—To determine that significant amounts of
idle property, plant, and equipment are properly stated, classi
fied and described. (Assertion 5)

H. Proper disclosure—To determine that significant amounts of fully
depreciated assets are considered for disclosure. (Assertion 5)
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Note: The letters preceding each of the above audit objectives serve
as identification codes. These codes are presented in the objective
column when the audit step accomplishes the specific objective. If the
letter appears in brackets, i.e. [A], [B], etc., the audit procedure only
secondarily accomplishes the objective.
Procedures:
A.

Preliminary Procedures
1.

2.

Review the results of applicable sections of the following to
determine the nature, timing, and extent of procedures:

a.

Preliminary analytical review

b.

Internal control documentation, control risk assessment, and
control test results

c.

Assessment of risk of material misstatement

d.

Other planning documents and risk assessments

Based on the risk assessment made during planning, determine
whether additional procedures, beyond those included in this
program, are necessary. Consult all relevant planning docu
ments when making this decision. If additional procedures are
necessary, add them to this program.

Note: Use the assessed levels of inherent risk and control risk to
determine the nature, timing, and extent of the substantive proce
dures to be performed. Listed below are examples of substantive
procedures that an auditor may decide to perform, based on the
assessment of risk. An auditor should select which procedures below
need to be performed and should add additional procedures to those
listed below, as necessary.
B.

ABCD
E

Substantive Analytical Procedures
1.

Compare balances in fixed assets, capitalized leased assets, accu
mulated depreciation, accumulated amortization, depreciation,
repairs and maintenance, rents, supplies, and similar expense
accounts with expected amounts. Investigate significant devia
tions from expected amounts.

2. Compute the following ratios to help conclude upon the reason
[A] [B]
[C] [D] [E]
ableness of fixed asset balances. Investigate any unusual ratio results.

C.

a.

Fixed assets divided by total assets (indication of nonearning
asset trend).

b.

Fixed assets divided by equity (indication of funding source
for fixed assets).

Detailed Tests
1.

Obtain (or update) an understanding of the client's policies
concerning capitalization of assets and related depreciation
methods and depreciable lives.
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2.

Consider a tour of the client's facilities for new staff assigned to
the engagement, or for the entire audit team if significant changes
have occurred.

3.

Consider the extent to which it may be practicable to perform
substantive tests prior to the balance-sheet date.

4.
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Obtain or prepare the following schedules:
Summary schedule of property, plant and equipment, and
related depreciation (by major asset classification) including
the following:

[A] [B] [C] 5.

BC

6.

A B [C] F 7.

(1)

Beginning and ending asset balances at cost.

(2)

Asset additions at cost.

(3)

Asset retirements and dispositions.

(4)

Other changes.

(5)

Depreciation method and life.

(6)

Beginning and ending balances of the allowances for
depreciation.

(7)

Additions to the allowances for depreciation accompa
nied by an analysis of amounts expensed, absorbed in
inventory, and capitalized.

(8)

Reductions of the allowances for depreciation for retire
ments and dispositions.

b.

Additions at cost showing the description, date acquired,
transaction reference (purchase order number, check num
ber, work order number, etc.), estimated useful life, and cost
for all additions of $__ or over.

c.

Retirements and dispositions showing the description, date
of acquisition, date of retirement or disposition, cost, accu
mulated depreciation, net carrying value, proceeds of dispo
sition, and gain or loss on disposition.

d.

Analysis of maintenance expense showing each transaction of
$__ or greater (or all transactions) for the year or period.

Trace opening balances per the summary schedules to closing
balances per the prior year's working papers.
Trace amounts per the summary schedule to the general ledger,
the detailed asset records, and to the schedules of additions, and
retirements and dispositions; recompute the footings and cross
footings of the schedules.

Perform the following tests of selected additions:
a.

Determine the addition has been authorized by reference to
such sources as minutes of the meetings of the Board of
Directors or Finance Committee and/or capital asset budg
ets reviewed by the Board of Directors or Finance Committee
or by evidence of approval by appropriate, responsible per
sonnel, in accordance with prescribed policies.
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8.

b.

Examine such supporting documents as purchase contracts,
paid checks, vendors' invoices, purchase orders, receiving
reports, work orders, engineers' reports, etc.

c.

Trace transactions to appropriate entries in the detailed re
cords.

d.

For construction in progress examine supporting work or
ders, documentation in support of costs incurred such as
contractors' invoices, reports and correspondence from en
gineers and/or architects regarding completion and trace
transfers from the construction in progress accounts to other
property accounts.

e.

Physically inspect selected (or all) major additions.

f.

Inquire about related dispositions.

g.

Determine whether additions conform with the company's
capitalization policy.

h.

Determine that installment purchases, if any, are properly
recorded.

i.

By reference to purchase contracts and contractors billings
identify related liabilities to be recorded in connection with
debt or other payables.

j.

Examine deeds and title insurance policies, as necessary.

k.

Review insurance policies, coinsurance clauses and coverage
limits versus replacement costs, as necessary.

l.

Identify any indications of employees' involvement in own
ership or sales interest in the asset. Ascertain the propriety
of any identified employee involvement.

Date

10-01

W/P
Ref.

Perform the following tests of dispositions:
a.

Determine disposition has been properly authorized.

b.

Examine such supporting documents as bills of sale, con
tracts, delivery memoranda, etc.

c.

Trace retirements to the detailed property records.

d.

Determine that deductions from the asset accounts and re
lated accumulated depreciation are correct.

e.

Determine that gain or loss on disposition has been correctly
classified and recorded.

ACGH

9.

ACGH

10. Determine that assets retired from service, if material, have been
removed from the property, plant, equipment accounts and re
lated accumulated depreciation accounts, and are carried at
amounts which are not in excess of realizable value.

For fully depreciated assets, determine whether the assets are
still used and not retired from service. Determine whether dis
closure in the financial statements is necessary.
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11. Review provisions for depreciation and amortization, and:

a.

Determine whether the methods and depreciable lives used
in the current year are consistent with the preceding year and
are reasonable.

b.

Perform a reasonableness test of depreciation and amortiza
tion by using average rates and lives and one-half year for
additions and disposals.

c.

Test computations of depreciation and amortization. Con
sider deleting this step if step b results are acceptable.

d.

Determine that amounts of depreciation capitalized in con
struction in progress are reasonable and appropriate.

e.

Ascertain that obsolescence, if any, is being properly recog
nized by adjustments of depreciable lives.

f.

Trace additions to the depreciation allowance to the applica
ble general ledger expense accounts.

—

—

DEGH

12. Based on all of the procedures performed above, ascertain the
reasonableness of the remaining useful lives of assets and ascer
tain the recoverability of the net carrying values of the client's
fixed assets.

B

13. Review maintenance and repairs expense, supplies, small tools
and other appropriate accounts for any assets that should be
capitalized.

—

—

14. Determine the investment credit and recapture on disposals.
Summarize for tax return and provision computation.

—

—

EH

H

H

H

AD EG
H

15. Determine the carrying amount of assets pledged on notes or
other indebtedness for possible financial statement disclosure.

—

—

—

16. Inquire as to any significant expansion plans and determine any
need for disclosure.

—

—

—

17. Review rental income and expense accounts to determine leased
and subleased assets.

—

—

—

—

—

—

18. Inaccordance with FASB Statement No. 121 (ACI08), if any events
or changes in circumstances have occurred indicating that the
carrying amount of a long-lived asset may not be recoverable:
a.

Determine if an impairment loss should be recognized. [An
impairment loss should be recognized if the carrying amount
of an asset exceeds estimated future cash flows (undis
counted and without interest charges).]
(1)

Review the estimate of future cash flows for mathemati
cal accuracy and, through discussion with management
and review of any supporting documentation, deter
mine whether assumptions used are reasonable.
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If an impairment loss should be recognized, test the calcula
tion of the loss. [The impairment loss is measured as the
amount by which the carrying amount of an asset exceeds its
fair value.]

(1)

Test the fair value calculation by vouching to quoted
market prices in active markets or by reviewing the
valuation technique used.

(2)

If the fair value is based on the present value of esti
mated future cash flows, test for mathematical accuracy
and ensure that the assumptions used in the present
value calculation, including the discount rate, are rea
sonable.

Leases

AE

1.

Review the permanent file to determine whether updated copies
of lease agreements and other data of continuing application are
included and that changes made during the year are appropri
ately noted.

A B DF
H

2.

Examine new lease agreements and significant amendments to
existing lease agreements to determine whether they are ac
counted for in accordance with the appropriate accounting
standards (properly capitalized, appropriate depreciation, etc.),
determine whether they are in accordance with established poli
cies and procedures and document the conclusions in the perma
nent file.

AF

3.

Consider the advisability of obtaining from the lessor confirmation
of compliance with restrictive covenants and other pertinent
details of significant lease agreements.

Practice Tip
Items to be considered for leases:
• Facilities.
• Authorization and approval of terms.
• Parties.
• Location and description of premises.
• Period covered.
• Rentals.
• Contingent payments and escalator clauses.
• Payment of ownership expenses.
• Restrictions.
• Options and renewal provisions.
• Methods and terms of cancellation.
• Subleases.
• Nature and amount of related guarantees made or obligations assumed.
• Other contractual arrangements which have the economic characteristics of a lease.
• Investment tax credit.
• Criteria for lease capitalization as set forth in appropriate accounting standards.
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Obtain an analysis of capitalized lease obligations, including re
lated lease rights and interest, and:
a.

Compare beginning balances to prior period audit work
papers.

b.

Test the clerical accuracy of the analysis.

c.

Compare balances to the general ledger accounts.

d.

Review the general ledger accounts for the period, investi
gate unusual entries, and document the results of such inves
tigation.

e.

Examine the lease agreements to verify the terms used in the
computations.

f.

Test payments and examine other supporting data, where
appropriate.

g.

Test the computations of current maturities.

h.

Determine whether the accounting method for lease cancel
lations has been applied in accordance with applicable
accounting standards and that the method has been consis
tently applied.

i.

Test new leases or significant changes to existing leases as
follows:
(1)

Determine whether the accounting method has been
applied in accordance with GAAP and that the method
has been consistently applied.

(2)

Review the reasonableness of the interest rate used to
discount the lease obligation. Consider the following:

(3)

(4)

ABCD
EFGH

Date

(a)

Interest rates implicit in the lease terms.

(b)

Interest rates applicable to the financing of pur
chases of similar property by the lessee at the times
of entering into the lease agreements.

(c)

Fair value of the leased property as compared to the
discounted amount of the lease obligation.

Determine whether proper consideration was given to
noncapitalizable costs (such as taxes, insurance, main
tenance) in computing the amount of lease cost capital
ized.

____

____

Review the reasonableness of the method and period for
amortization of capitalized lease rights.

Select work paper formats that will facilitate grouping informa
tion regarding operating leases that may require disclosure in the
financial statements and:
a.

Obtain the appropriate analyses above and proceed as fol
lows:
(1)

Compare pertinent information to the lease agreements.

(2)

Test the clerical accuracy of the analyses.
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(3)

Determine whether the calculations have been made in
accordance with the lease agreements.

(4)

Compare prepaid and accrued rentals and rental ex
penses to the respective general ledger accounts.

(5)

Review the general ledger accounts for the period, in
vestigate unusual entries and document the results of
such investigation.

(6)

Test the computations of minimum rental commit
ments applicable to succeeding periods.

Date

10-01

W/P
Ref.

Practice Tip
Refer to the applicable accounting standards for a description of disclosure information, such as, rental
expenses, minimum future rental payments, noncancelable sublease rentals to be received in the future,
contingent rentals, sublease rentals, and general description of leasing arrangements.
b.

Review lease agreement covenants that relate to limitations
and default provisions as follows:
(1)

Review the client's correspondence file for information
related to leases, such as modifications, waivers and
notification of significant events.

(2)

Review confirmation replies for notations of known
matters of noncompliance.

(3)

Cross-reference factors entering into the computations
and compute amounts.

(4)

If a default appears to exist with respect to any lease
agreement, determine its effect on such agreement,
other agreements, the financial statements and our re
port thereon.

c.

Gather and document information for financial statement
disclosure and tax return preparation.

d.

Consider and compute any capitalized interest.
Practice Tip

Consider preparing a schedule for inclusion in the permanent file that sets forth, by section and paragraph
number, the limitations and each computation or item involved in the determination of whether the client
is in compliance with lease covenants.

E.

Additional Procedures (if any)
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Section Completion

1.

Based on the initial planning conclusions, on the results of the
audit procedures performed, and upon the assessed level of risk
for property, plant, and equipment, determine whether addi
tional procedures need to be performed to obtain sufficient evi
dence regarding the financial statement assertions for property,
plant, and equipment.

2.

The objectives of this audit program have been met.

This audit program section has been completed in accordance with firm policy.

Done by

Reviewed by
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The material included in this section is presented for illustrative purposes
only. The illustrative audit objectives and illustrative audit procedures are
neither all-inclusive nor are they prescribed minimums. The illustrative
audit procedures are numbered merely to organize the materials; those
numbers are not intended to imply completeness or a prescribed sequence.
The nature, extent and timing of the auditing procedures to be applied on
a particular engagement are a matter of professional judgment to be
determined by the auditor based on the specific facts and circumstances.
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VIII. Prepaid Expenses, Deferred Charges, Intangibles, and Other Assets

Financial Statement Assertions:
1.

Existence or occurrence.

2.

Completeness.

3.

Rights and obligations.

4.

Valuation or allocation.

5.

Presentation and disclosure.

Objectives:

A. Properly recorded—To determine that the balances represent
costs which are properly allocable to future periods in conform
ity with generally accepted accounting principles. (Assertions 1,
2,3, and 4)
B.

Additions supported—To determine that additions are ade
quately supported. (Assertions 1, 2,3, and 5)

C. Amortization appropriate—To determine that amortization is
determined by a rational and systematic method consistently
applied. (Assertions 4 and 5)
D. Impairment recognized—To determine that any permanent im
pairment of balance is recognized by write-downs charged to
operations. (Assertions 1, 2,4, and 5)

E.

Proper classification—To determine that balances and related
expenses are properly described and classified in the financial
statements. (Assertion 5)

F.

Contingencies disclosed—To determine whether there are unin
sured risks that should be considered for disclosure. (Assertion 5)

Note: The letters preceding each of the above audit objectives serve
as identification codes. These codes are presented in the objective
column when the audit step accomplishes the specific objective. If the
letter appears in brackets, i.e. [A], [B], etc., the audit procedure only
secondarily accomplishes the objective.
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Procedures:
A.

Preliminary Procedures
1.

2.

Review the results of applicable sections of the following to
determine the nature, timing, and extent of procedures:

a.

Preliminary analytical review

b.

Internal control documentation, control risk assessment, and
control test results

c.

Assessment of risk of material misstatement

d.

Other planning documents and risk assessments

Based on the risk assessment made during planning, determine
whether additional procedures, beyond those included in this
program, are necessary. Consult all relevant planning docu
ments when making this decision. If additional procedures are
necessary, add them to this program.

____

.

Note: Use the assessed levels of inherent risk and control risk to deter
mine the nature, timing, and extent of the substantive procedures to be
performed. Listed below are examples of substantive procedures that an
auditor may decide to perform, based on the assessment of risk. An
auditor should select which procedures below need to be performed and
should add additional procedures to those listed below, as necessary.
B.

ABCD

C.
ABCE

Substantive Analytical Procedures
1.

Compare balances in prepaid expense, deferred charges, intan
gibles, other assets, and accumulated amortization accounts to
the expected amounts. Investigate any significant deviations
from the expected amounts.

Detailed Tests
1.

Obtain or prepare an analysis for each significant classification
of prepaid expenses, deferred charges, other assets or intangi
bles. The analysis should include adequate description of signifi
cant components and the following:

a.

Balance at the beginning of the year (or period).

b.

Additions at cost.

c.

Deductions charged to expense, and to other accounts.

d.

Balance at the end of the year (or period).
Practice Tip

Ordinarily, extensive detailed schedules showing computations of prepaid balances or analyses of transac
tions for the period are not necessary, particularly in cases where the balances are not significant. A brief
summary of limited reviews and comparisons of balances with prior period amounts or tests of the client's
detailed records may be satisfactory.
2.

Foot analysis and trace totals to general ledger; trace opening balance
to the audit working papers for the preceding year (or period).
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Examine supporting documents for material charges during the
year.

—

-------

-------

Review and recompute amortization; determine that the amorti
zation period and method is reasonable.

_____

____

____

Determine that the carrying amount of the item does not exceed
amounts properly allocable to future periods.

—

-------

-------

Trace amounts amortized during the period to the related gen
eral ledger expense accounts.

—

-------

-------

—

-------

-------

Obj.

AB[C]
DE

50

A

7.

Confirm significant deposits and assets held by others.

AF

8.

For prepaid insurance accounts (including life insurance) with
balances of $____ or more at____ _, obtain or prepare a prepaid
insurance schedule and agree prepaids and expense to the gen
eral ledger; perform the following additional tests:

a.

Examine selected policies noting identity of insurer, descrip
tions and amounts of coverage, premiums, and period cov
ered; compare particulars with the analysis.

b.

Ascertain by review of the policy and related billing advices
for the insurance premiums whether the premiums are being
financed and/or the policy or cash surrender value has been
pledged; determine that related liabilities and finance cost
have been properly recorded.

c.

Obtain confirmation of cash surrender values; consider confir
mation of policies especially if premium financing is involved to
determine that payments are current and coverage is still in force.

d.

Ascertain whether all significant insurable risks have been
considered.

e.

Recompute amortization and trace amounts to the applica
ble expense accounts.
Practice Tip

Be alert to insurance confirmations indicating locations of inventory. Trace locations listed to inventory totals
to determine all locations listed as covered by insurance have been included in the inventory summary.

A

9.

f.

Vouch premiums of $or more to premium notices.

g.

Ascertain propriety of accounting treatment for premium
deposits and dividends.

h.

Examine latest audit reports, when applicable, made by
insurance companies.

i.

For life insurance, reconcile prepaid premiums at beginning
of period, premiums paid and increase in cash surrender
value with life insurance expense.

For property taxes, where significant, obtain or prepare an analy
sis which relates both repayments and accruals as of the begin
ning and end of the period with tax expense. Examine tax billings
and determine whether the timing of the period covered by the
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tax and the payment due dates result in prepayment or an accrual
as of the balance-sheet date. Trace charges to expense to the
proper expense account.

AD

10. Obtain a list of the detail of all suspense accounts and follow-up on
the clearance of all items. (Note: suspense accounts should clear in
one day). Investigate any large or unusual uncleared items.

ABC

11. For intangible assets:
a.

Trace authorization for major transactions to minutes of
Board of Directors meetings.

b.

Examine supporting documents.

c.

Ascertain whether amortization has been properly com
puted in conformity with generally accepted accounting
principles, and trace charges to related expense accounts.

AD

12. Determine that there has been no permanent impairment of value
for prepaid expenses, deferred charges, intangible assets, etc.

E

13. Determine that balances are properly classified in the balance
sheet (current v. noncurrent, etc.)

F

14. Determine that there have been no uninsured events which
would affect the value of other assets.

E

15. Determine any required disclosures.
D.

Additional Procedures (if any)

E.

Section Completion

1.

Based on the initial planning conclusions, on the results of the
audit procedures performed, and upon the assessed level of risk
for prepaid expenses, deferred charges, intangibles and other
assets, determine whether additional procedures need to be per
formed to obtain sufficient evidence regarding the financial state
ment assertions for those accounts.

2.

The objectives of this audit program have been met.

This audit program section has been completed in accordance with firm policy.
Done by

Reviewed by
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The material included in this section is presented for illustrative purposes
only. The illustrative audit objectives and illustrative audit procedures are
neither all-inclusive nor are they prescribed minimums. The illustrative
audit procedures are numbered merely to organize the materials; those
numbers are not intended to imply completeness or a prescribed sequence.
The nature, extent and timing of the auditing procedures to be applied on
a particular engagement are a matter of professional judgment to be
determined by the auditor based on the specific facts and circumstances.
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IX. Accounts Payable

Financial Statement Assertions:
1.

Existence or occurrence.

2.

Completeness.

3.

Rights and obligations.

4.

Valuation or allocation.

5.

Presentation and disclosure.

Objectives:

A. Payables exist—To determine that accounts payable represent
authorized current obligations. (Assertions 1 and 2)
B.

Proper classification—To determine that amounts included in
accounts payable are properly classified. (Assertion 5)

C. Obligations complete—To determine that accounts payable in
clude all significant current obligations. (Assertions 2, 3, and 4)
D. Proper disclosure—To determine that adequate disclosure has
been made of any pledged assets. (Assertion 5)

Note: The letters preceding each of the above audit objectives serve
as identification codes. These codes are presented in the objective
column when the audit step accomplishes the specific objective. If the
letter appears in brackets, i.e. [A], [B], etc., the audit procedure only
secondarily accomplishes the objective.

Procedures:
A.

Preliminary Procedures
1.

Review the results of applicable sections of the following to
determine the nature, timing, and extent of procedures:
a.

Preliminary analytical review

b.

Internal control documentation, control risk assessment, and
control test results

c.

Assessment of risk of material misstatement

d.

Other planning documents and risk assessments
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Based on the risk assessment made during planning, determine
whether additional procedures, beyond those included in this
program, are necessary. Consult all relevant planning docu
ments when making this decision. If additional procedures are
necessary, add them to this program.

Note: Use the assessed levels of inherent risk and control risk to
determine the nature, timing, and extent of the substantive proce
dures to be performed. Listed below are examples of substantive
procedures that an auditor may decide to perform, based on the
assessment of risk. An auditor should select which procedures below
need to be performed and should add additional procedures to those
listed below, as necessary.

B.

ABC

Substantive Analytical Procedures

1.

C.

Compare balances in trade accounts payable and purchases with
the expected amounts. Investigate any significant deviations
from the expected amounts.

Detailed Tests
1.

Were the following items considered:

a.

Whether to request positive confirmation from vendors and,
if so, when and to what extent.

Note: Some auditors send confirmations to major vendors to obtain
independent outside evidence that all liabilities have been recorded.
Other auditors believe that evidential matter can be obtained more
efficiently through other procedures.
b.

ABCD

2.

Potential efficiencies to be gained from coordination of ac
counts payable work with substantive tests of inventory
when the physical is taken at the balance-sheet date. (For
example, tests of cut off, and using vouchers obtained from
client's files in substantiating recent inventory prices as well
as accounts payable work.)

Obtain or prepare a schedule of accounts payable (subsidiary
ledger) as of the balance-sheet date.

a.

Foot schedule/subsidiary ledger and reconcile to the general
ledger control account.

b.

Segregate amounts due to officers, employees, stockholders,
affiliates and other related parties.

c.

Discuss with client old or disputed payables.

d.

Investigate debit balances and, if significant, consider re
questing positive confirmations and propose reclassification
of the amounts.
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------

------

------

Identify intercompany accounts and:
(1)

Arrange to have balances traced to corresponding re
ceivables in the affiliate's books if affiliate is being cur
rently audited by the firm.

(2)

Obtain confirmation from the affiliate.

(3)

Investigate and reconcile differences.

Consider confirmation procedures such as the following:

a.

Obtain and review a list of major vendors, or identify major
vendors by reviewing voucher registers or subsidiary ac
counts payable records.

b.

Request vendors to provide a statement of the account bal
ance as of the date selected (ordinarily, the physical inven
tory date and/or balance-sheet date).

c.

Investigate and reconcile differences.
Practice Tip

Vendors should be instructed to mail confirmation replies directly to the auditor. The auditor should control
the mailing of all confirmations.
A B [D]

4.

Confirm balances due to officers and employees; ascertain busi
ness purpose of the transactions and, if significant, trace to
authorization in the minutes of the Board of Directors meetings.

AC

5.

Test selected unconfirmed balances by examination of vouchers,
invoices, and receiving reports.

ABC

6.

Obtain the purchases journal and trace all entries over $for
a period of
days after the balance-sheet date to supporting
documents to determine recording in the proper period.

ABC

7.

Obtain the cash disbursements journal and trace all entries over
$_____ for a period of
days after the balance-sheet date to
supporting documents to determine recording in the proper period.

ABC

8.

Review the open receiving report, open purchase order and open
purchase requisition files for
days after the balance-sheet
date for unrecorded liabilities.

ABC

9.

Review the open vendor invoice files for
days after the
balance-sheet date to determine recording in the proper period
and for unrecorded liabilities.

AC

10. Inquire of responsible client staff about their knowledge of addi
tional sources of unprocessed invoices, unrecorded commit
ments, or contingent liabilities.
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11. Liabilities for payroll taxes withheld:

ABC

a.

Trace liabilities to payments made subsequent to the
balance-sheet date; examine the payroll tax deposit receipts.

b.

Compare liability to accrued payroll taxes for reasonableness.

c.

Trace liabilities to summaries of the applicable payroll registers.

ABC

12. Determine that credit memos received
days after the balancesheet date have been recorded in the proper period.

BCD

13. Identify any payables due after one year and consider the impu
tation of interest.

D

14. Consider the need for any disclosures.

D.

Additional Procedures (if any)

E.

Section Completion

1.

Based on the initial planning conclusions, on the results of the
audit procedures performed, and upon the assessed level of risk
for accounts payable, determine whether additional procedures
need to be performed to obtain sufficient evidence regarding the
financial statement assertions for accounts payable.

2.

The objectives of this audit program have been met.

This audit program section has been completed in accordance with firm policy.

Done by
Reviewed by
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The material included in this section is presented for illustrative purposes
only. The illustrative audit objectives and illustrative audit procedures are
neither all-inclusive nor are they prescribed minimums. The illustrative
audit procedures are numbered merely to organize the materials; those
numbers are not intended to imply completeness or a prescribed sequence.
The nature, extent and timing of the auditing procedures to be applied on
a particular engagement are a matter of professional judgment to be
determined by the auditor based on the specific facts and circumstances.
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Accrued Liabilities Other Than Income Taxes and Deferred Credits
Financial Statement Assertions:
1.

Existence or occurrence.

2.

Completeness.

3.

Rights and obligations.

4.

Valuation or allocation.

5.

Presentation and disclosure.

Objectives:

A. Liabilities complete—To determine that expense accounts in
clude costs and expenses applicable to the period. (Assertions 1,
2, and 5)
B. GAAP conformity—To determine that all contingencies and es
timated future expenses that should be accrued in the period
have been accrued, classified, and described in accordance with
generally accepted accounting principles consistently applied.
(Assertion 1,2, 3,4, and 5)
Note: The letters preceding each of the above audit objectives serve
as identification codes. These codes are presented in the objective
column when the audit step accomplishes the specific objective. If the
letter appears in brackets, i.e. [A], [B], etc., the audit procedure only
secondarily accomplishes the objective.

Procedures:

A.

Preliminary Procedures

1.

Review the results of applicable sections of the following to
determine the nature, timing, and extent of procedures:

a.

Preliminary analytical review

b.

Internal control documentation, control risk assessment, and
control test results

c.

Assessment of risk of material misstatement

d.

Other planning documents and risk assessments
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Based on the risk assessment made during planning, determine
whether additional procedures, beyond those included in this
program, are necessary. Consult all relevant planning docu
ments when making this decision. If additional procedures are
necessary, add them to this program.

Note: Use the assessed levels of inherent risk and control risk to deter
mine the nature, timing, and extent of the substantive procedures to be
performed. Listed below are examples of substantive procedures that an
auditor may decide to perform, based on the assessment of risk. An
auditor should select which procedures below need to be performed and
should add additional procedures to those listed below, as necessary.
B.

AB

1.

C.

[A]
AB

Substantive Analytical Procedures
Compare balances in accrued expense and other liability ac
counts with the expected amounts. Investigate any significant
deviations from the expected amounts.

Detailed Tests
1.

2.

Obtain or prepare analysis of accrued liability accounts and agree
to the general ledger.

For accrued salaries, wages, vacation pay and bonus accounts:
a.

Test the clerical accuracy of the analyses.

b.

Determine whether the calculations have been made in ac
cordance with related agreements and the corporate policies
established by the board of directors or other appropriate
executive groups.

c.

Trace bonuses and similar accruals to the board of directors
minutes or other proper authorizations.

d.

Compare amounts to subsequent payments.

AB

3.

Test computations of accrued salaries and wages by tracing last
payment date to payroll journals and estimating the accrual by
reference to subsequent payrolls.

AB

4.

Review compensation agreements for possible additional liabilities.

AB

5.

Determine whether a liability should be accrued for employees'
compensation for future absences.

Practice Tip
Ordinarily, a liability is accrued when all of the following conditions are met:
• The employer's obligation relating to employees' rights to receive compensation for future absences is
attributable to employees' services already rendered,
• The obligation relates to rights that vest or accumulate,
• Payment of the compensation is probable, and
• The amount can be reasonably estimated.

The fact that an accrual has not been made because of an inability to meet the last condition ordinarily should
be disclosed.
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Review deferred compensation agreements and the method of
accounting:

a.

Determine whether the method of accounting recognizes
deferred compensation costs in accordance with FASB State
ment No. 106 (AC P40).

b.

Consider whether individual contracts, if taken together,
constitute a pension plan.

Obtain an analysis of deferred compensation and:
a.

Test the clerical accuracy of the analysis and compare bal
ances to the general ledger.

b.

Verify the computations by reference to provisions of the
agreements.

c.

Test current payments by examining appropriate support
ing data.

d.

Consider the advisability of confirming unpaid balances and
the terms of payment.

Review the general ledger liability accounts for other accruals
that may exist and proceed as follows:

a.

Inquire into the nature and purpose of such accounts and
document the results of the inquiry.

b.

Identify the accounts selected for further analysis. (To be done
by the in-charge.)

c.

Verify the year-end balance of the accounts selected by com
putation, examination of subsequent payments or examina
tion of other data.

d.

Compare recorded transactions to available supporting data
on a test basis, where deemed necessary.

Evaluate whether management has recorded all accrued liabili
ties (including those based on significant accounting estimates)
that could be material to the financial statements. Consider:
a.

Information from reading available minutes of meetings of
stockholders, directors, and appropriate committees.

b.

Information contained in regulatory or examination reports,
supervisory correspondence, and similar materials from ap
plicable regulatory agencies.

c.

Information included on confirmation replies received from
financial institutions or other entities.

d.

Information concerning identified litigation, claims, and as
sessments and other contingencies.

AAM §5400.110
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Management replies to inquiries regarding possible accru
als.

10. For those accrued liabilities based on significant accounting esti
mates, evaluate the reasonableness of the estimate by employing
one or a combination of the following approaches:
a.

AB

5487
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10-01

Review and test the process used by management to develop
the estimate. Consider performing the following procedures:
(1)

Identify whether there are controls over the preparation
of accounting estimates and supporting information
that may be useful in the evaluation.

(2)

Identify the sources of information that management
used in forming the assumptions, and consider whether
such information is relevant, reliable, and sufficient for
the purpose.

(3)

Consider whether there is additional key information
or alternative assumptions about the information.

(4)

Evaluate whether the assumptions are consistent with
each other, the supporting information, relevant histori
cal data, and industry data.

(5)

Analyze historical data used in developing the assump
tions to assess whether the data is comparable and
consistent with data of the period under audit, and
consider whether such data is sufficiently reliable for
the purpose.

(6)

Consider whether changes in the business or industry
may cause other information to become more signifi
cant to the assumptions.

(7)

Review available documentation of the assumptions
used in developing the accounting estimates and in
quire about any other plans, goals, and objectives of the
client, as well as consider their relationship to the as
sumptions.

(8)

Consider using the work of a specialist regarding cer
tain assumptions.

(9)

Test the calculations used by management to translate
the assumptions and key information into the accrued
liability estimate.

b.

Develop an independent expectation of the estimate to cor
roborate the reasonableness of management's estimate.

c.

Review subsequent events or transactions occurring prior to
completion of fieldwork.

11. For environmental remediation liabilities identified during plan
ning and other stages of the engagement, perform substantive
tests as follows:
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Test the accounting estimate recorded by management. (See
step 10 above.)

Practice Tip
Read AICPA Statement of Position 96-1, Environmental Remediation Liabilities (appendix C), for guidance in
applying step 10 above to environmental remediation liabilities. When auditing environmental remediation
liabilities, steps 10a and 10b above, or a combination thereof, usually will be most effective.
b.

Request information about environmental remediation li
abilities and loss contingencies in the letter of inquiry sent to
the client's counsel.

c.

Obtain, as deemed necessary, written representations from
management about estimates and disclosures of environmen
tal remediation liabilities and loss contingencies affecting the
financial statements, including specific representations as to
the adequacy of such disclosures and the expected outcomes
of uncertainties.

d.

If disclosure is required of environmental remediation li
abilities and loss contingencies, assess the adequacy of the
disclosures, including any conclusions expressed by manage
ment regarding the expected outcome of such contingencies.

AB

12. Review revenue accounts and determine whether income re
corded in the current period should be deferred to future periods.

AB

13. Obtain appropriate analyses of other deferred credits:
a.

Review and document the nature of the account and the
policies and method of accounting.

b.

Test computations of current additions and reductions by
examination of appropriate supporting data or by analytical
review of appropriate revenue and expense accounts.

c.

Determine whether the basis of recording and method of
amortization is consistent with the prior year.

d.

Determine if the ending balance is reasonable.

[A] [B]

14. Determine that amounts accrued that are not currently deduct
ible for income tax purposes have been identified for considera
tion in the computation of income taxes.

AB

15. Determine whether management replies to our inquiries provide
adequate explanations for significant fluctuations and consider
whether such replies are corroborated by our audit procedures
and knowledge of the business or whether additional audit
procedures are required.

AB

16. Obtain and verify disclosure information for multi-employer
plans and vouch expense for the period.
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If applicable, obtain copy of trustee's fund report. Consider
confirming contents of report with trustee.

—

Determine if there have been any adoptions or amendments
of plans during the period and obtain copies. Note for finan
cial statement disclosures and:
(1)

Agree expense to minutes, when applicable.

(2)

Verify computations, where applicable.

Where applicable, test employee data. Test should consist of
analytical procedures, and additional procedures as consid
ered necessary.

18. For defined benefit plans obtain the following, where applicable:
a.

Copy of actuarial report as of a date no earlier than three
months prior to balance-sheet date.

b.

If applicable, copy of trustee's report.

c.

Form 5500 for prior year and for current year, if already
prepared.

d.

Actuary's certificate on Schedule B for Form 5500 for prior
year and for current year if already prepared.

e.

Plan document(s).

f.

Census and plan asset date given to actuary.

AB

19. Consider confirming contents of Trustee report with Trustee.

AB

20. Reconcile aggregate census data, such as number of employees
covered, compensation, to amounts shown in the actuarial valu
ation report or if not in the report, consider obtaining confirma
tion of such data from the actuary.

AB

21. For selected employees, check census data (age, sex, marital
status, current pay, term of employment, benefit election, etc.) to
payroll records. [Check only that data important to the valuation.
If analytical review of data and valuation report appear reason
able, a sample of 15 will generally be acceptable. If not, a sample
up to 40 may be required.]

AB

22. Based on plan documents, make appropriate tests to determine
whether all eligible employees are included in the census data
provided to the actuary.

AB

23. Reconcile plan assets per the trustee's report to amounts shown
in the actuarial valuation report.

[A] [B]

Date

17. For defined contribution plans:

a.

[A] [B]
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24. Ascertain that the actuary is professionally qualified. (Member
ship in the Society of Actuaries, the Conference of Actuaries in
Public Practice, American Academy of Actuaries is usually suf
ficient to indicate that actuary is qualified.)
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25. Inquire as to any relationships between the actuary and the client
that would impair independence.

AB

26. Review the actuary's most recent certificate on Schedule B, Form
5500, and determine the reasons for qualifications expressed, if
any.

B

27. Determine if there have been any adoptions or amendments of
plans during the period. Obtain copies of any and note for
financial statement disclosure.

AB

28. Review the latest plan document and compare with key provi
sions included in the actuarial valuation report. If the report does
not include a description of key plan provisions, it may be
necessary to confirm the actuary's understanding of such provi
sions.

AB

29. Vouch the payment of the prior year's accrual to determine that
it was paid prior to the filing of the year tax return. (If not paid
at the tax return due date, or extended due date, the bank loses
its tax deduction.)

AB

30. Trace the authorization for the contribution to the plan to the
board of directors' minutes, or obtain the management repre
sentation in the representation letter.

B

31. Inquire of the client as to any intent to terminate the plan.

B

32. Obtain and check disclosure information.

AB

33. If not previously audited, obtain net transition obligation com
putations and agree amounts to actuarial report, trustees report,
or other evidential sources. Recheck compensation.

AB

34. Obtain calculation of pension cost for the current period and
agree components to actuarial report or trustee's report.

AB

35. Determine that a liability is recorded for unfunded accrued
pension cost whenever the client's contribution is less than its
related expense or that prepaid pension costs is recorded when
the amount funded exceeds the related expenses.

AB

36. Determine that an additional liability is recorded equal to the
excess, if any, of the accumulated benefit obligation over the fair
value of plan assets. (Similar assets are not recorded except when
the excess follows a business combination treated as a purchase.)

[A] [B]

37. If the work of a specialist is used in performing the audit, has the
auditor documented his satisfaction concerning the following:

a.
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____

____

____

Review the professional certification, license, or other recog
nition of the competence of the specialist.
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[A] [B]

b.

The reputation and standing of the specialist in view of those
familiar with his capability or performance.

c.

The specialist's experience in the type of work under consid
eration.

d.

Review the relationship, if any, of the specialist to the client.

e.

If the work of a specialist is used in performing the audit,
obtain and document the auditor's understanding of the
nature of the work to be performed.

Date

W/P
Ref.

38. Prepare conclusion memo as to whether or not audit objectives
have been met and accordingly whether or not the pension and
related accounts are fairly stated for inclusion in the (consoli
dated, if applicable) financial statements in accordance with
generally accepted accounting principles. (If not, document de
tails of exception.)

D.

Additional Procedures (if any)

E.

Section Completion
1.

Accumulate in the working papers all information required to be
disclosed in the financial statements (e.g., pension plan data).

2.

Based on the initial planning conclusions, on the results of the
audit procedures performed, and upon the assessed level of risk
for accrued expenses, determine whether additional procedures
need to be performed to obtain sufficient evidence regarding the
financial statement assertions for accrued expenses.

3.

The objectives of this audit program have been met.

This audit program section has been completed in accordance with firm policy.

Done by
Reviewed by
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The material included in this section is presented for illustrative purposes
only. The illustrative audit objectives and illustrative audit procedures are
neither all-inclusive nor are they prescribed minimums. The illustrative
audit procedures are numbered merely to organize the materials; those
numbers are not intended to imply completeness or a prescribed sequence.
The nature, extent and timing of the auditing procedures to be applied on
a particular engagement are a matter of professional judgment to be
determined by the auditor based on the specific facts and circumstances.
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XL Income Taxes Accrued and Provided

Financial Statement Assertions:
1.

Existence or occurrence.

2.

Completeness.

3.

Rights and obligations.

4.

Valuation or allocation.

5.

Presentation and disclosure.

Objectives:

A. Amount reasonable—To determine that the provision for income
taxes is reasonable. (Assertions 1,2,3, and 4)

B.

Amount comparable to amount to be paid—To determine that
the liability for accrued income taxes is adequate and not exces
sive in relation to amounts reasonably expected to be payable.
(Assertions 3 and 4)

C. Temporary differences recognized—To determine that deferred
income taxes represent the effect of temporary differences. (As
sertions 1,2, and 4)

D. Proper classification—To determine that income tax provisions,
accruals and deferrals are properly described and classified in
conformity with generally accepted accounting principles con
sistently applied. (Assertion 5)

Note: The letters preceding each of the above audit objectives serve
as identification codes. These codes are presented in the objective
column when the audit step accomplishes the specific objective. If the
letter appears in brackets, i.e., [A], [B], etc., the audit procedure only
secondarily accomplishes the objective.

Procedures:

A.

Preliminary Procedures
1.

Review the results of applicable sections of the following to
determine the nature, timing, and extent of procedures:

a. Preliminary analytical review
AAM §5400.120
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b.

Internal control documentation, control risk assessment, and
control test results

c.

Assessment of risk of material misstatement

d.

Other planning documents and risk assessments

Done
By

Date

W/P
Ref.

Based on the risk assessment made during planning, determine
whether additional procedures, beyond those included in this
program, are necessary. Consult all relevant planning docu
ments when making this decision. If additional procedures are
necessary, add them to this program.

Note: Use the assessed levels of inherent risk and control risk to deter
mine the nature, timing, and extent of the substantive procedures to be
performed. Listed below are examples of substantive procedures that an
auditor may decide to perform, based on the assessment of risk. An
auditor should select which procedures below need to be performed and
should add additional procedures to those listed below, as necessary.
B.

Detailed Tests

A B C [D] 1.

Obtain or prepare analyses of the various current and deferred
income tax liabilities and assets and related provisions showing:

a.

Balances at the beginning of the year (period).

____

____

b.

Amounts provided.

____

____

c.

Refunds received.

d.

Payments made, indicating date and nature.

____

____

e.

Balances at the end of the year (period).

____

____

___

____

A

2.

Compare opening balances to the prior year's working papers.

____

____

AB

3.

Trace payments to cash books and general ledger; examine can
celed checks for evidence of timely payment.

____

____

AB

4.

Compare payments and refunds to copies of income tax returns.

____

____

ABC

5.

Ascertain latest year that income tax returns have been examined
and which periods, if any, are being contested. Examine recent
Revenue Agent Reports; determine that adequate consideration
has been given to items challenged in the past. Also consider
disclosure of the examination.

____

____

Review or prepare a reconciliation of earnings (loss) per books
with taxable income for the period.

____

____

Review or compute the provisions for federal and other income
taxes.

____

____

Determine that the nature of any significant differences between
pretax earnings and income tax expense are disclosed.

____

____

ABC
ABC
D
ABC

6.
7.

8.
9.

Determine that the accrual and provision is adequate considering:

a.

Tax positions taken by the client that might be challenged by
the taxing authorities or other tax contingencies.

AICPA Audit and Accounting Manual
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Date
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Possible assessments, penalties or interest indicated by tax
return examinations completed during the year or in pro
gress, including similar adjustments applicable to years not
yet examined.

ABC

10. Compute or obtain and test the client's computation of deferred
tax assets and liabilities to determine conformity with FASB
Statement No. 109 (AC I27). Test the reasonableness.

ABCD

11. For deferred tax assets, determine the likelihood that all or part
of the recorded amount will not be realized. In making that
determination, consider all available evidence, both positive and
negative.

Practice Tip

For tax benefits to be realized, there must be adequate taxable income in the future when deductible
temporary differences reverse and when net operating loss carryforwards are available.

ABCD

12. If it is determined that it is more likely than not that all or part of
the deferred tax asset will not be realized, evaluate the adequacy
of the valuation allowance account by performing the following:

a. Review and test the process used by management to develop
the estimate, or develop an independent expectation of the
estimate, to corroborate the reasonableness of management's
estimate.
b. Determine whether any subsequent events or transactions
have occurred prior to the completion of field work that
could effect the adequacy of the valuation allowance.
Practice Tip
See FASB Statement No. 109, paragraphs 17-26 (AC I27.116-.125), for guidance on valuation allowance
computation.
D

13. Review a schedule of net operating loss carryovers and unused
investment tax credits for propriety.

AB

14. Consider additional tax liabilities to any new states in which the
client does business.

ABC

15. If the auditor is to prepare the returns, ascertain that all necessary
information is obtained.

D

16. Obtain all necessary information for disclosure in the financial
statements (e.g., tax benefits of operating loss carryovers, classi
fication of deferred taxes, etc.).

ABCD

17. Obtain tax department review of the income tax working papers.

AAM §5400.120
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C.

Additional Procedures (if any)

D.

Section Completion
1.

Based on the initial planning conclusions, on the results of the
audit procedures performed, and upon the assessed level of risk
for income taxes, determine whether additional procedures need
to be performed to obtain sufficient evidence regarding the finan
cial statement assertions for income taxes.

2.

The objectives of this audit program have been met.

Date

W/P
Ref.

This audit program section has been completed in accordance with firm policy.
Done by
Reviewed by
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The material included in this section is presented for illustrative purposes
only. The illustrative audit objectives and illustrative audit procedures are
neither all-inclusive nor are they prescribed minimums. The illustrative
audit procedures are numbered merely to organize the materials; those
numbers are not intended to imply completeness or a prescribed sequence.
The nature, extent and timing of the auditing procedures to be applied on
a particular engagement are a matter of professional judgment to be
determined by the auditor based on the specific facts and circumstances.
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XII. Notes Payable and Long-Term Debt
Financial Statement Assertions:
1.

Existence or occurrence.

2.

Completeness.

3.

Rights and obligations.

4.

Valuation or allocation.

5.

Presentation and disclosure.

Objectives:
A. Payables exist—To determine that notes payable and long-term
debt are authorized, properly classified, and described in the
financial statements. (Assertions 3 and 5)
B.

Period recorded proper—To determine that liabilities are re
corded in the proper period at the correct amounts. (Assertions
1,2, and 4)

C. Expense recognized—To determine that related interest expense
(including discount or premium) is accounted for in conformity
with generally accepted accounting principles consistently ap
plied. (Assertions 2 and 5)

D. Adequate disclosure—To determine that the financial state
ments include adequate disclosure of restrictive covenants of
loan agreements, pledged assets, etc. (Assertion 5)

Note: The letters preceding each of the above audit objectives serve
as identification codes. These codes are presented in the objective
column when the audit step accomplishes the specific objective. If the
letter appears in brackets, i.e., [A], [B], etc., the audit procedure only
secondarily accomplishes the objective.

Procedures:

A.

Preliminary Procedures
1.

Review the results of applicable sections of the following to
determine the nature, timing, and extent of procedures:

a.
AAM §5400.130
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2.

b.

Internal control documentation, control risk assessment, and
control test results

c.

Assessment of risk of material misstatement

d.

Other planning documents and risk assessments

W/P
Ref.

Based on the risk assessment made during planning, determine
whether additional procedures, beyond those included in this
program, are necessary. Consult all relevant planning docu
ments when making this decision. If additional procedures are
necessary, add them to this program.

Note: Use the assessed levels of inherent risk and control risk to
determine the nature, timing, and extent of the substantive proce
dures to be performed. Listed below are examples of substantive
procedures that an auditor may decide to perform, based on the
assessment of risk. An auditor should select which procedures below
need to be performed and should add additional procedures to those
listed below, as necessary.

AB B.
C

C.

[A] [B]
[C] [D]

Substantive Analytical Procedures
1.

Compare balances in notes payable, long-term debt, and the
related interest expense accounts with the expected amounts.
Investigate any significant deviations from the expected
amounts.

2.

Compute the following ratios and compare to expected ratios.
Investigate any significant deviations from the expected ratios.
a.

Long-term debt to stockholders' equity.

b.

Interest expense as a percentage of average balance of notes
payable and long-term debt outstanding.

Detailed Tests
1.

Obtain or prepare an analysis of notes payable, long-term debt,
lines of credit, and other financing arrangements showing the
following:

a.

b.

Description:
(1)

Date of origin

(2)

Type of debt and maturity

(3)

Face amount

(4)

Interest rate

(5)

Timing and amount payments

Principal:

(1)

Balance at the beginning of the year (period)

(2)

Additions

(3)

Payments

(4)

Balance at the end of the year (period)
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By

c.

[D]

A [D]

2.

3.

10-01

Related Interest:
(1)

Accrued interest at the beginning of the year (period)

(2)

Unamortized discount or premium at the beginning of
the year (period)

(3)

Expense incurred during the year (period)

(4)

Amount paid during the year (period)

(5)

Accrued at the end of the year (period)

(6)

Unamortized discount of premium at the end of the
year (period)

Foot and crossfoot analysis, and trace totals to general ledger and
subsidiary ledgers for notes payable and long-term debt.

—

Trace authorization for all new debt to the minutes of the Board
of Directors meetings.

—

ABCD

4.

Examine supporting documentation for all debt and related
interest expense (for example, note and loan agreements, bond
indentures, correspondence from legal counsel, etc.); obtain cop
ies of debt agreements and highlight restrictive covenants. Note
and investigate any apparent violations. Maintain copies of all
notes and related agreements in the permanent file.

AD

5.

Confirm outstanding balances, terms, conditions, and compliance
with covenants with the credit grantor or independent trustee.

—

—

—

Practice Tip

Confirming responses should be mailed back directly to the auditor. The auditor should always control the
mailing of confirmations. Second requests should be mailed as necessary for nonreplies.
AB

6.

Examine canceled or paid notes and bonds. Consider confirming
large notes paid or canceled during the year (period).

D

7.

Determine if any assets are subject to lien and obtain carrying
amount for disclosure.

D

8.

Examine notes for guarantees. Be alert for related-party guaran
tees. All guarantee relationships should be disclosed.

ABD

9.

Examine notes and debt agreements and review compliance with
restrictive loan covenants. Gather information for financial state
ment disclosures.

D

10. Separate short-term notes and the current portion of long-term
debt for report classification. Categorize by type of lender (re
lated party, banks, loan company, etc.). Determine five year
maturities for all long-term obligations.

AAM §5400.130
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11. Test interest expense and amortization of debt discount or pre
mium by:

C

a.

Performing reasonableness tests. For example, multiplying av
erage balances of debt outstanding by average interest rates.

Or
b.

Recomputing the balances.

C

12. Consider the need to impute interest on noninterest bearing notes.

ABD

13. Confirm and verify line of credit agreements and gather infor
mation for financial statement disclosures.

D

14. In accordance with FASB Statement No. 107, Disclosures about
Fair Value of Financial Instruments, as amended (AC F25), obtain
information about the fair value of notes payable and long-term
debt, and perform the following:

Note: Disclosures about the fair value of financial instruments pre
scribed in FASB Statement No. 107 are optional for nonpublic entities
that meet certain criteria (see FASB Statement No. 126). Determine if
the client is making FASB No. 107 disclosures.

a.

Determine that the fair value amounts are determined in ac
cordance with FASB Statement No. 107, as amended (AC F25).

b.

Determine that the valuation principles are being consis
tently applied.

c.

Determine that the fair value amounts are supported by the
underlying documentation.

d.

Determine that the method of estimation and significant
assumptions used are properly disclosed.

Practice Tip
Normally, the carrying amount of notes payable and long-term debt will approximate their fair values.
However if the interest rate on the debt is significantly different from market rates, the carrying amount of
the debt may not approximate their fair value. See FASB Statement No. 107, as amended (AC F25) and
Auditing Interpretation No. 1 of SAS No. 57, Auditing Accounting Estimates, titled "Performance and
Reporting Guidance Related to Fair Value Disclosures (AU section 9342.01-10)," for further guidance.

D.
AD

Extinguishments of Liabilities

1.

Determine that a liability has been derecognized if and only if it
has been extinguished. A liability has been extinguished if either
of the following conditions is met:

a.

The debtor pays the creditor and is relieved of its obligation for
the liability. Paying the creditor includes delivery of cash, other
financial assets, goods, or services or reacquisition by the debtor
of its outstanding debt securities whether the securities are
canceled or held as so-called treasury bonds.
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b. The debtor is legally released from being the primary obligor
under the liability, either judicially or by the creditor.
D

2.

If debt was considered to be extinguished by in-substance defea
sance under the provisions of FASB Statement No. 76 prior to the
effective date of FASB Statement No. 125, determine that a gen
eral description of the transaction and the amount of debt that is
considered extinguished at the end of the period so long as that
debt remains outstanding has been disclosed.

D

3.

If assets are set aside after the effective date of FASB Statement
No. 125 solely for satisfying scheduled payments of a specific
obligation, determine that a description of the nature of restric
tions placed on those assets has been disclosed.

E.

Additional Procedures (if any)

F.

Section Completion

1.

Based on the initial planning conclusions, on the results of the
audit procedures performed, and upon the assessed level of risk
for notes payable and long-term debt, determine whether addi
tional procedures need to be performed to obtain sufficient evi
dence regarding the financial statement assertions for notes
payable and long-term debt.

2.

The objectives of this audit program have been met.

This audit program section has been completed in accordance with firm policy.

Done by
Reviewed by
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The material included in this section is presented for illustrative purposes
only. The illustrative audit objectives and illustrative audit procedures are
neither all-inclusive nor are they prescribed minimums. The illustrative
audit procedures are numbered merely to organize the materials; those
numbers are not intended to imply completeness or a prescribed sequence.
The nature, extent and timing of the auditing procedures to be applied on
a particular engagement are a matter of professional judgment to be
determined by the auditor based on the specific facts and circumstances.
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XIII. Stockholders' Equity

Financial Statement Assertions:
1.

Existence or occurrence.

2.

Completeness.

3.

Rights and obligations.

4.

Valuation or allocation.

5.

Presentation and disclosure.

Objectives:

A. Proper authorization and classification—To determine that all
transactions and commitments (options, warrants, rights, etc.) are
properly authorized and classified. (Assertions 1,2,3,4, and 5)
B. Proper recognition and cut-off—To determine that all transac
tions and commitments are recorded at correct amounts in the
proper period. (Assertions 1,2, and 5)

C. GAAP conformity—To determine that all transactions and bal
ances are presented in the financial statements in conformity
with generally accepted accounting principles consistently ap
plied and accompanied by adequate disclosures. (Assertion 5)
Note: The letters preceding each of the above audit objectives serve

as identification codes. These codes are presented in the objective
column when the audit step accomplishes the specific objective. If the
letter appears in brackets, i.e., [A], [B], etc., the audit procedure only
secondarily accomplishes the objective.

Procedures:

A.

Preliminary Procedures
1.

Review the results of applicable sections of the following to
determine the nature, timing, and extent of procedures:
a.

Preliminary analytical review

b.

Internal control documentation, control risk assessment, and
control test results
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2.

c.

Assessment of risk of material misstatement

d.

Other planning documents and risk assessments

Date

10-01

W/P
Ref.

Based on the risk assessment made during planning, determine
whether additional procedures, beyond those included in this
program, are necessary. Consult all relevant planning docu
ments when making this decision. If additional procedures are
necessary, add them to this program.

Note: Use the assessed levels of inherent risk and control risk to
determine the nature, timing, and extent of the substantive proce
dures to be performed. Listed below are examples of substantive
procedures that an auditor may decide to perform, based on the
assessment of risk. An auditor should select which procedures below
need to be performed and should add additional procedures to those
listed below, as necessary.

B.

Substantive Analytical Procedures
1.

C.

Compare balances in shareholders' equity accounts with the
expected amounts. Investigate any significant deviations from
the expected amounts.

Capital Stock and Additional Paid-In Capital—Detailed Tests

[C]

1.

For each class of stock, identify the number of authorized shares,
par or stated value, privileges, and restrictions.

[C]

2.

Obtain or prepare an analysis of the activity in the accounts; trace
opening balances to the balance sheet as of the close of the year
(period) previously audited and trace closing balances to the
general ledger.

AB

3.

Examine minutes, bylaws, and articles of incorporation for provi
sions relating to capital stock and support for all changes in the
accounts including authorization per minutes of Board of Directors
and stockholders meetings, and correspondence from legal counsel.

AB

4.

Account for all proceeds from stock issues (including stock is
sued under stock option and stock purchase plans):

a.

Recompute sales price and applicable proceeds.

b.

Determine that proceeds have been properly distributed
between capital stock and additional paid-in capital.

AB[C]

5.

Verify outstanding stock by agreeing open stubs in stock certifi
cate book to the listing or confirm with the transfer agent the total
issued shares and the total shares issued in the company's name.
Determine that surrendered certificates have been canceled and
accounted for.

AB[C]

6.

For stock options and stock option plans, trace authorization to
the minutes of the Board of Directors meetings, review the plan
and the option contracts. Obtain of prepare and test analyses of
stock options which include the following information:
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a.

For option plans, the date of the plan, number and class of
shares reserved for option, method for determining the op
tion price, period during which options may be granted, and
identity of persons to whom options may be granted.

b.

For options granted, identity of persons to whom granted,
date of grant, number of shares under option, option price,
option period, number of shares as to which options are
exercisable, and the market price and value of shares under
option as of the date of grant or measurement (first date on
which are known both (1) the number of shares individual is
entitled to receive, and (2) the option of purchase price, if
any).

c.

ABC

5503
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10-01

7.

_ ___

Date

____

W/P
Ref.

____

For options outstanding, number of shares subject to option
at the beginning of the period, activity during the period
(additional shares subjected to option, number of shares
exercised under options, number of shares associated with
options which expired during the period), and number of
shares subject to option at the end of the year (period).

If the client has a stock-based compensation plan (such as a stock
option plan mentioned in the step above, or a stock purchase plan
or any arrangement by which employees receive shares of stock
or other equity instruments), perform the following steps:

a.

b.

Determine that the appropriate accounting treatment is be
ing applied to all transactions that result from such stock
compensation plans:

(1)

If the client is following the provisions of FASB State
ment No. 123, Accounting for Stock-Based Compensation
(AC C36), determine that the fair-value method of ac
counting is being properly complied with, as described
in the applicable sections of FASB Statement No. 123
(AC C36).

(2)

If the client is following the provisions of APB Opinion
No. 25, Accounting for Stock Issued to Employees (AC C47),
determine that the intrinsic value method of accounting
is being properly complied with, as described in the
applicable sections of APB Opinion No. 25 (AC C47).

Summarize in the working papers all information required
for disclosure as described in the appropriate accounting
guidance.

BC

8.

Identify all stock rights and warrants outstanding as of the
balance-sheet date including the number of shares involved,
period during which exercisable, and exercise price; determine
that the rights and warrants were authorized.

ABC

9.

Identify any stock subscriptions receivable, and:
a.

Determine if they were authorized.
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ABC

b.

Obtain confirmation from subscribers.

c.

Ascertain that subscriptions receivable are classified as a
reduction of stockholders' equity on the balance sheet.

Date

10-01

W/P
Ref.

10. Obtain or prepare an analysis of the treasury stock account and:

ABC

a.

Inspect the paid checks and other documentation in support
of the treasury stock acquisitions.

b.

Inspect or confirm the treasury stock certificates; ascertain
that the certificates are in the company's name or endorsed
to the company.

c.

Reconcile treasury stock to the general ledger.

11. Determine that declared and unpaid dividends are properly
recorded. Compare paid dividends to director's minutes.
D.

Retained Earnings—Detailed Tests

[B]

1.

Analyze activity during the period; trace the opening balance to
the balance sheet as of the end of the year (period) previously
audited; trace net income and other activity to the proper general
ledger accounts and cross reference to other working paper
analyses.

AB

2.

Determine that dividends paid or declared have been authorized
by the Board of Directors and:
a.

Examine paid checks and supporting documents for divi
dends paid (selected checks to shareholders or to a dividend
disbursing agent).

b.

Recompute amounts of dividends paid and/or payable.

BC

3.

Investigate any prior period adjustments and determine if they
were made in accordance with GAAP.

ABC

4.

Examine supporting documents and authorization for all other
transactions in the account, considering conformity with gener
ally accepted accounting principles.

E.

Other

C

1.

Determine and document any restrictions on equity accounts.

C

2.

For disclosure purposes, obtain information concerning the per
tinent rights and privileges of the various securities outstanding.
Information includes dividend and liquidation preferences, par
ticipation rights, call prices and dates, conversion or exercise
prices or rates and pertinent dates, sinking-fund requirements,
unusual voting rights, significant terms of contracts to issue
additional shares, and redemption requirements. Determine that
such information is accurate.
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F.

Additional Procedures (if any)

G.

Section Completion

1.

Based on the initial planning conclusions, on the results of the
audit procedures performed, and upon the assessed level of risk
for shareholders' equity, determine whether additional proce
dures need to be performed to obtain sufficient evidence regard
ing the financial statement assertions for shareholders' equity.

2.

The objectives of this audit program have been met.

Date

W/P
Ref.

This audit program section has been completed in accordance with firm policy.

Done by
Reviewed by
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The material included in this section is presented for illustrative purposes
only. The illustrative audit objectives and illustrative audit procedures are
neither all-inclusive nor are they prescribed minimums. The illustrative
audit procedures are numbered merely to organize the materials; those
numbers are not intended to imply completeness or a prescribed sequence.
The nature, extent and timing of the auditing procedures to be applied on
a particular engagement are a matter of professional judgment to be
determined by the auditor based on the specific facts and circumstances.
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XIV. Revenues and Other Income

Financial Statement Assertions:
1.

Existence or occurrence.

2.

Completeness.

3.

Rights and obligations.

4.

Valuation or allocation.

5.

Presentation and disclosure.

Objectives:

A. Proper recognition—To determine that revenue transactions
represent consideration applicable to goods shipped and/or
completed services rendered to customers (or clients) in the
normal course of business during the year (period). (Assertions
1,3,4, and 5)
B. Revenue realized—To determine that revenue transactions have
resulted in collections or bona fide receivables. (Assertions 1 and
2)

C. Revenue recorded—To determine that all revenues earned dur
ing the year (period) are recorded and included in the financial
statements. (Assertions 1, 2, and 5)
D. Proper classification—To determine that revenues are properly
classified and described in the financial statements and accom
panied by adequate disclosure. (Assertions 4 and 5)
E. Proper classification of other income—To determine that other
income has been properly recognized, classified and described
in the statement of income. (Assertions 2 and 5)
F.

GAAP conformity—To determine that the income statement is
prepared in conformity with generally accepted accounting prin
ciples consistently applied. (Assertion 5)

Note: The letters preceding each of the above audit objectives serve
as identification codes. These codes are presented in the objective
column when the audit step accomplishes the specific objective. If the
letter appears in brackets, i.e., [A], [B], etc., the audit procedure only
secondarily accomplishes the objective.
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Procedures:
A.

Preliminary Procedures
1.

2.

Review the results of applicable sections of the following to
determine the nature, timing, and extent of procedures:

a.

Preliminary analytical review

b.

Internal control documentation, control risk assessment, and
control test results

c.

Assessment of risk of material misstatement

d.

Other planning documents and risk assessments

Based on the risk assessment made during planning, determine
whether additional procedures, beyond those included in this
program, are necessary. Consult all relevant planning docu
ments when making this decision. If additional procedures are
necessary, add them to this program.

Note: Use the assessed levels of inherent risk and control risk to
determine the nature, timing, and extent of the substantive proce
dures to be performed. Listed below are examples of substantive
procedures that an auditor may decide to perform, based on the
assessment of risk. An auditor should select which procedures below
need to be performed and should add additional procedures to those
listed below, as necessary.

B.

Substantive Analytical Procedures
1.

C.

Compare current year sales and other income balances to the
expected amounts. Balances may include gross sales, discounts
granted, returns, credits allowed, and net sales. Consider disag
gregating the data, such as by product line, division, seasons of
the year, etc. Investigate any significant deviations from the
expected amounts.

Detailed Tests

1.

Obtain the sales journal and for a selected period(s):

a.

Trace totals from the sales journal to the general ledger
control accounts for revenues, receivables, and such other
accounts as salesmen's commissions, provisions, and allow
ances for product warranties, etc.

b.

Trace selected individual items from the sales journal to such
other subsidiary records as the salesmen's commissions de
tail, and entries to charge cost.

c.

Reconcile the sales journal to the entries to charge cost of
sales and credit inventory.

d.

Test the arithmetic accuracy of the footings and crossfootings
of the journals.
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Obtain the cash receipts journal and perform the following on a
test basis for a selected period(s):
a.

Trace totals to the general ledger for both the cash account
and applicable account distributions such as accounts receiv
able, cash sales, investment income, and additions to notes
payable (re: proceeds).

b.

Test the arithmetic accuracy of the footings and crossfootings
of the cash receipts journal; reconcile total receipts to total
deposits per the bank statement.

3.

Select (using appropriate sampling techniques)shipping
orders prepared during the year and vouch to related sales
invoices and trace into the sales journal.

[A] [B] [C] 4.
[D] [E] [F]

Scan source journals for the period for unusual transactions. Determine that they are accounted for properly. Follow up on any
unusual or related-party transactions.

ABD

5.

Review the source journal for any large or unusual sales transac
tions, especially near year end. Examine invoice and shipping
document.

AF

6.

Ascertain whether the entity ships goods to be held on consign
ment by others, and if so:

ABCD

50

a.

Identify the control accounts, procedures, and entities to
whom consignment shipments are made.

b.

Examine consignment agreements.

c.

Review subsidiary accounts for entities to whom consignment
shipments are made; examine supporting detail and ascertain
that shipments on consignment are properly recorded.

d.

Review shipping advices and trace consignment shipments
to the applicable subsidiary records and control accounts;
ascertain that consignment shipments are correctly classified
and recorded.

e.

Investigate old or significant consignments to determine
whether there are any unrecorded sales.

A [F]

7.

Identify amounts of sales to affiliates, obtain an understanding
of their business purpose, and note for disclosure and/or tracing
to consolidation eliminating entries. Identify amounts of sales to
other related parties.

ABC

8.

For sales cut off as of the closing date for the year (period) and/or
the date of the physical inventory:
a.

AAM §5400.150
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ACE

9.

b.

Select credit memos issued after year end and examine under
lying documentation (for example, record of receipt of returned
goods) to determine period to which credit memo is applicable
and whether it was recorded in the proper period.

c.

Inquire of the client if there are unprocessed sales or cus
tomer credit memos. Inspect supporting documents to de
termine whether they should have been recorded prior to
year end.

Date

W/P
Ref.

Ascertain that the following income accounts have been traced
to the analysis working papers for examination of the related
balance-sheet accounts:

a.

Interest income (notes receivable, debt securities, capitalized
leases, etc.).

b.

Dividend income and realized gain (investment securities).

c.

Increase in investments accounted for on the equity method
(investments).

d.

Gain on sale of property and equipment (property and
equipment).

e.

Other miscellaneous revenue amounts, as appropriate.

AE

10. Obtain (or prepare) an analysis of rent and royalty income and
examine supporting agreements (should be related to examina
tion of leases and other agreements). Determine reasonableness
of amounts.

ABCD

11. Determine proper income recognition when the right of return
exists.

A B C D F 12. Determine that any product financing arrangements are ac
counted for properly.

ABCD

13. Determine that sales of extended warranty and product mainte
nance contracts are accounted for properly.

A

14. If earnings-per-share information is presented, determine that
the computation and presentation of such amounts are in con
formity with the requirements of FASB Statement No. 128, Earn
ings per Share.

D.

Additional Procedures (if any)
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Section Completion
1.

Based on the initial planning conclusions, on the results of the
audit procedures performed, and upon the assessed level of risk
for revenues and other income, determine whether additional
procedures need to be performed to obtain sufficient evidence
regarding the financial statement assertions for revenues and
other income.

2.

The objectives of this audit program have been met.

This audit program section has been completed in accordance with firm policy.
Done by

Reviewed by
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The material included in this section is presented for illustrative purposes
only. The illustrative audit objectives and illustrative audit procedures are
neither all-inclusive nor are they prescribed minimums. The illustrative
audit procedures are numbered merely to organize the materials; those
numbers are not intended to imply completeness or a prescribed sequence.
The nature, extent and timing of the auditing procedures to be applied on
a particular engagement are a matter of professional judgment to be
determined by the auditor based on the specific facts and circumstances.
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XV. Operating and Other Expenses

Financial Statement Assertions:
1.

Existence or occurrence.

2.

Completeness.

3.

Rights and obligations.

4.

Valuation or allocation.

5.

Presentation and disclosure.

Objectives:
A. Properly recorded—To determine that reported expenses in
clude costs which are properly allocable to the year (period) and
are properly matched with revenues. (Assertions 1,2, and 4)

B.

Proper recognition—To determine that recognition has been
given to all costs and expenses (including losses) which should
be recognized. (Assertions 1,2,3, and 4)

C. Taxes properly recorded—To determine that all tax temporary
differences have been accounted for. (Assertions 2 and 5)
D. Proper classification—To determine that extraordinary items
have been properly classified and disclosed. (Assertions 1 and 5)

E.

GAAP conformity—To determine that the income statement is
prepared in conformity with generally accepted accounting prin
ciples consistently applied. (Assertion 5)

F.

Proper classification—To determine that costs and expenses are
appropriately classified and described in the statement of in
come. (Assertion 5)

Note: The letters preceding each of the above audit objectives serve
as identification codes. These codes are presented in the objective
column when the audit step accomplishes the specific objective. If the
letter appears in brackets, i.e., [A], [B], etc., the audit procedure only
secondarily accomplishes the objective.
Procedures:
A. Preliminary Procedures

1.

Review the results of applicable sections of the following to
determine the nature, timing, and extent of procedures:

a.

Preliminary analytical review
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2.

b.

Internal control documentation, control risk assessment, and
control test results

c.

SAS No. 70 report on service center processed transactions
(payroll)

d.

Assessment of risk of material misstatement

e.

Other planning documents and risk assessments

Date

10-01

W/P
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Based on the risk assessment made during planning, determine
whether additional procedures, beyond those included in this
program, are necessary. Consult all relevant planning docu
ments when making this decision. If additional procedures are
necessary, add them to this program.

Note: Use the assessed levels of inherent risk and control risk to deter
mine the nature, timing, and extent of the substantive procedures to be
performed. Listed below are examples of substantive procedures that an
auditor may decide to perform, based on the assessment of risk. An
auditor should select which procedures below need to be performed and
should add additional procedures to those listed below, as necessary.

A B C B.
DEF

Substantive Analytical Procedures
1.

Compare cost of sales and expense account balances to the
expected amounts. Investigate any significant deviations from
the expected amounts.

2.

While completing the procedures in step 1 above, examine the
propriety of the balances in the following accounts, as deemed
necessary.
a.

Officers' salaries and bonuses. Determine board of directors'
authorization.

b.

Officers' expenses (for tax return).

c.

Contributions (eligible for deduction).

d.

Rents (look for potential capitalizable leases).

e.

Legal and professional services (look for any payments that
may represent undisclosed legal matters).

f.

Taxes (for tax return).

g.

Repairs and maintenance (look for capitalizable items).

h.

Supplies (look for capitalizable items).

i.

Travel, conference, spousal travel, and entertainment ex
penses (look for adequate documentation and abuse).

j.

Property tax expense (for unrecorded property).

k.

Other miscellaneous expenses.

Practice Tip
An analysis of trial balance expense accounts can prove to be a valuable tool for both the audit and any tax
engagements you have with the client. At tax time, it's beneficial to have the details of expenses required to
prepare the client's tax return. It will save you time (and money) to prepare these schedules during the audit.
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C.

3.

Calculate gross profit percentages by product line (or other
method as deemed appropriate). Compare percentages to the
expected percentages and investigate significant deviations from
the expected percentages.

4.

Calculate individual expense categories as a percentage of total
expenses. Compare to expected percentages. Investigate any
significant deviations from expected percentages.

Date

W/P
Ref.

Detailed Tests
1.

Obtain the cash disbursements journal and for a selected period(s):

a.

Trace totals from the cash disbursements journal to the gen
eral ledger control account for accounts payable, cash, and
such other accounts as payroll expense, rent expense, insur
ance expense, interest expense, etc.

b.

Select a sample of individual expenses from the cash dis
bursements journal for detailed testing. Trace selected ex
penses to supporting documentation, such as vendor
invoices, canceled checks, or other subsidiary records. Deter
mine that expenses are recorded in the proper amount and
in the proper period.

c.

Test the arithmetic accuracy of the footings and crossfootings
of the journals.

ABD

2.

Scan source journals for the period for large or unusual transac
tions and determine that they are properly recorded.

ABCF

3.

Determine that the following expense accounts have been traced
to the analysis working papers for examination of the related
asset and liability balances:

4.

a.

Bad debt expense (allowance for doubtful accounts—trade
receivables).

b.

Insurance expense (prepaid insurance and accrued premi
ums for workmen's compensation).

c.

Property taxes (prepaid and/or accrued property taxes).

d.

Depreciation expense (property and equipment and accu
mulated depreciation).

e.

Amortization costs (intangible assets).

f.

Interest expense (notes payable, long-term debt, capitalized
leases).

g.

Provision for income taxes (liability for income taxes cur
rently payable, deferred income taxes).

h.

Loss on sale or disposition of property and equipment (prop
erty and equipment).

i.

Other expenses, as deemed appropriate.

Determine that advertising costs are accounted for in accordance
with SOP 93-7, Reporting on Advertising Costs.
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5.

D.

Consider whether the classification of expenses is in conformity
with generally accepted accounting principles consistently ap
plied.

Compute the following as a percentage of total revenues and com
pare to prior year's percentages or expected percentages. Investi
gate any significant deviations from the expected percentages.
a.

Payroll (direct and indirect labor, officers' salaries)

b.

Benefits

c.

Commissions

ABF

2.

Compute average compensation and fringes divided by number
of full-time equivalents (FTEs) and compare to prior years and
peer group statistics.

ABF

3.

Calculate and investigate total payroll and benefits costs divided
by average assets, compare to prior year's ratio or expected ratio,
and correlate results to other analytical procedures. Investigate
significant or unexpected results.

ABF

4.

Compute payroll tax expense as a percentage of total wages
and salaries and compare to prior year's percentage or ex
pected percentage. Investigate significant deviations from ex
pected percentages.

ABF

5.

Reconcile gross wages on payroll tax returns to general ledger.

ABF

6.

Review payroll tax returns to determine that they are being
properly filed; and tax liabilities are paid timely.

ABF

7.

If analytical procedures are not deemed sufficient, select a sam
ple of payroll transactions for detailed testing as follows:

E.

W/P
Ref.

Payroll

1.

ABF

Date

10-01

a.

Trace selected employee to personnel records, to verify ex
istence of employee, pay rate, legal status, etc.

b.

Recalculate gross and net pay for propriety.

c.

Trace pay amount into proper recording into subledgers and
general ledger.

Additional Procedures (if any)
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Section Completion
1.

Based on the initial planning conclusions, on the results of the
audit procedures performed, and upon the assessed level of risk
for operating and other expenses, determine whether additional
procedures need to be performed to obtain sufficient evidence
regarding the financial statement assertions for operating and
other expenses.

2.

The objectives of this audit program have been met.

This audit program section has been completed in accordance with firm policy.
Done by

Reviewed by
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The material included in this section is presented for illustrative purposes
only. The illustrative audit objectives and illustrative audit procedures are
neither all-inclusive nor are they prescribed minimums. The illustrative
audit procedures are numbered merely to organize the materials; those
numbers are not intended to imply completeness or a prescribed sequence.
The nature, extent and timing of the auditing procedures to be applied on
a particular engagement are a matter of professional judgment to be
determined by the auditor based on the specific facts and circumstances.
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XVI. Contingencies, Commitments, and Litigation

Financial Statement Assertions:
1.

Existence or occurrence.

2.

Completeness.

3.

Rights and obligations.

4.

Valuation or allocation.

5.

Presentation and disclosure.

Objectives:
A. Contingencies exist—Identify the existence of any contingencies
arising from litigation, claims, and assessments; when the under
lying cause occurred; the likelihood of an unfavorable outcome,
and the amount or range of possible loss. (Assertions 1,2,3, and
4)
B.

Proper recording and disclosure—The financial statements in
clude proper accruals and/or disclosure of the contingencies.
(Assertion 5)

Note: The letters preceding each of the above audit objectives serve
as identification codes. These codes are presented in the objective
column when the audit step accomplishes the specific objective. If the
letter appears in brackets, i.e., [A], [B], etc., the audit procedure only
secondarily accomplishes the objective.

Procedures:
A.

Preliminary Procedures

1.

Review the results of applicable sections of the following to
determine the nature, timing, and extent of procedures:

a.

Preliminary analytical review

b.

Assessment of risk of material misstatement

c.

Other planning documents and risk assessments
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—

—

—

Based on the risk assessment made during planning, determine
whether additional procedures, beyond those included in this
program, are necessary. Consult all relevant planning docu
ments when making this decision. If additional procedures are
necessary, add them to this program.

Note: Use the assessed levels of inherent risk and control risk to
determine the nature, timing, and extent of the substantive proce
dures to be performed. Listed below are examples of substantive
procedures that an auditor may decide to perform, based on the
assessment of risk. An auditor should select which procedures below
need to be performed and should add additional procedures to those
listed below, as necessary.
B.

Contingencies

AB

1.

If it appears the client may have engaged in any questionable or
illegal acts or irregularities, obtain an understanding of the na
ture of the act, the circumstances in which it occurred, and
sufficient other information to evaluate the effect on the financial
statements. Procedures are to include inquiry of management at
a level above those involved, if possible.

AB

2.

If management does not provide satisfactory information that
there has been no illegal acts or irregularities, consult with the
client's legal counsel or other specialists about the application of
relevant laws and regulations. Arrangements for such consult
ation with client's legal counsel should be made by the client.

AB

3.

Review minutes of directors' meetings and discuss all pertinent
items with management. Make excerpts and agree to applicable
working papers.

AB

4.

Inquire of management as to the existence, amount, and accrual of
contingencies, with respect to such matters as: (If none, so indicate.)

AB

5.

a.

Litigation in process or threatened.

b.

Receivables or other assets sold or assigned with recourse.

c.

Discounted receivables.

d.

Debt guarantees of others.

e.

Accommodation endorsements.

f.

Potential tax assessments (property, sales, etc.).

g.

Additional federal or state income taxes.

h.

Governmental laws, regulations, or determinations with ad
verse effect (wage-hour, safety, etc.).

i.

Pension plans.

j.

Revenue subject to renegotiation.

k.

Self-insurance.

l.

Product warranties.

Review legal fees for the period for indication of possible contin
gent liabilities.
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AB

6.

Obtain from management a description and evaluation of litiga
tion, claims, and assessments that existed at the balance-sheet
date to the date the information is furnished, including an iden
tification of those matters referred to legal counsel.

AB

7.

Examine documents in the client's possession concerning litiga
tion, claims, and assessments, including correspondence and
invoices from lawyers.

AB

8.

Obtain assurance from management, ordinarily in writing, that
it has disclosed all unasserted claims that the lawyer has advised
them are probable of assertion and must be disclosed in accord
ance with FASB Statement No. 5 (AC C59). With the client's
permission, inform the lawyer that the client has given the firm
this assurance.

AB

9.

Have the client prepare a letter to its lawyer(s) to respond directly
to us, as of the balance-sheet date, his or her summary and
opinion as to the outcome of (a) all claims and lawsuits, threat
ened or pending, (b) tax assessments, proposed or made, (c)
unbilled legal fees if any, (d) any other contingent liabilities of
which the lawyer(s) have knowledge.

List of All Lawyer Letters Requested

W/P
Ref.

Received

10. Evaluate responses from lawyers and document conclusions:

AB

a.

If a response date is earlier than 2 weeks prior to date of
auditors' report, obtain a written or oral update.

b.

If update not obtained, document why. (If lawyer does not
report any matters to us and management represents to us
there are no litigation or unasserted claims, it may not be
necessary to obtain an update.)

c.

Cross-reference all recorded reported liabilities to current
working papers.

d.

Document your conclusion(s) as to the effect(s) on the finan
cial statements and our report of matters included in the
attorney letter(s).

11. Consider the adequacy of financial statement disclosure for con
tingencies.

B

C.

AB

Date Requested

Date

10-01

Commitments

1.

Inquire of appropriate officials as to the existence and amount of
commitments, with respect to such matters as: (If none, so indicate.)
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Unfilled purchase commitments in excess of normal require
ments or at prices materially in excess of prevailing market
prices.

—

—

—

Contractual obligations for purchase or sale of property,
plant, and equipment or other investments.

—

—

—

c.

Unused letters of credit.

—

—

—

d.

Long-term leases.

—

—

—

e.

Assets pledged as collateral for loans or deposits.

—

—

—

f.

Cumulative preferred stock dividends in arrears.

—

—

—

g.

Mergers or acquisitions pending.

—

—

—

h.

Capital stock repurchase agreements.

—

—

—

i.

Futures contracts.

—

—

—

j.

Other.

—

—

—

Obj.

a.

b.

D.

Additional Procedures (if any)

E.

Section Completion
1.

Based on the initial planning conclusions, on the results of the
audit procedures performed, and upon the assessed level of risk
for contingencies, commitments, and litigation, determine
whether additional procedures need to be performed to obtain
sufficient evidence regarding the financial statement assertions
regarding those areas.

2.

The objectives of this audit program have been met.

This audit program section has been completed in accordance with firm policy.

Done by
Reviewed by

AICPA Audit and Accounting Manual

AAM §5400.170

5520

Audit Approach and Programs

50

10-01

The material included in this section is presented for illustrative purposes
only. The illustrative audit objectives and illustrative audit procedures are
neither all-inclusive nor are they prescribed minimums. The illustrative
audit procedures are numbered merely to organize the materials; those
numbers are not intended to imply completeness or a prescribed sequence.
The nature, extent and timing of the auditing procedures to be applied on
a particular engagement are a matter of professional judgment to be
determined by the auditor based on the specific facts and circumstances.

.180
Done
By

Obj.

Date

W/P
Ref.

XVII. Subsequent Events

Financial Statement Assertions:
1.

Existence or occurrence.

2.

Completeness.

3.

Rights and obligations.

4.

Valuation or allocation.

5.

Presentation and disclosure.

Objectives:
A. Existence of subsequent event—Any events or transactions oc
curring after the balance-sheet date, but before issuance of the
financial statements and auditor's report (subsequent events)
which require adjustment or disclosure in the financial state
ments. (Assertions 1,2,3, and 4)
B.

Proper recognition—The financial statements have been ad
justed for changes in estimates resulting from evidence provided
by subsequent events. (Assertions 1, 2, 3, and 4)

C. Proper disclosure—The financial statements include adequate
disclosure of evidence provided by subsequent events which
should not result in adjustment of the financial statements but
should be disclosed. (Assertion 5)
Note: The letters preceding each of the above audit objectives serve
as identification codes. These codes are presented in the objective
column when the audit step accomplishes the specific objective. If the
letter appears in brackets, i.e., [A], [B], etc., the audit procedure only
secondarily accomplishes the objective.

Procedures:

A.

ABC

Substantive Test Procedures
1.

Perform at or near the completion of field work the following
auditing procedures with respect to the period after the balance-
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sheet date for the purpose of identifying subsequent events that
may require adjustment or disclosure in the financial statements:

ABC

2.

a.

Read the latest available interim financial statements; com
pare them with the financial statements being reported
upon; and make any other comparisons considered appro
priate in the circumstances. (Inquire of officers and other
executives having responsibility for financial and accounting
matters as to whether the interim statements have been
prepared on the same basis as that used for the statements
under audit.)

b.

Read the available minutes of the stockholders, directors,
and appropriate committees to the date of the auditor's
report. As to meetings for which minutes are not available,
obtain written information regarding matters dealt with at
such meetings. Indicate minutes read, persons questioned,
and any significant information found.

c.

Scan the general ledger and journals for the period from the
balance-sheet date to the date of the auditor's report and
inquire into and investigate any large, unusual amounts or
transactions. This test may be limited to the areas not covered
in audit procedures applied in other programs, such as in the
search for unrecorded liabilities.

As of the date of the auditor's report, inquire of and discuss with
officers and other executives having responsibility for financial
and accounting matters as to:
a.

The client's operations and management.

b.

Changes in accounting/financial policies.

c.

New borrowings or other financing.

d.

Substantial contingent liabilities or commitments.

e.

Whether there has been any significant change in assets or
liabilities.

f.

The current status of items in the financial statements being
reported on that were accounted for on the basis of tentative,
preliminary, or inconclusive data.

g.

Unusual adjustments made during the subsequent period.

h.

Commitments or plans for major purchases of capital addi
tions or materials, and consideration of possible losses due
to price trends.

i.

Events occurring that have caused a decline in the value of
any assets or have made any significant portion of fixed
assets inoperable or obsolete.

j.

Settlement of any liabilities for less than face value.
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Liabilities in dispute or being contested.

l.

Litigation, claims, and assessments.

50

Done
By

Date

W/P
Ref.

—

—

—

m. Recent profit trends, losses of significant customers, unusual
losses, substantial increases in costs, etc.
n.

Examinations or audits instituted by regulatory agencies.

o.

Employee benefit plans/pension plans.

p.

Potential losses on marketable securities, carrying amounts
of equity investments, loans, or other assets not already
considered.

q.

—

Regulatory commissions, governmental body requirements,
or laws that could adversely affect the client.

____

____

r.

Related-party transactions.

—

—

—

s.

Expiration or cancellation of significant insurance coverage.

t.

Whether any other unusual events or transactions occurred
since the balance-sheet date.

—

—

—

—

—

—

—

—

—

—

—

Assemble pertinent findings resulting from response of client's
legal counsel and other auditing procedures concerning litiga
tion, claims, and assessments.

ABC

4.

Obtain a letter of representation, dated as of the date of the
auditor's report, from appropriate officials, generally the chief
executive officer and chief financial officer in accordance with
SAS No. 85 (AU section 333), as amended.

ABC

5.

Make such additional inquiries or perform such procedures
deemed necessary and appropriate to dispose of questions that
arise in carrying out the foregoing procedures, inquiries, and
discussions.

C

6.

Consider adjustment of year-end financial statements or disclo
sure of any items resulting from the above procedures.

B.

____

—

3.

7.

____
—

A

C

10-01

Consider the possible effects on financial statements and disclo
sures of any matters causing substantial doubt about the entity's
ability to continue as a going concern for a reasonable period of
time.

____

Section Completion
1.

The objectives of this audit program have been met.

This audit program section has been completed in accordance with firm policy.

Done by
Reviewed by
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The material included in this section is presented for illustrative purposes
only. The illustrative audit objectives and illustrative audit procedures are
neither all-inclusive nor are they prescribed minimums. The illustrative
audit procedures are numbered merely to organize the materials; those
numbers are not intended to imply completeness or a prescribed sequence.
The nature, extent and timing of the auditing procedures to be applied on
a particular engagement are a matter of professional judgment to be
determined by the auditor based on the specific facts and circumstances.

.190
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Obj.

Date

W/P
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XVIII. Related Parties

Financial Statement Assertions:
1.

Existence or occurrence.

2.

Completeness.

3.

Rights and obligations.

4.

Valuation or allocation.

5.

Presentation and disclosure.

Objectives:

A. To identify related parties and related-party transactions. (Asser
tions 1 and 2)
B.

To determine the substance of such transactions is reflected in
the accounts. (Assertions 2,3, and 4)

C. To obtain all information necessary for footnote and/or report
disclosure. (Assertions 2 and 5)

Note: The letters preceding each of the above audit objectives serve
as identification codes. These codes are presented in the objective
column when the audit step accomplishes the specific objective. If the
letter appears in brackets, the audit procedure only secondarily
accomplishes the objective.

Procedures:

A.

Preliminary Procedures
1.

2.

Review the results of applicable sections of the following to
determine the nature, timing, and extent of procedures:

a.

Preliminary analytical review

b.

Assessment of risk of material misstatement

c.

Other planning documents and risk assessments

Based on the risk assessment made during planning, determine
whether additional procedures, beyond those included in this
program, are necessary. Consult all relevant planning docu
ments when making this decision. If additional procedures are
necessary, add them to this program.
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Note: Use the assessed levels of inherent risk and control risk to
determine the nature, timing, and extent of the substantive proce
dures to be performed. Listed below are examples of substantive
procedures that an auditor may decide to perform, based on the
assessment of risk. An auditor should select which procedures below
need to be performed and should add additional procedures to those
listed below, as necessary.

B.

Substantive Test Procedures

ABC

1.

Make inquiries of management about related parties, obtain
related-party confirmation, if applicable, and inquire about any
recorded or unrecorded transactions during the year.

A

2.

Obtain names of stockholders and directors for evidence of
related-party transactions.

A

3.

Review last year's working papers for evidence of related-party
transactions.

A

4.

Ask predecessor auditors about related parties.

ABC

5.

Investigate transactions with major customers, suppliers, and
lenders for undisclosed relationships.

ABC

6.

Review minutes of stockholders' and directors' meetings for
evidence of related-party transactions.

ABC

7.

Be alert for potential related-party transactions while examining
confirmations of receivables and payables, large unusual trans
actions and attorneys' letters.

C

8.

Obtain a list of major customers, amounts of sales during the year
and amounts of receivables at year end. Agree to detail client
records. Consider disclosure.

BC

9.

Examine supporting documents of significant related-party
transactions to determine:

C.

a.

Business purpose.

b.

Board of directors' approval.

c.

Reasonableness and consistency of amounts to be disclosed.

d.

Financial capabilities of related parties.

—

Additional Procedures (if any)
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Section Completion

1.

The objectives of this audit program have been met.

This audit program section has been completed in accordance with firm policy.
Done by
Reviewed by
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The material included in this section is presented for illustrative purposes
only. The illustrative audit objectives and illustrative audit procedures are
neither all-inclusive nor are they prescribed minimums. The illustrative
audit procedures are numbered merely to organize the materials; those
numbers are not intended to imply completeness or a prescribed sequence.
The nature, extent and timing of the auditing procedures to be applied on
a particular engagement are a matter of professional judgment to be
determined by the auditor based on the specific facts and circumstances.
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XIX. Risks and Uncertainties
Financial Statement Assertion:

1.

Presentation and disclosure.

Objective:

A. GAAP conformity—To determine that disclosure of certain sig
nificant estimates and certain concentrations is in conformity
with GAAP consistently applied. (Assertion 1)
Note: The letter preceding the above audit objective serves as an
identification code. This code is presented in the objective column
when the audit step accomplishes the specific objective. If the letter
appears in brackets, the audit procedure only secondarily accom
plishes the objective.

Procedures:

A.

Substantive Test Procedures

A

1.

Obtain or prepare a listing of any estimates used in determining
the carrying values of assets and liabilities and gain and loss
contingencies that are sensitive to change. Using information
obtained in other audit areas and through inquiries of manage
ment, determine that the listing is complete and accurate.

A

2.

Consider whether it is at least reasonably possible that a material
change in the estimate will occur in the near term.

A

3.

If such a situation is identified, review support for the calculation
of the effect of the change.

A

4.

Obtain or prepare a listing of the following types of concentra
tions, if any, that existed at the balance-sheet date and that make
the entity vulnerable to risk of near-term severe impact (severe
impact is a higher threshold than materiality, but less than cata
strophic). Using information obtained in other audit areas and
through inquiries of management, determine that the listing is
complete and accurate:
a. Volume of business transacted with a particular customer,
supplier, or lender
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b.

Revenues from particular products or services

c.

Available sources of supply of materials, labor or services,
or of licenses or other rights used in operations

d.

Market or geographic area in which the entity conducts its
operations

A

5.

Determine whether it is at least reasonably possible that an event
will occur in the near term that would cause the severe impact.

A

6.

Determine whether disclosures required by SOP 94-6 are com
pletely and accurately included in the financial statements.

B.

Date

W/P
Ref.

Section Completion
1.

The objectives of this audit program have been met.

This audit program section has been completed in accordance with firm policy.

Done by

Reviewed by
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Suggested Supplemental Reference
Materials for Use With Illustrative
Audit Program for Corporations
.01

Suggested Supplemental Reference Materials

The following publications are useful in helping to determine the nature, timing, and extent of audit
procedures. To order AICPA products, call 1-888-777-7077.
•

Audit and Accounting Guides (AICPA)
Each guide describes relevant matters, conditions, and procedures unique to a particular industry, and
illustrates treatments of financial statements and reports to caution auditors and accountants about unusual
problems.

•

Audit Risk Alerts (AICPA)

Audit Risk Alerts complement the guidance provided in many of the Audit and Accounting Guides by
describing current economic, regulatory, and professional developments that can have a significant impact on
engagements.

•

Professional Standards (AICPA)
The publication features the outstanding pronouncements on professional standards issued by the AICPA,
including standards for audits, compilations, and reviews.

•

Accounting Standards—Original Pronouncements (FASB)

This publication contains the original text of accounting standards pronouncements with superseded sections
and amendments clearly noted.
•

Accounting Standards—Current Text (FASB)

This publication is organized as follows: General Standards—generally applicable to all enterprises; Industry
Standards—applicable to enterprises operating in specific industries. It includes comprehensive summaries of
each subject, plus applicable standards, illustrations and examples.
•

Financial Statement Preparation Manual (AICPA)

This publication provides sample statements and checklists for a variety of business enterprises and govern
mental units.
•

Disclosure Checklist series (AICPA) (individual paperback versions of sections of the Financial

Statement Preparation Manual)

The practice aids are invaluable to anyone who prepares financial statements and reports. The material has been
updated to reflect AICPA, FASB, and GASB pronouncements and interpretations as well as SEC regulations.
•

Considering Fraud in a Financial Statement Audit (AICPA)
This practice guide provides nonauthoritative guidance in implementing Statement on Auditing Standards
(SAS) No. 82, Consideration of Fraud in a Financial Statement Audit. The purpose of this book is to help
you make informed professional judgments when you consider fraud in a financial statement audit.
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Auditing Estimates and Other Soft Accounting Information (AICPA)
This practice guide provides nonauthoritative guidance for handling the audit problems related to the audit of
soft accounting information, including how SAS No. 57, Auditing Accounting Estimates, may be applied
by practicing auditors.

•

Accounting Trends & Techniques (AICPA)
This publication contains reporting methods, based on a cumulative survey; significant accounting presenta
tions, discussions and trends. By following the lead of these industry front-runners, you can apply the latest
techniques and improve your own reporting performance.

•

Technical Practice Aids (AICPA)
This publication contains all outstanding AICPA Statements of Position and Practice Bulletins and offers
carefully thought-out responses to selected inquiries received by the AICPA Technical Hotline and AICPA
Technical and Industry Committees.

•

Auditing Practice Releases (AICPA)
These publications are intended to provide practitioners with non-authoritative practical assistance concerning
auditing procedures. Topics include: Confirmation of accounts receivable and audits of inventories.

•

Make Audits Pay: Leveraging the Audit into Consulting Services
Turn your auditing practice into an auditing/consulting practice. This hands-on publication covers all the bases
and answers your questions, by providing step-by-step practical methods to assist you in the transition.

•

Audits of Futures Commission Merchants, Introducing Brokers, and Commodity Pools (AICPA)
By focusing on unique reporting and auditing matters of commodity entities, this publication gives you
nonauthoritative practical guidance on reporting on and auditing these financial statements.

•

Audit Implications of Electronic Document Management and The Information Technology Age:
Evidential Matter (AICPA)

These two Auditing Procedures Studies contain helpful and valuable guidance about the implications of
electronic evidence on an audit.
•

Standard Confirmation Forms (AICPA)
This form may be used to request a full report on credit balance, liabilities and contingent liabilities. It may also
be used for a confirmation of bank balance only.

•

EITF Abstracts—A Summary of Proceedings of the FASB Emerging Issues Task Force

•

Accountants' Handbook by Carmichael, Lilien & Mellman (Wiley)

•

Montgomery's Auditing by O'Reilly, Hirsch, Defliese, and Jaenicke (Wiley)

•

Handbook of Modem Accounting by Davidson & Weil (McGraw-Hill)

•

Kohler's Dictionary for Accountants by Coopers & Ijiri (Prentice-Hall)
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AAM Section 6100
Working Papers—General
.01 Working papers serve both as tools to aid the auditor in performing his work, and as written evidence
of the work done to support the auditor's report. SAS No. 41, Working Papers (AU section 339), provides
authoritative guidance on the functions and nature, general content, and ownership and custody of working
papers.

General Discussion
.02 These sections present points of view on the organization and preparation of working papers.
.03 Proper planning is important in the design of specific working papers if they are to serve the objective
of aiding the auditor in the conduct of his work. For example, a well-planned working paper may be designed
to provide information that will be needed later in the preparation of tax returns and other required reports,
such as those to regulatory bodies, and may therefore eliminate the need for examining the same documents
twice to obtain necessary information. The format and content of the working papers may vary with the
individual preferences of auditors and firms. These preferences may be informal common practices or
expressed as part of a firm's formal written policies and procedures. A firm should consider the nature of its
practice and the services commonly provided to its clients, as well as professional standards in developing
its procedures and policies on working papers. Those procedures and policies should permit the flexibility
necessary to meet the needs of individual engagements.
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AAM Section 6200
Basic Elements of Format
.01 Working paper formats generally include at least the following for identification purposes:
•

A title or heading comprised of (a) the name of the client, (b) a caption that briefly describes the paper's
contents, (c) the nature of the engagement, and (d) the applicable period or closing date covered by
the engagement.

•

The initials or names of the auditors who performed and reviewed the work presented in the paper
and the date the paper was completed.

. 02 In instances when one working paper requires more than one page, some auditors present the
heading on only the lead page, fasten or staple all the applicable pages together as a unit and number each
page, for example, 1 of 5,2 of 5, and so forth. Many auditors index each working paper in some organized
pre-established manner. This provides for ease in cross-referencing to other relevant papers, for more
organized indexing and filing, and for a form of control over the working papers. (See AAM section 6400.)

. 03 Some auditors purchase standard analysis paper that includes preprinted blocks for the initials or
signature of the preparer and reviewer, and the dates on which the paper was prepared and reviewed. Others
design their own signature and reference blocks and have them imprinted on all of their analysis paper and
lined pads. These signature blocks may include captions such as the following:
—

prepared by client and tested by

—

prepared by

—

date prepared

—

date tested

—

reviewed by

—

date reviewed

—

source

—

work paper reference

—

footed by

—

extensions checked by

.04 Some auditors prefer to identify client preparation of schedules and analysis by notations or codes,
such as "PBC," for prepared by client, rather than use a detailed signature and reference block.

[The next page is 6301.]
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6301

AAM Section 6300
Content of Working Papers
.01 The content of working papers varies with the circumstances and needs of the auditors on individual
engagements. Some firms, however, include various general and specific instructions on working paper
content in their policies concerning working papers.

General Considerations
.02 The following are some general considerations on working paper content that may be helpful.
•

Working papers should be sufficiently intelligible, clear and neat so that another auditor who has
had no previous association with the engagement can review the papers and determine the nature
and extent of the work done and how the conclusions were reached that support the resulting
auditor's report.

•

The content of an individual working paper or group of related papers should include identification
of the (1) source of the information presented (e.g., fixed assets ledger, cash disbursements journal),
(2) the nature and extent of the work done and conclusions reached (by symbols and legend, narrative,
or a combination of both), and (3) appropriate cross-references to other working papers.

•

Before completion of the engagement, all questions or exceptions in the working papers should be
resolved. If for some reason the auditor must leave the assignment without resolving all items, he
should provide an open items listing on a separate temporary paper for the in-charge auditor's
attention. An unresolved exception or incomplete explanation in the working papers may be
construed by some as indication of an inadequate audit.

•

Information and comments in the working papers generally represent statements of fact and
professional conclusions. Accordingly, language should be clear and free from such vague judg
mental adjectives as "good" or "bad." Conclusions should be supported by documented facts,
especially if they concern the adequacy of the client's records.

•

Working papers should be viewed as an integrated presentation of information. The auditor should
cross-reference working papers to call attention to interaccount relationships and to reference a paper
to other working papers summarizing or detailing related information.

•

The preparer should view the working papers as if he were the in-charge auditor. All inferences and
conclusions should be supported in the working papers and no misleading or irrelevant statements
should be made.

•

It is preferable to have negative figures in working papers indicated by parentheses instead of red
figures to preserve their identity if the papers are photocopied or microfilmed.

Timesaving Considerations
. 03 There are a number of ways to save time and avoid unnecessary detail in working paper preparation.
The following examples may be helpful.
•

Whenever possible, have the client's employees prepare schedules and analyses. (This, of course,
presupposes that the client has the necessary personnel to prepare the materials.)
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• Use of a detailed audit program may eliminate the need for lengthy comments in the working papers
on the scope of audit procedures. (However, some believe that such comments are still necessary
when a detailed program is used; this is a matter of individual firm judgment.)
• Analyze asset (or liability) accounts and their related expense or income accounts on the same
working paper. Examples include property, plant, and equipment, accumulated depreciation and
related depreciation expense; notes receivable, accrued interest receivable and interest income; notes
payable, accrued or prepaid interest, and interest expense; and accrued taxes and related provisions
for tax expense.

• Avoid unnecessary computations. For example, if only the totals are meaningful and can be tested
by a single independent computation, check the total and avoid unnecessary checking of details.
• Consider using carryforward analyses for accounts that tend to remain constant each year or vary
only in accordance with a constant predetermined formula. Examples may include long-term assets
and related depreciation or amortization such as plant, equipment, and intangibles, long-term debt
with predetermined payment schedules, and capital stock.
• Consider using adding machine tapes instead of writing separate lists. Enter names or explanations
on the tapes, when appropriate.
• Do not manually copy a document when photographic reproduction is feasible.

• If in doubt, use a larger sheet of paper—an unused portion is less of a problem than running out of
space.

• Use symbols (tick marks) whenever possible, especially when the same symbol applies to several
working papers.

Symbols (Tick Marks)
.

04 When using symbols, it should be helpful to consider the following basic concepts:
• Symbols are merely a shorthand means of explaining a work step performed on a particular item of
data. Symbols serve as means of conserving time and space and, if properly used, may ease review
of the working papers.
• For a working paper to be clear to a reviewer or other reader, each symbol must be clearly explained.
The explanation may be located on the same page as the items subjected to the work step, or on a
separate legend that is clearly cross-referenced to and from the page that presents the applicable
items.
• Symbols should be kept simple, distinctive and clear so they can be quickly written by the preparer
and easily identified by a reviewer.

. 05 Applying these basic concepts is not that simple. Various auditors have conflicting notions about
symbols. For example, on the matter of color, some believe all tick marks should be in color to make it easy
to spot them in the working papers. Others believe it is a waste of time to keep "switching pencils" and
observe that the color distinction is lost in photocopying. On another matter, some believe a set of
standardized symbols can expedite preparation and review. Others believe that a set of standardized symbols
is impractical because it lacks flexibility. Because it is generally agreed that symbols are an effective timesaver,
it is desirable for firms to establish and communicate a policy on their use to maximize their potential
effectiveness.
. 06 Commonly used symbols, as noted, should be simple and distinctive, not elaborate hieroglyphics.
The most common are variations on a simple checkmark—for example, a checkmark with a slash, a check
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mark with a circle at the end, a double checkmark, and any one of these within a circle. This abbreviated
listing alone provides eight distinctive tick marks. Symbols may also include circled letters or numbers.

[The next page is 6401.]
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AAM Section 6400
Organization and Filing (Indexing)
.01 Some auditors organize their working papers during the course of an engagement into general
categories such as the following:
•

Planning and administration.

•

Internal control understanding and assessment of control risk.

•

Substantive test working papers arranged in order of the balance sheet and income statement
classifications.

•

Trial balances, consolidating working papers, journal entries (adjustments, reclassifications, elimina
tions for consolidation), and potential entries.

•

Draft reports, financial statements, and notes.

•

Programs, checklists, and questionnaires (some keep these as separate units, others interfile them
among working papers by statement classifications).

•

General matters such as current minutes, contracts, and articles of incorporation that may apply to
future engagements as well as current work.

Under this approach, actual indexing and filing would be deferred until the conclusion of the engagement.

Predetermined Indexing
.02 Other practitioners and firms may use a predetermined indexing approach so that working papers
can be indexed while the field work is still in progress. This offers the following advantages:
•

Better control over working papers during the performance of field work.

•

Constant arrangement of working papers in logical order to aid in review.

•

Less time required in assembling and binding them into indexed files.

•

Quicker access to specific working papers after they are filed.

.03 Predetermined indexing involves establishing a standard code for each section of the working papers,
using letters and numbers, or numbers only. For example—

Two Possible
Alternatives

Working trial balance—assets................................................ .........................
Working trial balance—liabilities....................................................................
Working trial balance—income & expense . ...............................
Cash summary schedule....................................................................................
Receivables summary schedule.......................................................................
Inventory summary schedule..........................................................................

B/S-A
B/S-L
P/L
A
B
C

T/B-l
T/B-2
T/B-3
10
20
30

.04 Predetermined indexing requires recognition of the need for flexibility to meet unanticipated work
ing paper needs or specialized industry requirements and it requires care to avoid undue complexity.
Excessively complex references may obstruct rather than ease working paper preparation, cross-referencing
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and filing. Accordingly, it is helpful to develop an organizational plan adaptable to each section of the
working papers. For example, some accountants classify working papers as lead schedules, primary detail,
and secondary detail which might result in the following classification scheme for the above examples for
cash:

Using Letters and
Numbers
Lead schedule.................................................................................
Primary detail schedules.............................................................
Secondary detail schedules..........................................................

Using Only
Numbers

(A)
(A-1) (A-2) etc.
(A-1-1) (A-1-2) (A-1-3)
(A-2-1) (A-2-2) (A-2-3)

(10)
(10-1) (10-2) etc.
(10-1-1) (10-1-2)
(10-2-1) (10-2-2)

.05 Predetermined (standardized) indexing systems may be printed on separate pages for reference
during the performance of field work and insertion in the front of working paper binders or files when the
work is completed. Some firms have their uniform indexing systems printed directly on their file or binder
covers.

.06 A well-organized indexing system need not be too complex. On a fairly small engagement, the
indexing system may be a lead schedule divider tab between each major group of accounts with the name
of the account on it (e.g., cash or accounts receivable) with the related workpapers filed behind the lead
schedule without being individually indexed. At the completion of the engagement, the pages can be
consecutively numbered within each account group (e.g., 1 of 10,2 of 10, etc.), since there typically are not
numerous or complex layers of supporting schedules, extensive cross-referencing can be avoided.
.07 On large engagements, particularly those with detailed charts of accounts, firms may consider it
necessary to develop more complex indexing systems. In one such system, standard index number series are
assigned as follows:
Current workpaper file..........................................................................................
Permanent file...........................................................................................................

1000—7000
7100—9999

.08 In this system, each index number consists of four digits, with the addition decimals if necessary.
Numbers ending with double zero are reserved for lead schedules whose total agrees with a line item on the
working trial balance (index 1400). Single zeros are used for specific types of accounts (such as 2010, petty
cash funds).
.09 Certain index numbers can be permanently assigned to each major financial statement classification.
For instance, index 2000 may be assigned to cash. If various bank accounts exist, the cash schedules are
assigned index numbers 2002, 2003, etc. Documentation such as supporting confirmations and lists of
outstanding checks would be assigned index numbers commencing with 2001.1, 2001.2, etc. As for the
permanent workpaper file, index 9300, for example, may be assigned to internal control. Accordingly,
flowcharts and related questionnaires would be assigned index numbers in that series.

Current and Permanent Files
.10 Working paper files are generally classified as current files and permanent (continuing) files. Current
files contain information that is pertinent to a single engagement. Permanent files include information
relevant to several recurring engagements. Some firms have their binder or file covers preprinted as current
or permanent accompanied by pertinent portions of their uniform working paper indexes.

.11 A common challenge to many auditors is to keep the permanent file complete and current, and free
from outdated or irrelevant materials that belong in an inactive file of superseded materials.

.12 Some auditors who have confronted one too many unwieldy permanent files believe all working
papers should be classified as current, with certain materials designated as matters of continuing interest to
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be carried forward each year until they become outdated. Under this approach, a firm may preprint its
complete index on one type of file or binder cover and provide space to indicate whether specific contents
are continuing or carryforward in nature.

.13 The permanent files should be reviewed and updated, as needed, annually. Examples of documents
that may be found in permanent files are listed in AAM section 6400.15(p).

Practice Tip
The work-paper files should contain copies of final executed documents. Any drafts or unsigned versions of
documents should be replaced with final versions.

Work-Paper Retention
.14 Determining the proper periods for retaining records is a major decision for practitioners. Records
should be preserved for only as long as they serve a useful purpose or until all legal requirements are met.
Record retention periods vary among firms; however, retention periods should generally correspond with
the longest statute of limitations prevailing in each state for breach of contract, breach of fiduciary duty, and
professional liability claims.
.15 Work-papers may be retained permanently or for periods corresponding with the longest state
statute of limitations, as noted above. Generally, certain audited financial statement work-paper data, such
as accounts receivable confirmations are destroyed after ten years. Examples of workpapers that should be
retained permanently include auditor's reports, reports filed with the SEC, tax returns for current clients,
and audit work-papers for current clients. Some firms divide the retention period into two parts, records are
first filed in the office and later placed in storage (e.g., three years in the office and then permanently in
storage). Other records, such as work-paper files for former clients, may be retained for three years in the
office, seven years in storage and then destroyed after the retention period. No material should be destroyed
without the specific approval of the engagement partner. An annual schedule should be established for
reviewing and purging firm data. Since there is substantial variation in the retention periods used by firms,
each firm should carefully consider its requirements and consult with legal counsel before adopting a
retention period.
.16 For further guidance on record retention, see the AICPA Management of an Accounting Practice
Handbook.

Index Topics
.17 The following is a list of topics to consider in developing a standard index for working papers. This
list is detailed, but is by no means all-inclusive. For example, specialized industries such as life insurance
and banking need other specialized topics. Several of the topics may be eliminated, condensed or expanded,
depending on the auditor's needs and preferences. Topics that some auditors prefer to include in both the
permanent and current files or only in the permanent files are followed by the letter (P).
Planning and administration
•

Time & budget data

•

General correspondence & memos

•

Planning memos—current

•

Planning notes & confirm copies for use in next engagement

•

Engagement letters

AICPA Audit and Accounting Manual

AAM §6400.17

6404

Working Papers

•

Schedules & analyses to be prepared by client

•

Minutes

•

Checklist of an administrative nature if required by firm policy

32

8-96

Audit or work program (Note 1)

Matters of continuing concern
•

Client's industry—background (P)

•

Description & brief history of client (P)

•

Data & ratio analysis of client's operations (P)

•

Client's facilities (P)

•

Articles of incorporation (P)

•

Bylaws (P)

•

Current contracts & agreements (P)

—

Debt agreements (P)

—

Leases (P)

—

Labor contracts (P)

—

Agreements with officers & key people (P)

—

Pension plans (P)

—

Profit-sharing plans (P)

—

Stock warrants (P)

—

Stock options (P)

—

Other agreements (P)

•

Client's accounting policies & procedures (P)

•

Carryforward analyses (Note 2)

Internal control
•

Internal control questionnaire, narratives, flowcharts, etc. (Note 3)

•

Initial assessment of control risk memos

•

Tests of controls

Reports, financial statements and footnotes, trial balances, and assembly sheets
•

Reports & financial statements (including letter, if any, on reportable conditions in internal control)

•

Consolidating working papers

•

Consolidation eliminating entries

•

Trial balance
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•

Adjusting journal entries

•

Reclassification journal entries

•

Recap of possible adjusting entries

•

Assembly sheets supporting footnote disclosures (if the information is not included elsewhere in the
working papers)

•

Disclosure checklists (if required by firm policy)

•

Supporting schedules (if required for reports to regulatory bodies or other reports)

•

Tax return information & work sheets (Note 4)

Assets
•

Cash

•

Marketable securities (and related income)

•

Notes receivable (and related interest)

•

Accounts receivable
—

Summary and analyses

—

Confirmation procedures (Notes 2 and 5)

•

Allowance for doubtful accounts & notes (Note 2)

•

Inventories

—

Summary and analyses

—

Price tests, cost & market

—

Obsolescence review

—

Observation, test counts & cutoff data

—

LIFO determinations

•

Prepaid expenses

•

Other current assets

•

Investments

•

Property, plant & equipment, and accumulated depreciation, depletion & amortization (Note 2)

•

Intangible assets, deferred charges & amortization (Note 2)

•

Other assets

•

Intercompany accounts

Liabilities
•

Notes payable (and related interest)

•

Accounts payable

•

Accrued liabilities other than income taxes
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Accrued income taxes (current & deferred), related provisions & credits (Note 2)
— Federal
— State & local

•

Other current liabilities

•

Long-term debt (including current maturities and capitalized leases) (Note 2)

•

Other long-term liabilities

•

Deferred income (Note 2)

Commitments and contingencies
•

Attorneys' letters

•

Abstracts of commitments & contingencies noted during review of minutes, contracts & agreements,
confirmation responses, etc.

•

Subsequent events review

•

Management representation letter

Equity (capital accounts) (Note 2)
•

Capital stock

•

Additional paid-in capital

•

Treasury stock

•

Retained earnings

•

Partnership capital

Revenue and expenses
•

Operating revenues

•

Cost of sales

•

Selling, general & administrative

•

Other operating expenses

•

Other income

•

Other expense

•

Extraordinary & unusual items

•

Secondary schedules
—

Maintenance & repairs

—

Taxes other than income taxes

—

Rents

—

Royalties

—

Advertising costs

—

Legal fees

—

Interest expense recap
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Notes to User:
1. Alternate practices of filing audit programs include:

(a) Putting the program in a binder that is separate and distinct from the current and permanent
files.
(b) Putting the signed off program in the current file.

(c) Keeping a master copy of the program in the permanent file with the signed off copies dispersed
among the related working paper segments in the current file.

2. Certain classifications may lend themselves to carry-forward working papers. Examples include
allowances for doubtful accounts, brief summaries of confirmation response statistics, accumulated
depreciation and amortization, deferred income taxes and open tax positions, long-term debt, and
capital accounts.
3. Internal control questionnaires may be filed as separate binders or as part of current of permanent
files.
4. Some firms and practitioners keep tax return preparation working papers in files that are completely
separate from other types of engagement working papers.
5. For situations involving voluminous confirmation responses or bulk inventory listings, the bulk
materials may be filed in separate binders that are cross referenced to the pertinent working papers
(for example: accounts receivable, accounts payable, and inventory).

[The next page is 7001.]
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AAM Section 7000
Correspondence, Confirmations
& Representations
These samples are presented for illustrative purposes only. They are intended as
mere conveniences for users of this Manual who may want points of departure
when designing their own formats to meet their individual needs. These
illustrations are neither all inclusive nor are they prescribed minimums. Auditors
and accountants are to rely on professional standards and their individual
professional judgment in determining what may be needed in the circumstances.
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AAM Section 7100
Control of Confirmations
and Correspondence
.01 Generally, clients prepare correspondence and confirmation requests on their own letterhead and
submit to the auditor the signed originals and copies. The auditor may obtain one or more copies to serve
as file copies for the current working papers, second requests and manuscript copies for the next engagement.

.02 There are two types of confirmation requests: the positive form and the negative form. Some positive
forms request the respondent to indicate whether he or she agrees with the information stated on the request.
Other positive forms, referred to as blank forms, do not state the amount (or other information) on the
confirmation request, but request the recipient to fill in the balance or furnish other information.
.03 The negative form requests the recipient to respond only of he or she disagrees with the information
stated on the request. Negative confirmation requests may be used to reduce audit risk to an acceptable level
when (a) the combined assessed level of inherent and control risk is low, (b) a large number of small balances
is involved, and (c) the auditor has no reason to believe that the recipients of the requests are unlikely to give
them consideration.
.04 The confirmation requests should be reviewed to the extent the auditor considers necessary. For example,
the auditor may perform the following for accounts receivable confirmation requests before they are mailed:
•

Compare the names and addresses to the client's records.

•

Compare balances per confirmation requests to the subsidiary ledger.

.05 The requests would then be stuffed in envelopes and submitted to the post office under the auditor's
control.
.06 The auditor controls the mailings and receipt of responses so that the confirmation process is
independent of the client.

.07 Mailing envelopes have the auditor's office or post office box number as the return address so that
undeliverable letters are returned to the auditor and not to the client. For mailings, the auditor may provide
the envelopes or affix a label on the client's envelope that covers the client's return address and replaces it
with the auditor's address.
.08 Reply envelopes addressed to the auditor are enclosed with the request letter. Reply envelopes
generally have prepaid postage to encourage responses. Some auditors also use codes on the reply envelopes
so that responses may be sorted by engagement before the mail is opened. This feature may be particularly
useful when there are several engagements that involve voluminous mailings.
.09 If the client objects to use of the auditor's name and address, some auditors suggest that a post office box
in the client's name be used, with the returns to be opened under the auditor's control for the confirmation process,
and that the post office be instructed that after the box is closed subsequent mail be forwarded to the auditor.

[The next page is 7201.]
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Requests for Confirmations and Related Materials

AAM Section 7200
Requests for Confirmations and
Related Materials
Wording of Confirmation Request Forms
.01 Forms and correspondence used for confirmation requests should state clearly that the client is
requesting that a reply be sent to the CPA. Forms and correspondence used for information requests for
engagements other than audits should not refer to "an audit." They should also use the term "accountant(s)"
rather than "auditors." Suggested wording follows:

Please send the following information to our certified public accountants (name and address
of accountants) who are performing accounting services for the company.

.02 The samples of correspondence in this section include language that refers to auditors and an audit
of the client's financial statements on the assumption that an audit is being performed. This language needs
to be modified if services other than an audit are being performed.
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Request for Bank Cutoff Statement
[Prepared on Client's Letterhead]

[Date]
Financial Institution Official
First United Bank
Anytown, USA 00000

In connection with an audit of the financial statements of (name of client) as of (balance-sheet date) and for the
(period) then ended, we request that you send the following information directly to our auditors (name and
address of auditors) as of close of business (balance-sheet date):
1. The information requested on the enclosed standard form(s) to confirm account balance information
with your financial institution.

2. For the account numbers listed below, statement(s) of our account(s) and the related paid checks for
the period from (balance-sheet date) to (two weeks subsequent to the balance-sheet date) inclusive.

Account Number

Account Name

Sincerely,
[Name of Customer]

By:------------------------------------------------

Notes: (A) This letter should be addressed to a financial institution official who is responsible for the
financial institution's relationship with the client or is knowledgeable about the transactions or
arrangements. Some financial institutions centralize this function by assigning responsibility for
responding to confirmation requests to a separate function. Independent auditors should ascer
tain the appropriate recipient.
(B) The request should be sent at least ten days prior to the audit date so the bank will be able to
provide the information requested and to render the cutoff statements as requested. If the request
does not reach the bank before the cutoff date, the cutoff statement will include transactions after
that date.
(C) The letter may also include requests for:

•

Confirmation of all securities or other items held for the clients account as of the closing date
for collection or safekeeping, or as agent or trustee (a listing should be provided including
titles and account numbers).

•

Confirmation of the list of authorized signers for the above accounts. (This may have been
previously requested at a preliminary date in connection with assessment of control risk.)
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.04
STANDARD FORM TO CONFIRM ACCOUNT
BALANCE INFORMATION WITH FINANCIAL INSTITUTIONS
CUSTOMER NAME

Financial

[

]

We have provided to our accountants the following information as of the close
of business on_____________ , 20_____, regarding our deposit and loan
balances. Please confirm the accuracy of the information, noting any exceptions
to the information provided. If the balances have been left blank, please complete
this form by furnishing the balance in the appropriate space below.* Although we

[

]

do not request nor expect you to conduct a comprehensive, detailed search of
your records, if during the process of completing this confirmation additional
information about other deposit and loan accounts we may have with you comes
to your attention, please include such information below. Please use the enclosed
envelope to return the form directly to our accountants.

Institution's

Name and

Address

1.

At the close of business on the date listed above, our records indicated the following deposit balance(s):
ACCOUNT NAME

2.

ACCOUNT NO.

BALANCE*

INTEREST RATE

We were directly liable to the financial institution for loans at the close of business on the date listed above as follows:
ACCOUNT NO./
DESCRIPTION

BALANCE*

DATE DUE

INTEREST RATE

DATE THROUGH WHICH
INTEREST IS PAID

DESCRIPTION OF COLLATERAL

(Date)

(Customer's Authorized Signature)

The information presented above by the customer is in agreement with our records. Although we have not conducted a comprehen
sive, detailed search of our records, no other deposit or loan accounts have come to our attention except as noted below.

(Financial Institution Authorized Signature)

(Date)

(Title)

EXCEPTIONS AND/OR COMMENTS

Please return this form directly to our accountants:

]

[
* Ordinarily, balances are intentionally left blank if they are not
available at the time the form is prepared.

[

Approved 1990 by American Bankers Association, American Institute of Certified Public Accountants, and
Bank Administration Institute. Additional forms available from: AICPA—Order Department, P.O. Box 1003, NY, NY 10108-1003
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Request for Confirmation of Petty Cash Fund and Advances to Employees

[Prepared on Client's Letterhead]

[Date]
[Name]
[Address]

Our auditors, (name and address of auditors) are conducting an audit of our financial statements. Accordingly,
please confirm directly to our auditors the balance of the petty cash fund (or amount of advances) in your
possession as of December 31,20XX which was shown by our records as $.
Please indicate in the space provided below whether the amount above agrees with your records. If not,
please send the auditors any information you have that will help them reconcile the difference.

After signing and dating your reply, please return it directly to the auditors. A stamped, addressed enveloped
is enclosed for your convenience.
Very truly yours,

[Client's Authorized Signature]

The foregoing information is in agreement with my records as of December 31, 20XX with the following
exceptions (if any):

Date: Signed:
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Securities and Cash in Custodian or Trust Accounts
[Prepared on Client's Letterhead]

[Date]
[Name of Custodian or Trustee]
[Address]
Our auditors, (name and address of auditors) are conducting an audit of our financial statements. Accordingly,
please confirm directly to our auditors the enclosed list of securities owned at (date) and the amount of
principal and income of cash held by you at that date for each of the following accounts [Notes (B) & (C)]:

(If a list is not obtained from the client, the auditor should complete the following for each account:

Name of Account
1._______________________

2.

Account No. [Note (A)]

Amount Held

_________________________

_________________________

:

3.

)

Please also indicate to the auditors whether to your knowledge any of the securities are pledged or otherwise
encumbered.
Please mail your reply directly to the auditors. A stamped, addressed envelope is enclosed for your
convenience.
Very truly yours,

[Client's Authorized Signature]

Notes: (A) Use the custodian or trustee's account number.

(B)

This letter may be expanded, if necessary, to request cutoff statements of activity (principal and
interest) in the accounts.

(C)

Sometimes this request is combined with a request for cutoff bank statements and the standard
form to confirm account balance information with financial institutions. However, it may be more
practical to send separate letters because a bank's commercial banking and trust departments are
usually separate operations.

AICPA Audit and Accounting Manual
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.07 Securities Held by Brokers
[Prepared on Client's Letterhead]

[Date]
[Broker's Name]
[Address]
In connection with the audit of our financial statements, please send directly to our auditors (name and address
of auditors), a statement of our account(s) with you as of (date), indicating the following information:
1.

Securities held by you for our account.

2.

Securities out for transfer to our name.

3.

Any amounts payable to or due from us.

Please mail your reply directly to the auditors. A stamped, addressed envelope is enclosed for your
convenience.
Very truly yours,
[Client's Authorized Signature]

Notes: (A) The request should be sent so it reaches the broker sufficiently in advance of the listing date for
the broker to respond in a practical manner.
(B)

It may be helpful to include the account number(s) used by the broker for the client's account(s).
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Sample Receipts for Return of Cash or Securities Counted by Auditor's Representative, and Cutoff
Bank Statements Received Directly by the Auditors

Cash Count

The above detailed items were counted in my presence and returned to me intact by (individual's name),
representative of (auditor's firm name).

(Date and Time)

Custodian:
(Custodian's Signature)

Securities Count

Received intact from (individual's name), representative of (auditor's firm name), the securities listed above
contained in Box
of the (name of bank or custodian) which were counted by him or her in my presence
(or presented to him or her for count).

Date and Time:

Signed:

Title:________
Cutoff Bank Statement(s)

Received intact from (individual's name), representative of (auditor's firm name), the cutoff bank statements
and related paid checks for the period from
to(periods indicated) for the accounts
listed below:
Date and Time:

Signed:

Title:________

Notes: (A) Receipt(s) should be written and signed in ink.
(B)

For counts of petty cash funds, the receipt may be written directly on the bottom of the petty
cash-count working paper. For security counts and returns of cutoff bank statements, the receipt
may be prepared as a separate working paper.

AICPA Audit and Accounting Manual
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.09 Accounts Receivable—Positive
[Prepared on Client's Letterhead]

[Customer Name]
[Address]
In connection with the audit of our financial statements, please confirm directly to our auditors (name and
address ofauditors) the amount of your indebtedness to us which according to our records as of (date) amounted
to $.
If the amount shown is in agreement with your records. Please check "A" below.
If the amount is not in agreement with your records, please check and complete "B" below.

After checking the appropriate response, please sign and date your reply and mail it directly to our auditors
in the enclosed envelope. DO NOT SEND ANY PAYMENTS to our auditors.
Very truly yours,

[Client's Authorized Signature]

A

The balance above agrees with my records.

B

My records show a balance of $.
The difference may be due to the following:

[Signed by]

[Date]
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.10 Accounts Receivable—Negative
[May be a sticker or stamp used on client's statements to customers]

PLEASE CHECK THIS STATEMENT

If this statement is not correct please write promptly (using the enclosed envelope), giving
details of any differences, directly to our auditors,
[Name of auditors]

[Address of auditors]

who are now conducting an audit of our financial statements.
If you do not write to our auditors, they will consider this statement to be correct

Remittances should NOT be sent to the auditors.

Notes: (A) A negative confirmation may also be requested in letter form using similar wording.
(B)

The auditor should consider sending confirmation requests at the time of the client's regular
monthly billings. Coordination of confirmation procedures with the client's routine preparation
and mailing of statements may offer efficiency to both the auditor and client.

(C)

Negative confirmation requests may be used as substantive procedure to reduce audit risk only
when three conditions exist: (1) the combined assessed level of inherent and control risk is low,
(2) a large number of small balances is involved, and (3) the auditor has no reason to believe that
the recipients of the request are unlikely to give them consideration.
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Notes Receivable
[Prepared on Client's Letterhead]

[Date]
[Name]
[Address]
Our auditors (name and address of auditors) are performing an audit of our financial statements. Accordingly,
please confirm directly to our auditors the amount of your indebtedness due us as of (date), which our records
show as follows:
Type of indebtedness
Initial date of indebtedness
Original amount of indebtedness
Unpaid principal
Interest rate
Interest paid to
Periodic payments required
Description of collateral

------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------ ----------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------

If the above information is in agreement with your records, please so indicate by signing in the place provided
below and return the copy of this letter directly to our auditors in the enclosed envelope.
If the above is not in agreement with your records, please so note in the space provided the particulars shown
in your records and any information which may help reconcile the difference from our records. Payments
should not be sent to the auditors.
Very truly yours,

[Client's Authorized Signature]
The above information is correct as of (date) with the following exceptions (if any):
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Inventories Held by Warehouses or Others When Listing Is Not Provided by Client
[Prepared on Client's Letterhead]

[Date]
[Name of Warehouse]
[Address]

Our auditors (name and address of auditors) are conducting an audit of our financial statements. Accordingly,
please send directly to our auditors the following information about merchandise held in your custody for
our account at (date):
1.

Quantities on hand; for each lot please indicate the following:

a.

Lot number (list each lot separately)

b.

Date received

c.

Kind of merchandise

d.

Unit of measure or package
(1)

Number of units

(2)

Kind of units (box, can, crate, quart, pound, dozen, etc.)

2.

A statement about how you determined the above requested quantities; specify whether they were
determined by physical count, weight or measure, or if they represent your book record.

3.

A list of negotiable or nonnegotiable warehouse receipts issued, if any, and whether or not such
receipts have, to your knowledge, been assigned or pledged.

4.

Statement of any known liens against this merchandise.

5.

Amount of unpaid charges, if any, as of (date).

Please mail your reply directly to the auditors. A stamped, addressed envelope is enclosed for your
convenience.
Very truly yours,

[Client's Authorized Signature]
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Inventories Held by Warehouses or Others When Listing Is Provided by Client
[Prepared on Client's Letterhead]

[Date]

[Name of Warehouse]
[Address]
Our auditors (name and address of auditors) are conducting an audit of our financial statements. Accordingly,
please confirm directly to our auditors the following information about the merchandise held by you for our
account as of (date):

1. The correctness of the quantities shown on the enclosed listing of such merchandise prepared from
our records (a second copy is enclosed for your files). If the enclosed listing differs from the quantities
you held for us as of (date), please include details of the specific differences in your response to our
auditors.
2. Your statement on how you determined the correctness of the quantities you are confirming; please
specify whether determined by physical count, weight or measure, or whether the quantities are from
your records.
3. A list of negotiable or nonnegotiable warehouse receipts issued, if any, and whether or not such
receipts have, to your knowledge, been assigned or pledged.

4. Statement of any known liens against these goods.
5. Amount of any unpaid charges as of (date).
Please mail your reply directly to (name and address of auditors). A stamped, addressed envelope is enclosed
for your convenience.

Very truly yours,
[Client's Authorized Signature]
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.14
STANDARD CONFIRMATION INQUIRY
FOR LIFE INSURANCE POLICIES
LIFE INSURANCE STANDARD CONFIRMATION INQUIRY

[

RETURN

Developed by American Institute of
Certified Public Accountants
Life Office Management Association
and Million Dollar Round Table
]

Date:

TO:

Your completion of the following report will be sincerely
appreciated. IF THE ANSWER TO ANY ITEM IS “NONE,”

PLEASE SO STATE. Use the enclosed envelope to return the
original directly to our accountant (see name to left).
[

]

[

REPORT

Yours truly,

]

FROM

(Name of owner as shown on policy contract)

By________________________________________________
Authorized Signature

INSURANCE
COMPANY

Information requested as of:___________________
[

]

(Date)

Additional forms available from

Policy #3

Policy #2

Policy #1

A. Policy Number

AICPA-ORDER
PO BOX 0946

NYC, NY 10108-0946

B. Insured-Name(s)

C. Beneficiaries as Shown on Policies
(If Verification Requested in Item 11)

1 Face Amount of Basic Policy

2 Values Shown as of (Insert Date If Other Than Date Requested)
3 Premiums, Including Prepaid Premiums, Are Paid to (Insert Date)

4 Policy Surrender Value (Excluding Dividends, Additions &
Indebtedness Adjustments)

5 Surrender Value of All Dividend Credits, Including
Accumulations & Additions
6 Termination Dividend Currently Available on Surrender

7 Other Surrender
Values Available
to Policy
Owner

a. Prepaid Premium Value

b. Premium Deposit Funds
c. Other

8 Outstanding Policy Loans, Excluding Accrued Interest
9 If Any Policy Loans
Exist, Complete
Either “a” or “b”

a. Interest Accrued on Loans
b1. Loan Interest is Paid to (Enter Date)

b2. Interest Rate is (Enter Rate)

NOTE: PLEASE ANSWER ANY ITEM(s) 10-12 INDICATED BY A (/).
□ 10 Is There an Assignee of Record? (Enter Yes or No)
□ 11 Is Beneficiary of Record as Shown in Item C. Above?
(Enter Yes or No
*)

*

*

»

□ 12 Is the Name of Policy Owner (Subject to Any Assignment) as Shown on Top of Form: □ Yes □ No
If No, Enter Name of Policy Owner of Record:

* If Answer to Item 11 is “No." Please Give Name of Beneficiary
or Date of Last Beneficiary Change:

ORIGINAL
To be mailed to accountant

AICPA Audit and Accounting Manual

__________________
Date

Yours truly, (Insurance Company)

_____________________________________
Authorized Signature - Title
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STANDARD CONFIRMATION INQUIRY
FOR LIFE INSURANCE POLICIES
Developed by American Institute of
Certified Public Accountants
Life Office Management Association
and Million Dollar Round Table

LIFE INSURANCE STANDARD CONFIRMATION INQUIRY

[

RETURN

]

Date:

TO:

Your completion of the following report will be sincerely
appreciated. IF THE ANSWER TO ANY ITEM IS “NONE,"
PLEASE SO STATE. Use the enclosed envelope to return the
original directly to our accountant (see name to left).

[

]
[

REPORT

Yours truly,

]

(Name of owner as shown on policy contract)

By_______________________

FROM

Authorized Signature

INSURANCE
COMPANY

Information requested as of:___________________

[

(Date)

]

Additional forms available from

Policy #3

Policy #2

Policy #1

A. Policy Number

AICPA-ORDER

PO BOX 0946
NYC, NY 10108-0946

B. Insured-Name(s)

C. Beneficiaries as Shown on Policies
(If Verification Requested in Item 11)

1 Face Amount of Basic Policy
2 Values Shown as of (Insert Date If Other Than Date Requested)
3 Premiums, Including Prepaid Premiums, Are Paid to (Insert Date)

4 Policy Surrender Value (Excluding Dividends, Additions &
Indebtedness Adjustments)
5 Surrender Value of All Dividend Credits, Including
Accumulations & Additions
6 Termination Dividend Currently Available on Surrender

7 Other Surrender
Values Available
to Policy
Owner

a. Prepaid Premium Value

b. Premium Deposit Funds
c. Other

8 Outstanding Policy Loans, Excluding Accrued Interest
9 If Any Policy Loans
Exist, Complete
Either “a” or “b”

a. Interest Accrued on Loans

b1. Loan Interest is Paid to (Enter Date)

b2. Interest Rate is (Enter Rate)
NOTE: PLEASE ANSWER ANY ITEM(s) 10-12 INDICATED BY A (/).
□ 10 Is There an Assignee of Record? (Enter Yes or No)
□ 11 Is Beneficiary of Record as Shown in Item C. Above?
(Enter Yes or No*)

*

*

*

□ 12 Is the Name of Policy Owner (Subject to Any Assignment) as Shown on Top of Form: □ Yes □ No
If No, Enter Name of Policy Owner of Record:
* If Answer to Item 11 is “No.” Please Give Name of Beneficiary
or Date of Last Beneficiary Change:

Yours truly, (Insurance Company)

DUPLICATE
Date
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.15 Pension Plan Actuarial Information
FASB Statement No. 132, Employers' Disclosures about Pensions and Other Postretirement Benefits (AC
P16 and P40), provides reduced disclosure requirements for nonpublic companies. Part C of this letter
assumes companies have elected the reduced disclosures allowed by that statement. Paragraph 8 of
FASB Statement No. 132 describes the reduced disclosure requirements. For companies not electing
the reduced disclosures, information required for disclosure can be obtained from Parts B and D of
the letter.
[Prepared on Client's Letterhead]

[Date]
[Name of Actuary]
[Address]

In connection with the audit of our financial statements for the period ending (balance-sheet date) by our
independent auditors (name and address of auditors), please furnish them the information described below as
it pertains to the XYZ Pension Plan, which is a defined benefit plan. For your convenience in response to
those requests, you may supply pertinent sections, properly signed and dated, of your actuarial report, or
pension expense report, if they are available and if they contain the requested information.
A. Please provide a brief description of the following:
1. The employee group covered.

2. The benefit provisions of the plan used in the calculation of the net periodic pension cost for the
period and of the accumulated benefit obligation and the projected benefit obligation at the end of
the period. Please identify any such benefit provisions that had not taken effect in the year. Please
also provide the date of the most recent plan amendment included in your calculation. Please identify
any participants or benefits excluded from the calculations, such as benefits guaranteed under an
insurance or annuity contract.
3. The method and the amortization period, if any, used for the following:
a.

Calculation of a market-related value of plan assets, if different from the fair value.

b.

Amortization of any transition asset or obligation.

c.

Amortization of unrecognized prior service cost.

d.

Amortization of unrecognized net gain or loss.

4. Any substantive commitments for benefits that exceed the benefits defined by the written plan that
are included in the calculations.
5. Determination of the value of any insurance or annuity contracts included in the assets.
6. Nature and effect of significant plan amendments and other significant matters affecting compara
bility of net periodic pension cost, funded status, and other information for the current period with
that for the prior period.

7. The following information relating to the employee census data used in calculating the benefit
obligations and pension cost:
a.

The source and nature of the data is
was collected is___________________

b.

The following information concerning participants:

AICPA Audit and Accounting Manual
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Compensation
(if applicable)

Currently receiving payments
Active with vested benefits
Terminated with deferred vested benefits
Active without vested benefits
Other (describe)

Note: If information is not available for all the above categories, please indicate the categories that have been grouped
and describe any group or groups of participants excluded from the above information.
Information for the following individuals contained in the census:
Participant's
Name or Number

Age or
Birth Date

Sex

Salary

Date Hired
or Years
of Service

Note to Auditor: The auditor should select information from employer records to compare with the census data used
by the actuary. In addition, the auditor may wish to have the actuary select certain census data from his/her files to
compare with the employer's records.
B.

Please provide the following information on the net periodic pension cost for the period ending on

1. Service cost*
2. Interest cost*
3. Expected return on assets’
4. Other components’
a. Amortization of unrecognized net loss or (gain) from earlier periods
b. Amortization of unrecognized prior service cost
c. Amortization of the remaining unrecognized net obligation or
(asset) existing at the date of the initial application of FASB
Statement No. 87—transition obligation or (asset)
d. Amount of loss (or gain) recognized due to a settlement or curtailment.
e. Net total of components
(a + b + c + d)
5.
6.

Net periodic pension cost:
(1+2-3 + 4e)

$__________
__________
__________
__________
__________
__________

__________

$
$

The above measurement of the net periodic pension cost is based on the following assumptions:
Weighted-average discount rate
Weighted-average rate of compensation increase
Weighted-average expected long-term rate of return on plan assets

_________ %
_________ %
%

Please describe the basis on which the above rates were selected and whether the basis is consistent
with the prior period.

Please briefly describe the other assumptions used in the above measurement.
* This information (or parts thereof) is required for disclosure by companies that do not elect the reduced disclosures permitted by
FASB Statement No. 132. In addition, the information may be needed for any company to determine that the accounting for the plan is
in accordance with FASB Statement No. 87, Employers' Accounting for Pensions, and FASB Statement No. 88, Employers' Accounting for
Settlements and Curtailments of Defined Benefit Pension Plans and for Termination Benefits.
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The calculations of the items shown in B1 and B5 are based on the following:

Asset information at
Census data

Measurement date (must not be more than three months before the end of the
last fiscal year)

Please describe any adjustments made to project the census data forward to the measurement date
or to project the results calculated at an earlier date to those shown in B1 to B5.
C.

Please provide the following information for disclosure in the financial statements for the period ending

Estimated
1.

Projected Benefit Obligation

2.

Fair Value of Plan Assets

3.

Funded Status of the Plan (2-1)

4.

Employer Contributions to the Plan

5.

Participant Contributions to the Plan

6.

Benefits Paid

7.

(Accrued) or prepaid pension cost in the company financial statements

8.

The amount of any intangible asset recognized in accordance with
paragraph 37 of FASB Statement No. 87, as amended.

9.

The amount of accumulated other comprehensive income recognized in
accordance with paragraph 37 of FASB Statement No. 87, as amended.

10.

The amount included in other comprehensive income for the period arising
from a change in the minimum pension liability recognized in accordance
with paragraph 37 of FASB Statement No. 87, as amended.

11.

The above amount of the projected benefit obligation is measured based on the
following assumptions:

$

Weighted-average discount rate

%

Weighted-average rate of compensation increase

%

Please provide a brief description of the other assumptions used in the measurement.
12.

The calculation of the items shown in C1 to C10 is based on the following:
Asset information at

Census data at

Measurement date (must be not more than three months before the current fiscal
year end)
Please describe any adjustments made to project the census data forward to the measurement date
or to project the results calculated at an earlier date to those shown in C1 to C10.
13.

Please describe any significant events noted subsequent to the current year's measurement date and
as of the date of your reply to this request and the effects of those events, such as a large plant closing,
which could materially affect the amounts shown in C1 to C10.

14.

Please describe any significant transactions between the employer or related parties and the plan
during the period, including, if applicable, the amounts and types of securities of the employer and
related parties included in plan assets and the amount of future annual benefits covered by insurance
contracts issued by the employer or related parties.
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Please provide an analysis for the period showing beginning amounts, additions, reductions, and end
ing amounts of the:
*
1.

Projected benefit obligation,

2.

Fair value of plan assets,

3.

Unrecognized prior service cost,

4.

Unrecognized net loss (gain),

5.

Net transition obligation (asset), and

6.

Accumulated benefit obligation (ending amount only).

Please provide our independent auditors with descriptions and the amounts of gains or losses from
combinations, divestitures, settlements, curtailments or termination benefits during the year, such as:
1.

Purchases of annuity contracts,

2.

Lump-sum cash payments to plan participants,

3.

Other irrevocable actions that relieved the company or the plan of primary responsibility for a
pension obligation, and eliminates significant risks related to the obligation and assets,

4.

Any events that significantly reduced the expected years of future service of employees,

5.

Any events that eliminated for a significant number of employees the accrual of defined benefits for
some or all of their future service, or

6.

Any special or contractual termination benefits offered to employees.

F.

Was all of the information above determined in accordance with FASB Statement Nos. 87, 88, and 89
(including the FASB's Guides to Implementation of Statements 87 and 88 and the American Academy
of Actuaries', "An Actuary's Guide to Compliance with Statement of Financial Accounting Standards
No. 87") to the best of your knowledge? If not, please describe any differences.

G.

Describe the nature of your relationship, if any, with the plan or the plan sponsor that may impair or
appear to impair the objectivity of your work.

Please mail your response directly to [Audit Firm's Name and Address] in the enclosed return envelope as soon
as possible, but no later than [Date].
Very truly yours,

[Client's Authorized Signature]

* This information (or parts thereof) is required for disclosure by companies that do not elect the reduced disclosures permitted by
FASB Statement No. 132. In addition, the information may be needed for any company to determine that the accounting for the plan is
in accordance with FASB Statement No. 87, Employers' Accounting for Pensions, and FASB Statement No. 88, Employers' Accounting for
Settlements and Curtailments of Defined Benefit Pension Plans and for Termination Benefits.

AAM §7200.15

Copyright © 2000, American Institute of Certified Public Accountants, Inc.

46

Requests for Confirmations and Related Materials

9-00

7219

.16 Pension Plan Assets Held by Trustee
[Prepared on Client's Letterhead]
[Date]

[Name of Trustee or Custodian]
[Address]
Our auditors (name and address of auditor) are conducting an audit of our financial statements. Accordingly,
please provide our auditors directly with a listing of the assets including market values as of (date) for our
employees' pension trust (title and trustee's account number).

Please also provide the auditors with the following information about our employees' pension trust for the
period from (beginning of period) to (end of period) [see note below]:
1.

Contributions by the Company during the above period.

2.

Contributions by employees during the above period.

3.

Payments to beneficiaries during the above period.

4.

Any unpaid fees due for services rendered to (balance-sheet date).

Please send your reply directly to our auditors. A stamped, addressed envelope is enclosed for your
convenience.
Very truly yours,

[Client's Authorized Signature]

Note: A listing of the assets might not be requested if one had already been received by the client. In that
case, the auditor might want the trustee to confirm the total market value per the listing.
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.17 Notes Payable
[Prepared on Client's Letterhead]

[Date]
[Name]
[Address]
Our auditors (name and address of auditors) are conducting an audit of our financial statements.
Accordingly, please confirm directly to them the following information relating to our note(s) payable to
you, as of (date):

Date of note

Original amount

$

Unpaid principal
Balance

$

Periodic payments required

$

Payment periods
Maturity date

Interest rate

%

Date to which interest has been paid

Amount and description of collateral
Description of terms, e.g., demand provisions, prepayment penalties, etc.

Any other direct or contingent liabilities to you ("None" or description)
If the above information is in agreement with your records at that date, please so indicate by signing in the
place provided below and return the copy of this letter directly to our auditors in the enclosed envelope.
If the above is not in agreement with your records, please note in the space provided the particulars shown
in your records and any information which may help reconcile the difference from our records.

Very truly yours,

[Client's Authorized Signature]

The above information is correct as of (date) with the following exceptions (if any):

Date:_____________________________________

Signature:______________________________________
Title:___________________________________________
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.18 Mortgage Debt
[Prepared on Client's Letterhead]

[Date]
[Name of Creditor or Trustee]
[Address]

Our auditors (name and address of auditors) are conducting an audit of our financial statements. Accordingly,
please confirm directly to our auditors the following information about our mortgage indebtedness to you
as of (date):
1.

Original amount

2.

Date of note

3.

Unpaid principal balance

4.

Interest rate

5.

Terms for payment of principal

6.

Date to which interest has been paid

7.

Nature of mortgage and description or address of property mortgaged

8.

Amounts on deposit with you in escrow for:

9.

$___________

$___________
_________ %

a.

Insurance

$___________

b.

Real estate taxes

$___________

Amounts paid during the period (dates from and to) for:
a.

Insurance

$___________

b.

Taxes

$___________

10. Amounts on deposit with you for the "reserve for repairs"

$___________

11. The nature of defaults, if any
12. Description of terms, e.g., prepayment penalties, demand provisions, etc.

A return envelope is enclosed for your reply.
Very truly yours,

[Client's Authorized Signature]

Note:

Many of the items requested will vary with the circumstance of the particular mortgage or other debt
involved. The above sample assumes the indenture involves an escrow arrangement for insurance
and real estate taxes and a deposit account for repairs.
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.19 Accounts Payable
[Prepared on Client's Letterhead]
[Date]
[Name]
[Address]

In connection with the audit of our financial statements, please confirm directly to our auditors (name and
address of auditors), the amount of our liability to you as of (date). Please attach a statement of our account
due. If no balance is due, please attach a statement of our account showing payments made.

Please mail your reply directly to (name of auditors). A stamped, addressed envelope is enclosed for your
convenience.
Very truly yours,
[Client's Authorized Signature]

Our records indicate that a balance of $was from (name of client) at (date).

Date:

Signature:

Title:__________________
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Obligation to Lessor
[Prepared on Client's Letterhead]

[Date]

[Name of Lessor]
[Address]
Our auditors (name and address of auditors) are conducting an audit of our financial statements as of (balancesheet date) and for the (time period) then ended. In connection with this audit, please provide directly to our
auditors the following information as of (balance-sheet date) regarding the lease dated (date lease was executed)
of (brief identification of property under lease) which we are leasing from you:

1.

Inception and expiration dates for the lease period, from

2.

Amount of monthly rent

3.

Renewal options (if any):

4.

a.

Dates of renewal period, from

b.

Amount of monthly rent for renewal

to

to

Purchase options (if any):
a.

Amount of purchase price

b.

Inception and expiration dates of option, from

c.

Percent of monthly rent (if any) applicable towards purchase price

to

5.

Dates and descriptions of amendments or supplementary understandings, if any, to the lease
mentioned above.

6.

The amount of outstanding delinquent payments, if any.

7.

A statement that there are no defaults, or the nature of defaults, if any.

A return envelope is enclosed for your reply.

Very truly yours,

[Client's Authorized Signature]

Note: The content of this type of letter will vary based on the auditor's professional judgment in the
circumstances. To provide additional illustrative language, the above letter is not made parallel with
the illustration at AAM section 7200.23.
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Property Out on Lease

[Prepared on Client's Letterhead]
[Date]

[Name of Lessee]
[Address]

Our auditors (name and address of auditors) are conducting an audit of our financial statements as of (balancesheet date) and for the (time period) then ended. In connection with this audit, please confirm directly to our
auditors the following information regarding the lease dated (execution date of lease) of (brief identification of
property under lease) which you are leasing from us:

1.

Inception and expiration dates of lease period from

2.

Amount of monthly rent

3.

Total rent payments made

4.

Date of last payment

to

A return envelope is enclosed for your reply.

[Client's Authorized Signature]

Notes: (A) If the leased property is of a mobile or portable nature such as a bulldozer or television camera,
the confirmation may also include a request for specific serial numbers of significant equipment.

(B)

In certain circumstances, the auditor may wish to consider confirming additional information
such as renewal options, purchase options, and amendments or supplementary understandings.
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Register—Capital Stock

[Prepared on Client's Letterhead]
[Date]
[Name of Registrar]
[Address]

Our auditors (name and address of auditors) are conducting an audit of our financial statements. Accordingly,
please confirm directly to our auditors the following information as of the close of business (balance-sheet
date) about each class of our preferred and common stock:
1.

Authorized number of shares

2.

Issued number of shares

3.

Outstanding number of shares

Please also indicate the amount of any unpaid registrar fees due you as of (balance-sheet date).
A return envelope is enclosed for your convenience.

Very truly yours,

[Client's Authorized Signature]

The above information agrees with our records at (balance-sheet date) with the following exceptions:

Signed: Date:
[Name and Title]

Notes: (A) It may be helpful to include the registrar's account number for the client's account to receive a
timely response.

(B)

Some auditors prefer that the confirmation request include identification of each class of stock.

(C)

The above illustration assumes the client has a separate transfer agent (see AAM section 7200.25).
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Transfer Agent—Capital Stock
[Prepared on Client's Letterhead]

[Date]
[Name of Transfer Agent]
[Address]

Our auditors (name and address of auditors) are conducting an audit of our financial statements. Accordingly,
please confirm directly to our auditors the following information as of (balance-sheet date) about each class of
our preferred and common stock:
1.

Authorized number of shares

2.

Number of shares issued and outstanding

3.

Number of outstanding shares registered in the name of our Company

Please also indicate the amount of any unpaid transfer agent fees due you as of (balance-sheet date).

A return envelope is enclosed for your convenience.
Very truly yours,

[Authorized Signature for Client]

The above information agrees with our records at (balance-sheet date) with the following exceptions:

Signed: Date:

[Name and Title]

Notes: (A) It may be helpful to include the transfer agent's account number for the client's account to receive
a timely response.

(B) Some auditors prefer that the confirmation request include identification of each class of stock.
(C) Depending on the auditor's judgment in the circumstances the confirmation request may also
include inquiries about such matters as (i) the number of shares issued to each of specifically
mentioned officers and directors, (ii) specified information about shareholders owning more than
a stated percent of the total outstanding shares, and (iii) amounts deposited during the year for
the payment of dividends.

AAM §7200.23

Copyright © 2000, American Institute of Certified Public Accountants, Inc.

Requests for Confirmations and Related Materials

46 9-00

7227

.24 Request for Confirmation of Money Market Fund
[Prepared on Client's Letterhead]

[Date]
[Name]
[Address]

Our auditors, (name and address of auditors) are conducting an audit of our financial statements. Accordingly,
please confirm directly to our auditors the balance of our money market fund account(s) as of (date).
Please indicate in the space provided below the account number(s) and balance(s) of our account(s) per your
records.
Please sign and date your reply and return it directly to the auditors. A stamped, self-addressed envelope is
enclosed for your convenience.

Very truly yours,
[Client's Authorized Signature]

Account No.

Date:

AICPA Audit and Accounting Manual
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Balance

Signed:
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Confirmation of Contingent Liabilities

[Date]
Financial Institution Official
*
First United Bank
Anytown, USA 00000

In connection with an audit of the financial statements of (name of customer) as of (balance-sheet date) and for
the (period) then ended, we have advised our independent auditors of the information listed below, which
we believe is a complete and accurate description of our contingent liabilities, including oral and written
guarantees, with your financial institution. Although we do not request nor expect you to conduct a
comprehensive, detailed search of your records, if during the process of completing this confirmation
additional information about other contingent liabilities, including oral and written guarantees, from your
financial institution comes to your attention, please include such information below.

Name of Maker

Date of Note

Due Date

Current Balance

Interest Rate

Date Through
Which
Interest is Paid

Description
of Collateral

Description of
Purpose of Note

Information related to oral and written guarantees is as follows:

Please confirm whether the information about contingent liabilities presented above is correct by signing
below and returning this directly to our independent auditors (name and address of CPA firm).

Sincerely,

[Name of Customer]

By.--------------------------------------------------------[Authorized Signature]

* This letter should be addressed to a financial institution official who is responsible for the financial institution's relationship with
the client or is knowledgeable about the transactions or arrangements. Some official institutions centralize this function by assigning
responsibility for responding to confirmation requests to a separate function. Independent auditors should ascertain the appropriate
recipient.
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Dear CPA Firm:

The above information listing contingent liabilities, including oral and written guarantees, agrees with the
records of this financial institution.
*
Although we have not conducted a comprehensive, detailed search of
our records, no information about other contingent liabilities, including oral and written guarantees, came
to our attention. [Note exceptions below or in an attached letter.]

[Name of Financial Institution]
By:

[Officer]

[Date]

[Title]

If applicable, comments similar to the following may be added to the confirmation reply by the financial institution: This
confirmation does not relate to arrangements, if any, with other branches or affiliates of this financial institution. Information should be
sought separately from such branches or affiliates with which any such arrangements might exist.
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Confirmation of Compensating Balances

[Date]

Financial Institution Official
*
First United Bank
Anytown, USA 00000
Dear Financial Institution Official:
In connection with an audit of the financial statements of (name of customer) as of (balance-sheet date) and for
the (period) then ended, we have advised our independent auditors that as of the close of business on
(balance-sheet date) there (were) (were not) compensating balance arrangements as described in our agreement
dated (date). Although we do not request nor expect you to conduct a comprehensive, detailed search of your
records, if during the process of completing this confirmation additional information about other compen
sating balance arrangements between (name of customer) and your financial institution comes to your
attention, please include such information below. Withdrawal by (name of customer) of the compensating
balance (was) (was not) legally restricted at (date). The terms of the compensating arrangements at (date)
were:

EXAMPLES:
1.

The Company has been expected to maintain an average compensating balance of 20 percent of its
average loan understanding, as determined from the financial institution's ledger records adjusted
for estimated average uncollected funds.

2.

The Company has been expected to maintain an average compensating balance of $100,000 during
the year, as determined from the financial institution's ledger records without adjustment for
uncollected funds.

3.

The Company has been expected to maintain a compensating balance, as determined from the
financial institution's ledger records without adjustment for uncollected funds, of 15 percent of its
outstanding loans plus 10 percent of its unused line of credit.

4.

The Company has been expected to maintain as a compensating balance noninterest bearing time
deposits of 10 percent of its outstanding loans.

In determining compliance with compensating balance arrangements, the Company uses a factor for
uncollected funds of____ (business) (calendar) days.1

There (were the following) (were no) changes in the compensating balance arrangements during the (period)
and subsequently through the date of this letter.

The Company (was) (was not) in compliance with the compensating balance arrangements during the (period)
and subsequently through the date of this letter.
There (were the following) (were no) sanctions (applied or imminent) by the financial institution because of
noncompliance with compensating balance arrangements.*1
2
* This letter should be addressed to a financial institution official who is responsible for the financial institution's relationship with
the client or is knowledgeable about the compensating balance arrangements. Some financial institutions centralize this function by
assigning responsibility for responding to confirmation requests to a separate function. Independent auditors should ascertain the
appropriate recipient.

1 Not applicable if compensating balances are based on the financial institution's ledger records without adjustment for uncollected
funds. If some other method is used for determining collected funds for compensating balance purposes, the method used should be
described.
2 Applicable only if the financial institution has applied sanctions during the (period) or notified the Company that sanctions may be
applied. Indicate details.
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During the (period), and subsequently through the date of this letter, (no) (the following) compensating
balances were maintained by the Company at the financial institution on behalf of an affiliate, director, officer,
or any other third party and (no) (the following) third party maintained compensating balances at the bank
on behalf of the Company. (Withdrawal of such compensating balances (was) (was not) legally restricted.)

Please confirm whether the information about compensating balances presented above is correct by signing
below, and returning this letter directly to our independent auditors (name and address of CPA Firm).

Sincerely,
[Name of Customer]

By:---------------------------------------------------------[Authorized Signature]

Dear CPA Firm:

The above information regarding the compensating balance arrangements with this financial institution
agrees with the records of this financial institution.
*
Although we have not conducted a comprehensive,
detailed search of our records, no information about other compensating balance arrangements, came to our
attention. [Note exceptions below or in an attached letter.]

[Name of Financial Institution]
[Officer]

[Date]

[Title]

If applicable, comments similar to the following may be added to the confirmation reply by the financial institution: This
confirmation does not relate to arrangements, if any, with other branches or affiliates of this financial institution. Information should be
sought separately from such branches or affiliates with which any such arrangements might exist.
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.27 Confirmation of Lines of Credit

[Date]
Financial Institution Official
*
First United Bank
Anytown, USA 00000

Dear Financial Institution Official:
In connection with an audit of the financial statements of (name of client) as of (balance-sheet date) and for the
(period) then ended, we have advised our independent auditors of the information listed below, which we
believe is a complete and accurate description of our line of credit from your financial institution as of the
close of business on (balance-sheet date). Although we do not request nor expect you to conduct a comprehen
sive, detailed search of your records, if during the process of completing this confirmation additional
information about other lines of credit from your financial institution comes to your attention, please include
such information below.
The Company has available at the financial institution a line of credit totaling $(amount). The current terms
of the line of credit are contained in the letter dated (date). The related debt outstanding at the close of business
on (date) was $(amount).

The amount of unused line of credit, subject to the terms of the related letter, at (date) was $(amount).
Interest rate at the close of business on (date) was%.

Compensating balance arrangements are_____________________________________________________________

This line of credit supports commercial paper (or other borrowing arrangements) as described below:

* This letter should be addressed to a financial institution official who is responsible for the financial institution's relationship with
the client or is knowledgeable about the lines of credit. Some financial institutions centralize this function by assigning responsibility
for responding to confirmation requests to a separate function. Independent auditors should ascertain the appropriate recipient.
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Please confirm whether the information about lines of credit presented above is correct by signing below
and returning this letter directly to our independent auditors (name and address of CPA Firm).

Sincerely,
[Name of Client]

By:
[Authorized Signature]

Dear CPA Firm:
The above information regarding the line of credit arrangements agrees with the records of this financial
*
institution.
Although we have not conducted a comprehensive, detailed search of our records, no informa
tion about other lines of credit came to our attention. [Note exceptions below or in an attached letter.]

[Name of Financial Institution]
[Officer]

[Date]

[Title]

If applicable, comments similar to the following may be added to the confirmation reply by the financial institution: This
confirmation does not relate to arrangements, if any, with other branches or affiliates of this financial institution. Information should be
sought separately from such branches or affiliates with which any such arrangements might exist.
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.28 Related-Party Confirmation

[Date]

[Name]
[Address]
In connection with an audit of our financial statements, please furnish answers to the attached questionnaire,
sign your name, and return the questionnaire in the enclosed envelope directly to our auditors (name and
address ofauditors). The questionnaire is designed to provide the auditors with information about the interests
of officers, directors, and other related parties in transactions with our Company.
Please answer all questions. If the answer to any question is "yes," please explain. Certain terms used in the
questions are defined at the end of the questionnaire.
Very truly yours,

[Client's Authorized Signature]

[Title]
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[Client Name]
Related-Party Questionnaire
1. Have you or any related-party of yours had any material interest, direct or indirect, in any sales,
purchases, transfers, leasing arrangements or guarantees or other transactions since (beginning of
period of audit) to which the Company (or specify any pension, retirement, savings, or similar plan
provided by the client) was, or is to be, a party?

2. Do you or any related-party of yours have any material interest, direct or indirect, in any pending or
incomplete sales, purchases, transfers, leasing arrangements, guarantees or other transactions to
which the Company (or specify any pension, retirement, savings, or similar plan provided by the
client) was, or is to be, a party?
3. Have you or any related-party of yours been indebted to the Company (or specify any pension,
retirement, savings, or similar plan provided by the client) at any time since (beginning of period of
audit)? Please exclude amounts due for purchases on usual trade terms and for ordinary travel and
expense advances.
The answers to the foregoing questions are correctly stated to the best of my knowledge and belief.

[Date]

[Signature]

See definitions which follow.

Definitions

Company: Parent company and any subsidiary.
Related Party: Any (1) corporation or organization (other than the Company) of which you are an officer,
director, or partner or are, directly or indirectly, the beneficial owner of 10 percent or more of any class of
equity securities; (2) any trust or other estate in which you have a substantial beneficial ownership or for
which you serve as a trustee or in a similar fiduciary capacity; and (3) any close relative of yours or your
spouse's, or other person you may significantly influence (control) or be significantly influenced by.

Control: Possession, direct or indirect, of the power to direct or cause the direction of the management
and policies of a party, whether through ownership, by contract, or otherwise.
Person: An individual, a corporation, a partnership, an association, a joint-stock company, a business
trust, or an unincorporated organization.
Beneficial Owner: Person who enjoys, or has the right to secure, benefits substantially equivalent to
those of the ownership of securities, even though the securities are not registered in the person's name.
Examples of beneficial ownership include securities held for the person's benefit in the name of others, such
as nominees, custodians, brokers, trustees, executors and other fiduciaries; a partnership of which the person
is a partner; and a corporation for which the person owns substantially all of the stock. Shares (1) held
(individually or in a fiduciary capacity) by the person's spouse, the person's or his or her spouse's minor
children, or a relative of the person or his or her spouse who shares the same home with the person; or (2)
as to which the person can vest or revest title in himself or herself at once or at some future time are also
considered as being beneficially owned.
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Safe Deposit Box Access Confirmation

[Date]

Our auditors,[name and address of auditors], are conducting an audit of our
financial statements. Accordingly, please confirm there has been no access to our safe deposit box number
between
and
o'clock.

Please indicate in the space below if the above is in agreement with your records. If it is not, please furnish
the auditors any details concerning access to our safe deposit box during the period indicated.
After signing and dating your reply, please mail it directly to our auditors in the enclosed envelope.

Very truly yours,

[Client's Authorized Signature]
According to our records, there has been no access to the above described safe deposit box during the pe
riod specified, except as follows:__________________________________________________ __________________

Signed:Date:
[Name and Title]
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.30 Insurance In Force Confirmation Request

[Date]

Our auditors,[name and address ofauditors], are conducting an audit of our financial statements.
In that connection, please confirm the details of our insurance coverage in force at[balance-sheet
date] as described below:
Policy number

______________

Insurance company

---------------------

--------------------

Amount of coverage

---------------------

--------------------

Co-insurance, if any

---------------------

--------------------

Term of policy

______________

Type of coverage

Gross premium
Amount of unpaid premiums

---------------------

--------------------

Loss payees, if other than us

---------------------

--------------------

Claims pending at[date]

Please compare this information with your records and inform our auditors, in the space, if it is, or is not, in
agreement with your records. After signing and dating your reply, please mail it directly to our auditors in
the enclosed envelope.
Very truly yours,

[Client's Authorized Signature]
The above information agrees with our records at[balance-sheet date] with the
following exceptions:

Signed:Date:
[Name and Title]

[The next page is 7301.]
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AAM Section 7300
Inquiries to Legal CounselA
.01

Illustrative Inquiry Letter to Legal CounselB

[Prepared on Client's Letterhead (see Note C)]

[Date (see Note D)]

[Name of Lawyer]
[Address of Lawyer]
Dear

:

In connection with an audit of our financial statements at (balance-sheet date) and for the (period) then ended,
management of the Company has prepared, and furnished to our auditors (name and address of auditors), a
description and evaluation of certain contingencies, including those set forth below involving matters with
respect to which you have been engaged and to which you have devoted substantive attention on behalf of
the Company in the form of legal consultation or representation. These contingencies are regarded by
management of the Company as material for this purpose (management may indicate a materiality limit if
an understanding has been reached with the auditor). Your response should include matters that existed at
(balance-sheet date) and during the period from that date to the date of your response.
Pending or Threatened Litigation
(excluding unasserted claims)

[Ordinarily the information would include the following: (1) the nature of the litigation, (2)
the progress of the case to date, (3) how management is responding or intends to respond
to the litigation (for example, to contest the case vigorously or to seek an out-of-court
settlement), and (4) an evaluation of the likelihood of an unfavorable outcome and an
estimate, if one can be made, of the amount or range of potential loss.]
Please furnish to our auditors such explanation, if any, that you consider necessary to supplement the
foregoing information, including an explanation of those matters as to which your views may differ from
those stated and an identification of the omission of any pending or threatened litigation, claims, and
assessments or a statement that the list of such matters is complete.

Unasserted Claims and Assessments
(considered by management to be probable of assertion, and that, if asserted, would have at least a reasonable
possibility of an unfavorable outcome)

[Ordinarily management's information would include the following: (1) the nature of the
matter, (2) how management intends to respond if the claim is asserted, and (3) an evaluation
of the likelihood of an unfavorable outcome and an estimate, if one can be made, of the
amount or range of potential loss.]
Please furnish to our auditors such explanation, if any, that you consider necessary to supplement the
foregoing information, including an explanation of those matters as to which your views may differ from
those stated.
We understand that whenever, in the course of performing legal services for us with respect to a matter
recognized to involve an unasserted possible claim or assessment that may call for financial statement disAICPA Audit and Accounting Manual
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closure, if you have formed a professional conclusion that we should disclose or consider disclosure
concerning such possible claim or assessment, as a matter of professional responsibility to us, you will so
advise us and will consult with us concerning the question of such disclosure and the applicable requirements
of Statement of Financial Accounting Standards No. 5. Please specifically confirm to our auditors that our
understanding is correct.
Please specifically identify the nature of and reasons for any limitation on your response.

[The auditor may request the client to inquire about additional matters, for example, unpaid
or unbilled charges or specified information on certain contractually assumed obligations
of the company, such as guarantees of indebtedness of others.]
Very truly yours,
[Authorized Signature for Client]

Notes: (A) If a client has not needed to retain legal counsel, the auditor may express an unqualified opinion
on the financial statements even though he has not obtained a letter from legal counsel of the
Company. In these circumstances, the auditor should obtain written representation from the
Company that legal counsel has not been retained for matters concerning business operations
that may involve current or prospective litigation.
(B) Extracted from the Appendix to Statement on Auditing Standards No. 12, Inquiry of a Client's
Lawyer Concerning Litigation, Claims, and Assessments [AU section 337A]. [See Note D.]
(C) Auditors should carefully consider the provisions of SAS No. 12 [AU section 337] in drafting this
letter.

(D) Sending of this letter should be timed so that the lawyer's response is dated as close to the
auditor's opinion date as practicable. However, the auditor and client should consider early
mailing of a draft inquiry as a convenience for the lawyer in preparing a timely response to the
formal inquiry letter.
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.02 Illustrative Inquiry Letter to Legal Counsel If Management Has Not Provided Details About
Pending or Threatened Litigation

[Prepared on Client's Letterhead]

[Date]

[Name of Lawyer]
[Address of Lawyer]

In connection with an audit of our financial statements at (balance-sheet date) and for the (period) then ended,
please furnish to our auditors (name and address of auditors), the information requested below for which you
have been engaged to provide legal consultation or representation.
Pending or Threatened Litigation, Claims and Assessments
(excluding unasserted claims and assessments)

Please furnish a list of all pending or threatened litigation, claims, and assessments your firm is handling on
our behalf including the following:
1. The nature of the litigation (including the amount of monetary or other damages sought).
2. The progress of the case to date.
3. How management is responding or intends to respond to the litigation (e.g., to contest the case
vigorously or to seek an out-of-court settlement).

4. An evaluation of the likelihood of an unfavorable outcome and an estimate, if one can be made, of
the amount or range of potential loss.
Unasserted Claims and Assessments

We understand that whenever, in the course of performing legal services for us with respect to a matter
recognized to involve an unasserted possible claim or assessment that may call for financial statement
disclosure, if you have formed a professional conclusion that we should disclose or consider disclosing
concerning such possible claim or assessment, you will so advise us and will consult with us concerning the
question of such disclosure and the applicable requirements of Statement of Financial Accounting Standards
No. 5, as a matter of professional responsibility to us. Please specifically confirm to our auditors that our
understanding is correct.
We have represented to our auditors that there are no unasserted claims which are not specifically identified
in this letter that you advised us are probable of assertion and must be disclosed in accordance with Statement
of Financial Accounting Standards No. 5.

(If unasserted claims exist, management's listed information should include the following: (1) the nature of
the matter; (2) how management intends to respond if the claim is asserted; and (3) an evaluation of the
likelihood of an unfavorable outcome and an estimate, if one can be made, of the amount or range of potential
loss.)
Please furnish our auditors any explanation you consider necessary to supplement the foregoing informa
tion, including an explanation of these matters as to which your views may differ from those stated.

Please specifically identify the nature of and reasons for any limitation on your response.
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[The auditor may request the client to inquire about additional matters, for example, unpaid or unbilled
charges or specified information on certain contractually assumed obligations of the organization, such as
guarantees of indebtedness of others.]
Very truly yours,
[Authorized Signature for Client]

Notes: (A) Auditors should carefully consider the provisions of SAS No. 12, Inquiry of a Client's Lawyer
Concerning Litigation, Claims, and Assessments [AU section 337] in drafting this letter.
(B) Sending of this letter should be timed so that the lawyer's response is dated as close to the
auditor's opinion date as practicable. However, the auditor and client should consider early
mailing of a draft inquiry as a convenience for the lawyer in preparing a timely response to the
formal inquiry letter.
(C) If a client has not needed to retain legal counsel, an unqualified opinion may be expressed on the
financial statements even though a letter from legal counsel has not been obtained. In these
circumstances, a written representation should be obtained from the Company that legal counsel
has not been retained for matters concerning its operations that involve current or prospective
litigation.
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Improving Inquiry Techniques

If inquiries to legal counsel are not sufficiently detailed or specific, deficiencies in attorneys' responses may
result. A conference between the auditor and the attorney may be necessary to clarify the attorney's written
response and SAS No. 12, Inquiry of a Client's Lawyer Concerning Litigation, Claims, and Assessments, paragraph
10 [AU section 337.10] provides for such a conference. However, to improve the auditor's ability to receive
all of the information necessary to complete his/her audit, he/she may wish to consider the following matters
in an inquiry to legal counsel:
a. A request that the attorney specify the effective date of his/her response if it is other than the date
of the reply.

b. A request that the attorney mail the response so that it will be received by a certain date.

c.

A request that the nature of any litigation specifically identify (i) the proceedings, (ii) the claim(s)
asserted, (iii) the amount of monetary damages sought, or if no amounts are indicated in preliminary
case filings, a statement to that effect, and (iv) the objectives sought by the plaintiff, if any, other than
monetary or other damages, such as performance or discontinued performance of certain actions.

d. A request that the attorney avoid such vague phrases as "meritorious defenses," "without substantial
merit," and "reasonable chance" in expressing an opinion on the outcome of litigation.
e.

If an opinion cannot be expressed on the outcome of litigation, a request that the attorney so state
together with his/her reasons for that position.

f.

A request that the attorney specify to what extent potential damages are covered by insurance. (It
may be possible to obtain the opinion of the insurer's counsel regarding the applicability of insurance
coverage.)

g. A request that the attorney provide a summary of material litigation, claims, and assessments settled
during the period.
h. A statement that confirmation of the understanding regarding disclosure of unasserted claims and
assessments is an integral part of the audit inquiry and that failure to so confirm will require a
follow-up contact.

i.

A statement that the attorney's response will not be quoted or referred to in the financial statements
without first consulting with him/her.

[The next page is 7401.]
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AAM Section 7400
Management Representations and
Representation Letters
.01 Statement on Auditing Standards (SAS) No. 85, Management Representations, as amended by SAS No.
89 (AU section 333), requires an auditor to obtain written representations from management for all financial
statements and periods covered by the auditor's report. The specific written representations obtained by the
auditor will depend on the circumstances of the engagement and the nature and basis of presentation of the
financial statements.

.02 Written representations from management ordinarily confirm representations explicitly or im
plicitly given to the auditor, indicate and document the continuing appropriateness of such repre
sentations, and reduce the possibility of misunderstanding concerning the matters that are the subject
of the representations. Such representations from management are part of the evidential matter the
independent auditor obtains, but they are not a substitute for the application of those auditing proce
dures necessary to afford a reasonable basis for an opinion regarding the financial statements under
audit.

Specific Representations
.03 In connection with an audit of financial statements presented in accordance with generally accepted
accounting principles, specific representations should relate to the following matters:
Financial Statements

a. Management's acknowledgment of its responsibility for the fair presentation in the financial state
ments of financial position, results of operations, and cash flows in conformity with generally
accepted accounting principles.
b. Management's belief that the financial statements are fairly presented in conformity with generally
accepted accounting principles.

Completeness of Information

c.

Availability of all financial records and related data.

d. Completeness and availability of all minutes of meetings of stockholders, directors, and committees
of directors.

e.

Communications from regulatory agencies concerning noncompliance with or deficiencies in finan
cial reporting practices.

f.

Absence of unrecorded transactions.

Recognition, Measurement, and Disclosure
g. Management's belief that the effects of any uncorrected financial statement misstatements aggre
gated by the auditor during the current engagement and pertaining to the latest period presented are
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immaterial, both individually and in the aggregate, to the financial statements taken as a whole.* (A
summary of such items should be included in or attached to the letter.)
**

h. Information concerning fraud involving (1) management, (2) employees who have significant roles in
internal control, or (3) others where the fraud could have a material effect on the financial statements.
i.

Plans or intentions that may affect the carrying value or classification of assets or liabilities.

j.

Information concerning related-party transactions and amounts receivable from or payable to related
parties.

k.

Guarantees, whether written or oral, under which the entity is contingently liable.

l.

Significant estimates and material concentrations known to management that are required to be
disclosed in accordance with the AICPA's Statement of Position 94-6, Disclosure of Certain Significant
Risks and Uncertainties.

m. Violations or possible violations of laws or regulations whose effects should be considered for
disclosure in the financial statements or as a basis for recording a loss contingency.
n. Unasserted claims or assessments that the entity's lawyer has advised are probable of assertion and
must be disclosed in accordance with Financial Accounting Standards Board (FASB) Statement No.
5, Accounting for Contingencies (AC C59).***

o. Other liabilities and gain or loss contingencies that are required to be accrued or disclosed by FASB
Statement No. 5.
p. Satisfactory title to assets, liens or encumbrances on assets, and assets pledged as collateral.
q.

Compliance with aspects of contractual agreements that may affect the financial statements.

Subsequent Events

r.

Information concerning subsequent events.

The representation letter ordinarily should be tailored to include additional appropriate representations from
management concerning matters specific to the entity's business or industry.

Materiality Considerations
.04 Management's representations may be limited to matters that are considered either individually or
collectively material to the financial statements, provided management and the auditor have reached an
understanding on materiality for this purpose. Materiality may be different for different representations. A
discussion of materiality may be included explicitly in the representation letter, in either qualitative or
quantitative terms. Materiality considerations would not apply to those representations that are not directly
related to amounts included in the financial statements.
If management believes that certain of the identified items are not misstatements, management's belief may be acknowledged by
adding to the representation, for example,
"We do not agree that items XX and XX constitute misstatements because [description of reasons]."

SAS No. 47 states that the auditor may designate an amount below which misstatements need not be accumulated. Similarly, the
summary of uncorrected misstatements included in or attached to the representation letter need not include such misstatements. The
summary should include sufficient information to provide management with an understanding of the nature, amount, and effect of the
uncorrected misstatements. Similar items may be aggregated.
If the entity has not consulted a lawyer regarding litigation, claims, and assessments, the auditor normally would rely on the
review of internally available information and obtain a written representation by management regarding the lack of litigation, claims,
and assessments; see Auditing Interpretation No. 6, Client Has Not Consulted a Lawyer (AU section 9337.15-17).
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Management Representations and Representation Letters

Addressing and Dating
.05 The written representations should be addressed to the auditor. Because the auditor is concerned with
events occurring through the date of his or her report that may require adjustment to or disclosure in the financial
statements, the representations should be made as of a date no earlier than the date of the auditor's report.

Management's Signatures
.06 The letter should be signed by those members of management with overall responsibility for financial and
operating matters whom the auditor believes are responsible for and knowledgeable about, directly or through
others in the organization, the matters covered by the representations. Such members of management normally
include the chief executive officer and chief financial officer or others with equivalent positions in the entity.

Scope Limitations
.07 Management's refusal to furnish written representations constitutes a limitation on the scope of the audit
sufficient to preclude an unqualified opinion and is ordinarily sufficient to cause an auditor to disclaim an opinion
or withdraw from the engagement. However, based on the nature of the representations not obtained or the
circumstances of the refusal, the auditor may conclude that a qualified opinion is appropriate. Further, the auditor
should consider the effects of the refusal on his or her ability to rely on other management representations.

Illustrative Representation Letter—Audit of Financial Statements
.08 The following letter, which relates to an audit of financial statements prepared in conformity with generally
accepted accounting principles, is presented for illustrative purposes only. The introductory paragraph should
specify the financial statements and periods covered by the auditor's report, for example, "balance sheets of XYZ
Company as of December 31,20X1 and 20X0, and the related statements of income and retained earnings and cash
flows for the years then ended." The written representations to be obtained should be based on the circumstances
of the engagement and the nature and basis of presentation of the financial statements being audited.
.09 If matters exist that should be disclosed to the auditor, they should be indicated by listing them
following the representation. For example, if an event subsequent to the date of the balance sheet has been
disclosed in the financial statements, the final paragraph could be modified as follows: "To the best of our
knowledge and belief, except as discussed in Note X to the financial statements, no events have occurred. .
Similarly, in appropriate circumstances, item 6 could be modified as follows: "The company has no plans or
intentions that may materially affect the carrying value or classification of assets and liabilities, except for
our plans to dispose of segment A, as disclosed in Note X to the financial statements, which are discussed in
the minutes of the December 7,20X1, meeting of the board of directors."

.10 The qualitative discussion of materiality used in the illustrative letter is adapted from FASB Statement
of Financial Accounting Concepts No. 2, Qualitative Characteristics of Accounting Information.
.11 Certain terms are used in the illustrative letter that are described elsewhere in authoritative literature.
Examples are fraud, in SAS No. 82, Consideration of Fraud in a Financial Statement Audit (AU section 316), and
related parties, in SAS No. 45, Related Parties, footnote 1 (AU section 334). To avoid misunderstanding
concerning the meaning of such terms, the auditor may wish to furnish those definitions to management or
request that the definitions be included in the written representations.

.12 The illustrative letter assumes that management and the auditor have reached an understanding on
the limits of materiality for purposes of the written representations. However, it should be noted that a
materiality limit would not apply for certain representations, as explained in paragraph 8 of SAS No. 85.
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Illustrative Representation Letter

[Prepared on Client's Letterhead]

[Date]

To [Independent Auditor]
We are providing this letter in connection with your audit(s) of the [identification offinancial statements] of [name
ofentity] as of [dates] and for the [periods] for the purpose of expressing an opinion as to whether the (consolidated)
financial statements present fairly, in all material respects, the financial position, results of operations, and cash
flows of [name of entity] in conformity with generally accepted accounting principles. We confirm that we are
responsible for the fair presentation in the (consolidated) financial statements of financial position, results of
operations, and cash flows in conformity with generally accepted accounting principles.
Certain representations in this letter are described as being limited to matters that are material. Items are
considered material, regardless of size, if they involve an omission or misstatement of accounting information
that, in the light of surrounding circumstances, makes it probable that the judgment of a reasonable person
relying on the information would be changed or influenced by the omission or misstatement.
We confirm, to the best of our knowledge and belief, (as of [date of auditor's report],) the following repre
sentations made to you during your audit(s):
1. The financial statements referred to above are fairly presented in conformity with generally accepted
accounting principles.

2. We have made available to you all—
a.

Financial records and related data.

b.

Minutes of the meetings of stockholders, directors, and committees of directors, or summaries
of actions of recent meetings for which minutes have not yet been prepared.

3. There have been no communications from regulatory agencies concerning noncompliance with or
deficiencies in financial reporting practices.

4. There are no material transactions that have not been properly recorded in the accounting records
underlying the financial statements.
5. We believe that the effects of the uncorrected financial statement misstatements summarized in the
accompanying schedule are immaterial, both individually and in the aggregate, to the financial
statements taken as a whole.

6. There has been no—

a.

Fraud involving management or employees who have significant roles in internal control.

b.

Fraud involving others that could have a material effect on the financial statements.

7. The company has no plans or intentions that may materially affect the carrying value or classification
of assets and liabilities.

8. The following have been properly recorded or disclosed in the financial statements—
a.

Related-party transactions, including sales, purchases, loans, transfers, leasing arrangements,
and guarantees, and amounts receivable from or payable to related parties.

b.

Guarantees, whether written or oral, under which the company is contingently liable.

c.

Significant estimates and material concentrations known to management that are required to be
disclosed in accordance with the AICPA's Statement of Position 94-6, Disclosure of Certain
Significant Risks and Uncertainties. (Significant estimates are estimates at the balance sheet date
that could change materially within the next year. Concentrations refer to volumes of business,
revenues, available sources of supply, or markets or geographic areas for which events could
occur that would significantly disrupt normal finances within the next year.)
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9. There are no—

a.

Violations or possible violations of laws or regulations whose effects should be considered for
disclosure in the financial statements or as a basis for recording a loss contingency.

b.

Unasserted claims or assessments that our lawyer has advised us are probable of assertion and
must be disclosed in accordance with Financial Accounting Standards Board (FASB) Statement
No. 5, Accounting for Contingencies.1

c.

Other liabilities or gain or loss contingencies that are required to be accrued or disclosed by FASB
Statement No. 5.

10. The company has satisfactory title to all owned assets, and there are no liens or encumbrances on
such assets nor has any asset been pledged as collateral.
11. The company has complied with all aspects of contractual agreements that would have a material
effect on the financial statements in the event of noncompliance.

[Add additional representations that are unique to the entity's business or industry. (See paragraph 7 and
appendix B, "Additional Illustrative Representations," of SAS No. 85).]
To the best of our knowledge and belief, no events have occurred subsequent to the balance-sheet date and
through the date of this letter that would require adjustment to or disclosure in the aforementioned financial
statements.

[Name of Chief Executive
Officer and Title]
[Name of Chief Financial
Officer and Title]

1 In the circumstances discussed in footnote 7 of SAS No. 85, this representation might be worded as follows:
We are not aware of any pending or threatened litigation, claims, or assessments or unasserted claims or assessments that
are required to be accrued or disclosed in the financial statements in accordance with FASB Statement No. 5, Account
ing for Contingencies, and we have not consulted a lawyer concerning litigation, claims, or assessments.
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.14 Illustrative Representation Letter—Audit of Personal Financial Statements

[Date]
[To the Independent Auditor]

We are providing this letter in connection with your audit of the statement of financial condition of James
and Jane Person as of [date] and the related statement of changes in net worth for the [period] then ended for
the purpose of expressing an opinion as to whether the financial statements present fairly, in all material
respects, the financial condition and changes in the net worth, of James and Jane Person in conformity with
generally accepted accounting principles. We confirm that we are responsible for the fair presentation in the
statement of financial condition and changes in net worth in conformity with generally accepted accounting
principles.

Certain representations in this letter are described as being limited to matters that are material. Items
are considered material, regardless of size, if they involve an omission or misstatement of accounting
information that, in the light of surrounding circumstances, makes it probable that the judgment of a
reasonable person relying on the information would be changed or influenced by the omission or
misstatement.
We confirm, to the best of our knowledge and belief, [as of (date of auditor's report),] the following repre
sentations made to you during your audit.

1. The financial statements referred to above are fairly presented in conformity with generally accepted
accounting principles.
2. We have made available to you all financial records and related data.
3. There are no material transactions that have not been properly recorded in the accounting records
underlying the financial statements.

4. We believe that the effects of the uncorrected financial statement misstatements summarized in the
accompanying schedule are immaterial, both individually and in the aggregate, to the financial
statements taken as a whole.
5. There has been no—
a.

Fraud involving us, or others who have significant roles in internal control.

b.

Fraud involving others that could have a material effect on the financial statements.

6. We have no plans or intentions that may materially affect the carrying value or classification of assets
and liabilities.
7. The following have been properly recorded or disclosed in the financial statements:

a.

Related-party transactions, including sales, purchases, loans, transfers, leasing arrangements,
and guarantees, and amounts receivable from or payable to related parties.

b.

Guarantees, whether written or oral, under which we are contingently liable.

c.

Significant estimates and material concentrations known to us that are required to be disclosed
in accordance with the AICPA's Statement of Position 94-6, Disclosure of Certain Significant Risks
and Uncertainties. [Significant estimates are estimates at the balance sheet date that could change
materially within the next year. Concentrations refer to volumes of business, revenues, available sources
of supply, or markets or geographic areas for which events could occur that would significantly disrupt
normal finances within the next year.]

8. There are no—
a.

Violations or possible violations of laws or regulations whose effects should be considered for
disclosure in the financial statements or as a basis for recording a loss contingency.

AAM §7400.14

Copyright © 2000, American Institute of Certified Public Accountants, Inc.

46

Management Representations and Representation Letters

9-00

7407

b.

Unasserted claims or assessments that our lawyer has advised us are probable of assertion and
must be disclosed in accordance with Financial Accounting Standards Board (FASB) Statement
No. 5, Accounting for Contingencies.1

c.

Other liabilities or gain or loss contingencies that are required to be accrued or disclosed by FASB
Statement No. 5.

9. We have satisfactory title to all owned assets, and there are no liens or encumbrances on such assets
nor has any asset been pledged as collateral.

10. We have complied with all aspects of contractual agreements that would have a material effect on
the financial statements in the event of noncompliance.

To the best of our knowledge and belief, no events have occurred subsequent to the statement of financial
condition date and through the date of this letter that would require adjustment to or disclosure in the
aforementioned financial statements.

(James Person)

(Jane Person)

1 Footnote 7 of SAS No. 85, Management Representations, states that if a lawyer has not been consulted regarding litigation, claims, and
assessments, the auditor normally would rely on the review of internally available information and obtain a written representation by
management regarding the lack of litigation, claims, and assessments. In the circumstances discussed in footnote 7 to SAS No. 85, this
representation might be worded as follows:
We are not aware of any pending or threatened litigation, claims, or assessments or unasserted claims or assessments
that are required to be accrued or disclosed in the financial statements in accordance with Financial Accounting Stand
ards Board Statement No. 5, Accounting for Contingencies, and we have not consulted a lawyer concerning litigation,
claims, or assessments.
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.15 Illustrative Representation Letter to Other Accountants
[Firm's Letterhead]

[Date]

In connection with the report you have been requested to reissue on the financial statements of
[client's name] for the year ended [date], which statements are to be included
comparatively with similar statements for the year ended[date], we make the following repre
sentations.
We have audited (or reviewed or compiled) the balance sheet of[client's name]
as of[balance-sheet date] and the related statements of earnings, retained earnings, and cash flows for
the year then ended. Our procedures in connection with the engagement did not disclose any events or
transactions subsequent to[predecessor's balance-sheet date] which, in our opinion, would have a
material effect upon the financial statements, or which would require mention in the notes to the financial
statements of[client's name] for the year then ended.

Should anything come to our attention prior to the date our report is issued which, in our judgment, would
have a material effect upon the financial statements covered by your report, we shall notify you promptly.

Very truly yours,

[Engagement Partner's Signature]

Note:

If any matters come to the firm's attention that may require revision of the previous financial
statements, they should be included in a separate paragraph after approval by the engagement
partner.
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.16 Letter to Other Accountants Upon Whose Work We Plan to Rely

[Firm's Letterhead]
[Date]

We are auditing the financial statements of[client's name],___________ [parent
company]. The financial statements of[other accountants' client's name] that you
are auditing are to be included in the financial statements of[client's name]. We
will rely on your report on the financial statements in expressing an opinion on the (consolidated) financial
statements of[client's name] (and subsidiaries). In that connection, we will refer
to your report.
Please confirm to us that your firm is independent with respect to
[client's name]
and
[other accountant's client's name] within the meaning of Rule 101 of the Code
of Professional Conduct of the American Institute of Certified Public Accountants.
Please provide us promptly, in writing, with the following information in connection with your current
examination of the financial statements of[other accountant's client's name] with
respect to:

1. Related-party transactions or other matters that have come to your attention. We are aware of the
following related parties:[names of known related parties].

2. Any limitation on the scope of your examination that is related to the financial statements of
[client's name], or that limits your ability to respond to this inquiry.
Please update your letter to indicate any additional matters of the type designated above that have come to
your attention through the date of your report on the financial statements of________________________ __
[other accountants' client's name].
Very truly yours,

[Engagement Partner's Signature]
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.17 Illustrative Updating Management Representation Letter
The following letter is presented for illustrative purposes only. It may be used in the circumstances described
in paragraph 12 of SAS No. 85. Management need not repeat all of the representations made in the previous
representation letter.
If matters exist that should be disclosed to the auditor, they should be indicated by listing them following
the representation. For example, if an event subsequent to the date of the balance sheet has been disclosed
in the financial statements, the final paragraph could be modified as follows: "To the best of our knowledge
and belief, except as discussed in Note X to the financial statements, no events have occurred...."

[Firm's Letterhead]

[Date]
To [Auditor]
In connection with your audit(s) of the [identification offinancial statements] of [name of entity] as of [dates] and
for the [periods] for the purpose of expressing an opinion as to whether the (consolidated) financial statements
present fairly, in all material respects, the financial position, results of operations, and cash flows of [name of
entity] in conformity with generally accepted accounting principles, you were previously provided with a
representation letter under date of [date of previous representation letter]. No information has come to our
attention that would cause us to believe that any of those previous representations should be modified.
To the best of our knowledge and belief, no events have occurred subsequent to [date of latest balance sheet
reported on by the auditor] and through the date of this letter that would require adjustment to or disclosure
in the aforementioned financial statements.
[Name of Chief Executive
Officer and Title]

[Name of Chief Financial
Officer and Title]

[The next page is 7501.]
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AAM Section 7500
Communication With Audit Committees
.01

Illustrative Communication With Audit Committees

*
Addressee:

Statement on Auditing Standards (SAS) No. 61, Communication With Audit Committees, as amended by SAS
No. 89, Audit Adjustments, and SAS No. 90, Audit Committee Communications, (AU section 380) issued by the
AICPA Auditing Standards Board requires the auditor to communicate certain matters to those responsible
for the oversight of the financial reporting process. The following comments regarding the scope and results
of our audit of (name of client) for the year ended December 31,20X2 will assist you in overseeing the financial
reporting and disclosure process for which management is responsible.
Scope of Audit
Our responsibility is to express an opinion on the financial statements based on our audit. This audit is to be
conducted in accordance with generally accepted auditing standards. Those standards require that we plan
and perform the audit to obtain reasonable assurance about whether the financial statements are free of
material misstatement. An audit also includes assessing the accounting principles used and significant
estimates made by management, as well as evaluating the overall financial statements presentation.

Results of Audit
This part of the letter would address the following:
1. Management's choice of significant accounting policies and their application. This includes methods
proposed for new transactions or events, significant unusual transactions, or controversial areas such
as equity investments, off-balance-sheet financing or revenue recognition;

2. Procedures used by management to determine accounting estimates and the data the auditor has
considered to determine the reasonableness of the estimates;

3. Adjustments arising from the audit that could, in his judgment, either individually or in the
aggregate, have a significant effect on the entity's financial reporting process.
4. Uncorrected misstatements aggregated by the auditor during the current engagement and pertaining
to the latest period presented that were determined by management to be immaterial, both individu
ally and in the aggregate, to the financial statements taken as a whole.
5. In connection with an SEC engagement, the auditor's judgments about the quality, not just the
acceptability, of the entity's accounting principles as applied in its financial reporting. (See SAS No.
90 (AU section 380.11) for further information.)

6. Other information presented by management that is included with the entity's audited financial
statements. The auditor should discuss the nature of his/her responsibility for such information with
the audit committee/ including procedures performed, if any, and the results;

7. Nature of and circumstances surrounding any disagreements with management about the applica
tion of GAAP, the determination of accounting estimates, or scope of the audit that could be
significant to the entity's annual reporting;
Audit Committee, or other formally designated oversight group which is equivalent to the audit committee such as a finance
committee or budget committee.
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8. Auditor's views about any accounting or auditing matters discussed by management with other
auditors (opinion shopping);
9. Major discussions by management with the auditor about the initial or continued retention of the
auditor; and

10. Any serious difficulties encountered in conducting the audit.

This report is intended solely for the information and use of the audit committee,* management and others
in the organization (or specified regulatory agency) and is not intended to be and should not be used by
anyone other than these specified parties.

[Signature]
[Date]

[Source: SAS No. 61, as amended by SAS Nos. 87,89, and 90 (AU section 380)]

Note: SAS No. 61 (AU section 380), is required to be followed for (1) entities that either have an audit
committee or that have otherwise formally designated oversight of the financial reporting process
to a group equivalent to an audit committee (such as a finance committee or budget committee) and
(2) all Securities and Exchange Commission (SEC) engagements.

Audit Committee, or other formally designated oversight group which is equivalent to the audit committee such as a finance
committee or budget committee.
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Report on Reportable Conditions

[Date of Auditor's Report on the Financial Statements]
In planning and performing our audit of the financial statements of the(client's name) for
the year ended(financial statement date), we considered its internal control in order to
determine our auditing procedures for the purpose of expressing our opinion on the financial statements
and not to provide assurance on internal control. However, we noted the following matters involving internal
control and its operation that we consider to be reportable conditions under standards established by the
American Institute of Certified Public Accountants. Reportable conditions involve matters coming to our
attention relating to significant deficiencies in the design and operation of internal control that, in our
judgment, could adversely affect the entity's ability to record, process, summarize, and report financial data
consistent with the assertions of management in the financial statements.
Bank Reconciliations

Bank reconciliations have been prepared for the operating cash account, but they have not been in agreement
with the general ledger, often by as much as. At_________________ , the general ledger
balance varied from the bank reconciliation by $.
In prior years, the bank reconciliations did not reconcile exactly to the general ledger; however, the variances
were not as significant as in 20XX. To maintain effective internal controls over cash, it is critical that bank
accounts be reconciled to the general ledger monthly with differences identified and resolved immediately.
At the present time, an adjusting journal entry should be made to bring the general ledger balance into
agreement with the reconciled balance.
Accounts Payable

A listing of accounts payable as of
could not be produced to support the general ledger
amount. We were able to reconcile accounts payable to the general ledger amount by reviewing computer
generated payable listings dated, along with examining unpaid, invoices at the time of
our field work.
As indicated in previous letters to the Board, accounts payable has been an ongoing problem due to the fact
that the accounts payable listing is not reconciled to the general ledger monthly. Proper recording of accounts
payable is a key to maintaining adequate financial statements. Whether computer-generated or manually
prepared, a detailed accounts payable listing should be reconciled monthly to the general ledger balance. All
reconciliations should be reviewed and approved by someone other than the preparer, with the reviewer
being responsible for ensuring that all differences are resolved.
Property and Equipment

Documentation provided to support the changes in property and equipment was not in agreement with the
changes in the general ledger balances, for some categories, by as much as
Also, the computer-gen
erated list of property and equipment was not in agreement with the total property and equipment recorded
in the general ledger; therefore, this listing was not a useful resource.

The property and equipment computer listing should be reviewed, revised, and reconciled to the general
ledger. Changes in property and equipment should be recorded timely and the detailed property and
equipment listing should be reconciled to the general ledger balances monthly.
The procedures for recording fixed asset additions and deletions should be reviewed to determine their
adequacy. Adjusting journal entries with regard to trade-ins, sales and other retirements of fixed assets
should be reviewed by the Treasurer or someone other than the person preparing the entry. Examples of
problems encountered include improper capitalization of assets when a like kind exchange or trade-in is
involved and improper recording of gain or loss on sale of assets.
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An annual or biannual physical inventory of equipment is an effective management tool to help maintain
detail property and equipment records and strengthen controls of safeguarding equipment. The Board
should consider making a physical inventory a standard procedure.
This report is intended solely for the information and the use of the Board of Directors, management, and
others within the entity and is not intended to be and should not be used by anyone other than these specified
parties.

Very truly yours,

[Engagement Partner]
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Report on Reportable Conditions That Also Identifies a Material Weakness

[Date of Auditor's Report on the Financial Statements]
In planning and performing our audit of the financial statements of the(client's name) for
the year ended(financial statement date), we considered its internal control in order to
determine our auditing procedures for the purpose of expressing our opinion on the financial statements
and not to provide assurance on internal control. However, we noted the following matters involving internal
control and its operation that we consider to be reportable conditions under standards established by the
American Institute of Certified Public Accountants. Reportable conditions involve matters coming to our
attention relating to significant deficiencies in the design and operation of internal control that, in our
judgment, could adversely affect the entity's ability to record, process, summarize, and report financial data
consistent with the assertions of management in the financial statements.

Accrued Vacation

Although accrued vacation has not been recorded on the financial statements, the amount of accrued vacation
must be considered in determining the fair presentation of the financial statements. The year end analysis of
accrued vacation had a balance significantly lower than the prior year's balance. The details of the analysis
were traced to the "attendance control cards." We found (1) the number of days earned on the listing did not
agree to that recorded in the cards, (2) individuals were reported in the cards with earned vacation but were
not on the listing, and (3) some of the cards appeared to not have been maintained.
Detailed records of vacation days earned and used by employees should be timely and accurately main
tained. At least annually, these days should be converted to dollar amounts. Management should review the
conversion and consider reporting this liability on the financial statements for complete recognition of
liabilities.

Discussions with the Office Manager revealed that not all employees are required to notify her when they
use vacation days. All employees should be required to inform the Office Manager of all vacation days taken.
Employees should also be asked to periodically review their vacation records with the Office Manager and
to indicate their agreement by signing the records.

Bad Debts
During 20XX, the Board approved the write-off of accounts receivable of about
charged to revenue rather than to bad-debt expense.

The write-off was

Procedures for recording bad debt write-offs should be reviewed for adequacy. All adjusting entries
should be reviewed by the Treasurer or a member of management other than the person preparing the
journal entry.

A material weakness is a reportable condition in which the design or operation of one or more of the
internal control structure elements does not reduce to a relatively low level the risk that errors or
irregularities in amounts that would be material in relation to the financial statements being audited
may occur and not be detected within a timely period by employees in the normal course of performing
their assigned functions.
Our consideration of the internal control structure would not necessarily disclose all matters in the internal
control structure that might be reportable conditions and, accordingly, would not necessarily disclose all
reportable conditions that are also considered to be material weaknesses as defined above. However, we
believe that the following reportable condition is a material weakness.

Blank Checks
Blank checks are maintained in an unlocked cabinet along with the check signing machine.
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Blank_checks and the check signing machine should be locked in separate locations so as to prevent the
embezzlement of funds.

This report is intended solely for the information and use of the Board of Directors, management, and others
within the entity and is not intended to be and should not be used by anyone other than these specified
parties.

Very truly yours,

[Engagement Partner]

[The next page is 7601.]
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Illustrative Reliance Letter

Addressee:
The following is in response to your letter to our firm dated.

We performed an audit of ABC Company's balance sheet dated December 31, 20X0, and the related
statements of income, retained earnings, and cash flow for the year then ended. The financial statements
were audited as of the financial statement date and the audit procedures performed were completed on
March 28,20X1 (audit report date). No additional audit procedures were performed subsequent to March 28,
20X1.
The audit was conducted in accordance with generally accepted auditing standards. Those standards require
that we plan and perform the audit to obtain reasonable assurance about whether the financial statements
are free of material misstatement. However, a properly designed and executed audit may not detect a
material irregularity. For example, generally accepted auditing standards do not require that an auditor
authenticate documents, nor is an auditor trained to do so. Also audit procedures that are effective for
detecting a misstatement that is unintentional may not be effective for a misstatement that is intentional and
is concealed through collusion between client personnel and third parties or among management or
employees of the client.

We understand that you intend to rely on the report and associated statements in connection with (describe
as precisely as possible the transaction in connection with which the third party intends to rely on the report and
statements). It should be noted that the audit procedures performed in order to render an opinion on the
financial statements of ABC Company may not be adequate or appropriate for this purpose. Because of the
limitations inherent in the audit process we may not have detected all material misstatements. Accordingly,
our audit was not intended for your benefit and should not be taken to supplant the inquiries and procedures
that you should take to satisfy yourself as to ABC Company's credit-worthiness. We recommend that you
perform your own due diligence investigation which should include but not be limited to the following steps
(itemize). We emphasize that this list of procedures may not be all inclusive and that we cannot provide any
assurance that the procedures we have mentioned will be sufficient for your purposes.

[Signature]

[Date]

[The next page is 7701.]
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Illustrative Proposal Letter

[Date]

We appreciate this opportunity to present a proposal for (nature of services) and a brief description of our firm
and services.

Our firm was formed in 20____ We have
partners and
staff and support personnel working with
clients in accounting and auditing, taxation, and various consulting services. Although we serve all size
clients, our clientele consists primarily of small and medium-size businesses such as yours.
Our professional objectives are to provide the highest quality services on a timely basis. As a member of the
AICPA Division for Firm's Private Companies Practice Section, our accounting and auditing practice has
been subjected to a review by another firm of CPAs. We received an unqualified opinion as a result of that
review. We extend our client relationships to include ongoing contact and services to achieve our services
objectives.
We have extensive experience in the
industry. This experience and related understanding of
your industry's operations permit us to design, perform, and complete engagements for your company
effectively and at a reasonable cost.

Our services include the following:
•

Accounting, Auditing, and Attestation Services
Our accounting, auditing, and attestation services include annual or special audits, compilations and
reviews of financial statements, and the examination and review of financial and other information under
the attestation standards. We accompany our report on audited financial statements with a reportable
conditions letter and a management letter that include suggestions to correct internal control weaknesses
and recommendations for operational efficiencies. Our purpose in making these suggestions is to help
you accomplish your operational objectives. These suggestions often result in cost savings.

•

Tax Services
We offer diversified tax services, including assistance in all phases of federal, state, and local income
taxes; estate, inheritance, and gift taxes; and payroll and other taxes. These services include tax return
preparation, tax research, and representation of clients at administrative proceedings before the
various taxing authorities. The objectives of our tax services are to minimize taxes and potential
problems.

•

Consulting Services

Our consulting services are designed to assist clients in improving efficiency and profitability. Our
approach offers assistance in such areas as developing plans for problem identification or implement
ing more effective operating controls, evaluating information systems and installing or upgrading
data processing systems.
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, an audit partner, will be primarily responsible for your engagement.

As you requested, our proposal is for(state nature of services).

We estimate that our fees for the proposed services will be approximately $________, plus out-of-pocket
expenses, billable as the work progresses. Our fees are based on time spent on the engagement. Should we
encounter any unforeseen circumstances requiring additional time, you will be notified promptly of the
situation.
Our fee estimate is based on the assumption that your personnel will prepare certain schedules and analyses
for us. We also anticipate their assistance in locating invoices and other documents for our examination.
Our firm is organized and staffed to help you satisfy our business needs. Please call ______ with
questions about this proposal.

Very truly yours,

[Firm Signature]

[The next page is 8001.]
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AAM Section 8000
Audit Risk Alerts
The material included in this section is intended to provide auditors with an overview of recent economic,
professional, and regulatory developments that may affect audits they perform. The material in this section
has not been approved, disapproved, or otherwise acted on by a senior technical committee of the AICPA.
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AAM Section 8010
Audit Risk Alert—2000/01
In This Year's Alert...
•

What is the purpose of this Audit Risk Alert? What are the risks associated with the audit process?

•

What are the current conditions in the U.S. economy?

•

What are some of the significant elements of the recent independence proposals put forth by the SEC?
How well do you understand the AICPA concepts of auditor independence? Test your knowledge
and find out!

•

What actions has the SEC taken against auditors in fraud-related enforcement actions?

•

What significant audit issues arise in an e-business environment?

•

What guidance is available for auditing derivative instruments?

•

What are some of the more commonly cited audit engagement deficiencies? Where can you find
authoritative guidance on these matters?

•

What are some of the significant findings outlined in the report issued by the Panel on Audit
Effectiveness?

•

What should you know about money laundering?

•

What new auditing and attestation pronouncements have been issued this year?

•

What new accounting pronouncements have been issued this year?

•

What new independence and ethics standards have been issued?

•

What are Assurance Services Alerts?

•

What are CPA Performance View Services?

•

What exposure drafts are currently outstanding?

•

What other AICPA publications may be of value to my practice?

•

How can I order AICPA products? What other AICPA services may be of interest to me?
*

*

*

*

Introduction
What is the purpose of this Audit Risk Alert?
What are the risks associated with the audit process?
.01 This Audit Risk Alert is intended to help auditors plan their 2000 year-end audits. Successful audits
are the result of a number of factors, including the acceptance of clients with integrity; adequate partner
involvement in planning, supervising, and performing audits; an appropriate level of professional skepticism;
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and the allocation of sufficient audit resources to high-risk areas. Addressing these factors in each audit
engagement requires substantial professional judgment based, in part, on knowledge of professional
standards and current developments in business and government.
.02 Throughout the audit process, from the initial consideration of whether to accept a client to the
issuance of the audit report, auditors should consider overall engagement risk. According to the AICPA's
Professional Issues Task Force (PITF) Practice Alert 94-3, Acceptance and Continuance of Audit Clients,1
engagement risk consists of the following three components:
1. Client's business risk—The risk associated with the entity's survival and profitability

2. Audit risk—The risk that the auditor may unknowingly fail to appropriately modify his or her opinion
on financial statements that are materially misstated
3. Auditor's business risk—The risk of potential litigation costs from an alleged audit failure and the risk
of other costs (whether an audit failure is alleged or not), such as fee realization and the effect on the
auditor's reputation resulting from association with the client

. 03 Although this Audit Risk Alert does not provide a complete list of the risk factors to be considered,
and the items discussed do not affect risk in every audit, it can be used as a planning tool for matters that
may be significant for a specific audit. During the conduct of all engagements, auditors must remember that
their paramount responsibilities are to boards of directors, shareholders, creditors, and the public. This
requires the traits that are the hallmarks of auditors: independence, objectivity, and integrity.

Economic Environment
What are the current conditions in the U.S. economy?
.04 Statement on Auditing Standards (SAS) No. 22, Planning and Supervision (AICPA, Professional Stand
ards, vol. 1, AU sec. 311), among other matters, points out some of the important considerations that should
be addressed in the planning phase of the audit. One of those considerations is the need for auditors to
understand the economic conditions affecting the industry1
2 in which the client operates. Economic activity
relating to such factors as interest rates, consumer confidence, overall economic expansion or contraction,
inflation, and the labor market, are likely to have an impact on the entity being audited. That impact may
range from subtle to profound. From the auditor's perspective the economic environment in which an entity
operates may affect the consideration of matters that include an entity's ability to continue as a going concern,
financial statement fraud, accounting estimates, analytical procedures, and internal control. With that said,
let's take a look at a snapshot of domestic economic activity during 2000.
.05 Once again, the U.S. economy put in an impressive performance. The current economic expansion, the
longest in the nation's history, maintained strong momentum in the first half of 2000, continuing the rapid rate
of growth that prevailed during the second half of 1999. This despite concerns over the potential negative impact
of the year 2000 bug, which proved to be unfounded because major disruptions did not materialize. Overall, 2000
has been characterized by vigorous consumer spending; surging capital investment in new, cost-saving technolo
gies; rising levels of worker productivity; and historically low rates of unemployment.
.06 There were, however, some signs suggesting that a moderation in economic growth may be on the
horizon. For instance, inflation, though still moderate, increased over 1999 levels. This increase was largely
attributable to the higher costs associated with imported crude oil. Interest rates were also on the rise, driven
1 See the "PITF Practice Alerts" section for further information on Practice Alerts.
2 Industry-specific economic conditions are discussed in the various AICPA industry Audit Risk Alerts. See "On the Bookshelf" in the
"Resource Central" section of this Alert for further information.
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by the Federal Reserve Bank's anti-inflation strategy that raised the overnight federal funds rate almost two
percentage points over 1999. The stock market reached new highs—the Dow Jones Industrial Average (DJIA)
climbed to 11,500 and the National Association of Securities Dealers Automated Quotation (NASDAQ), to
5,000. However, both indexes experienced precipitous declines from those heights during 2000 as the bottom
dropped out of a number of business sectors. Most notable among them were the "new economy" stocks.
The market did begin a slow recovery, but periods of price volatility continued.

.07 Some key statistics relating to the overall performance of the economy follow:3
• Gross domestic product (GDP)—which measures the output of goods and services produced by labor
and property located in the United States—increased at a rate of 4.8 percent in the first quarter of
2000. GDP then rose to 5.6 percent in the second quarter of 2000. Estimates for third-quarter GDP
suggest that the economy has slowed to a growth rate in the 3 percent range. Estimated annualized
GDP for 2000 is 4.5 percent.

• Consumer confidence,4 a key predictor of household spending, reached a record high of 144.7 in
January, which it matched again in May before moderating a bit to 141.9 in September. During the
first quarter of 2000 personal consumption expenditures rose at an annualized rate of 7.75 percent,
the sharpest increase since 1983. That rate declined to 3.1 percent in the second quarter. Business
investment in equipment and software, however, showed strong growth—20.6 percent in the first
quarter and 17.9 percent in the second quarter.

• Unemployment hovered around 4 percent for much of the year, dropping to 3.9 percent in April and
September, a thirty-year low. Inflation, though on the rise, remained low at an annualized estimate
of under 3 percent.
• Interest rates inched up during the year but still remained near historically moderate levels. By the end
of the third quarter, the prime rate (the rate many banks charge their top customers and to which other
interest rates are often linked) reached 9.5 percent, and thirty-year fixed mortgage rates generally
remained under 8 percent. The Federal Reserve raised its federal funds rate (the interest rate at which
banks lend to each other overnight) during 2000, reaching 6.5 percent by the third quarter.

.08 The general consensus is that the current economic expansion is expected to continue through next year,
but at a more moderate pace. Expectations for some key economic indicators in 2001 include the following:

•

GDP is likely to drop slightly to 4 percent.

•

A modest level of inflation in the area of 3 percent, is expected.

•

Interest rates are likely to remain stable. Prime is expected to hover around 9.5 percent.

•

The growth of consumer spending should slow somewhat to 3.5 percent.

•

Weaker corporate profits are expected, averaging 8 percent growth.

•

Business spending should be moderate, with a 10 percent increase over 2000.

•

Unemployment is expected to edge up a bit to 4.3 percent.

Keep in mind that these statistics represent the economy as a whole. When using information such as this—for
example, when developing auditor expectations in performing analytical procedures in accordance with SAS
No. 56, Analytical Procedures (AICPA, Professional Standards, vol. 1, AU sec. 329) or evaluating significant
accounting estimates in accordance with SAS No. 57, Auditing Accounting Estimates (AICPA, Professional
Standards, vol. 1, AU sec. 342)—you should understand that there will be variations based on unique regional
3 See appendix A of this Alert [paragraph .160] for a listing of Internet sites that provide up-to-date information on the state of the
economy.
4 As measured by the Conference Board. See www.conferenceboard.org for further information.
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or industry circumstances. Not all sectors of the economy, and not all industries (or, for that matter, entities
within those industries), are benefiting equally, despite overall economic prosperity. Also, those that do
prosper don't necessarily prosper in a manner that mirrors the movement of the overall economy. So
remember, as always, adopt an approach of professional skepticism when planning and performing your
audit. Look "beyond the numbers" to gain a deeper understanding of the implications of economic events
on the audits you perform.
.09 In addition to these economic issues, a number of noteworthy events affecting the profession occurred
this year. Among them were—
•

The continuing focus on auditor independence.

• Publication of the Auditing Standards Board (ASB) commissioned report "Fraud-Related SEC
Enforcement Actions Against Auditors: 1987-1997."

•

Issuance of the final "Report and Recommendations of the Panel on Audit Effectiveness."

•

The explosive growth of electronic business (e-business) and its impact on auditors.

•

New accounting standards issued by the Financial Accounting Standards Board (FASB) and the
Accounting Standards Executive Committee (AcSEC), and new staff bulletins from the Securities and
Exchange Commission (SEC).

• The issuance of new auditing standards SAS Nos. 88 through 93, including new guidance from the
ASB on derivatives and attestation standards.

We will discuss these and other events, their implications to auditors and, where appropriate, use them as
an opportunity to review our understanding of professional standards.

Executive Summary—Economic Environment

•

SAS No. 22 cites the need for auditors to understand how economic conditions affect the industry
in which the audit client operates.

•

Despite concerns over the year 2000 bug, key economic statistics clearly show the continuing
strength of the economy.

Remember that when assessing the specific audit implications of economic events, such statistical
information may not reflect variations that arise from unique regional, industry, and entity
circumstances.
• Beyond economic issues, a number of noteworthy events relating to auditor independence,
derivatives guidance, an ASB commissioned report on fraud, and other matters occurred this year.

•

Audit Issues and Current Events
Auditor Independence
What are some of the significant elements of the recent independence proposals put forth by the SEC?
How well do you understand the AICPA concepts of auditor independence?
Test your knowledge and find out!
.10 Independence is a unique and important quality of CPAs that sets us apart from other professions.
Auditing standards require that an auditor be independent of the entity being audited. Regulatory require
ments regarding independence exist as well. Given the pervasive impact of independence and the recent
events that keep this issue in the forefront, we'll revisit the topic in this year's Alert.
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.11 First we'll look at the activities of the SEC, specifically their recently issued proposal on auditor
independence. If you're an auditor of an entity that is subject to SEC regulations, you'll need to gain an
understanding of the changes being proposed. (Don't forget to follow SEC action on this proposal to see how
the final regulations turn out.) Then it's off to a short quiz we've developed to help you gauge your
knowledge of some of the general concepts that underlie the AICPA's independence standards. We're also
presenting information on the independence standards recently issued by the AICPA and the Independence
Standards Board (ISB). Please refer to the "Independence and Other Ethics Standards" section of this Alert
for further information.
SEC Proposals on the Modernization of Auditor Independence

.12 On June 27, 2000, the SEC issued a rule proposal to modernize its rules on auditor independence.
This proposal focuses on—
1. Investments in audit clients by auditors or their family members.

2. Employment relationships between auditors or their family members and audit clients.
3. The scope of services provided by audit firms to their audit clients.

.13 Among the major changes being proposed are—
•

A significant reduction in the number of audit firm employees and their family members whose
investments in audit clients would impair auditor independence.

•

The identification of certain nonaudit services that, if provided to an audit client, would impair
auditor independence. The proposals would not extend to services provided to nonaudit clients.

•

The creation of a limited exception provided to accounting firms for inadvertent independence
violations if the firm has quality controls in place and the violation is corrected promptly.

•

Companies' would disclose in their annual proxy statements certain information about nonaudit
services provided by their auditors during the last fiscal year.

.14 Furthermore, the SEC has highlighted four basic principles by which the SEC proposes to measure
auditor independence. These principles are rooted in the bedrock philosophy that auditors must be inde
pendent in fact and in appearance. These principles provide that an auditor is not independent when the
auditor—
1. Has a mutual or conflicting interest with the audit client.

2. Audits his or her own work.
3. Functions as management or an employee of the audit client.

4. Acts as an advocate for the audit client.

.15 Here's a brief overview of the major areas addressed by the SEC's proposal:
1. Financial relationships—The proposal would significantly narrow the circle of people whose invest
ments trigger independence concerns to principally those who work on the audit or can influence
the audit.
2. Employment relationships—The proposal would greatly reduce the pool of people within an audit firm
whose families would be affected by the employment restrictions necessary to maintain independence.
3. Business relationships—Consistent with existing rules, independence would be considered impaired
if the auditor or any covered person has a direct or material indirect business relationship with the
audit client, other than providing professional services or acting as a consumer in the ordinary course
of business.
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AAM §8010.15

8020

Audit Risk Alerts

48

1-01

4. Nonaudit services—The proposal identifies certain nonaudit services that the SEC believes are incon
sistent with independence. They include bookkeeping or other services related to the audit client's
accounting records or financial statements, financial information systems design and implementa
tion, appraisal or valuation services, fairness opinions, or contributions-in-kind reports where there
is a reasonable likelihood that the auditor will audit the results, internal audit outsourcing, manage
ment functions, human resources, broker-dealer, investment adviser, or investment banking services,
legal services, and expert services.
5. Contingent fee arrangements—The proposal states that an auditor cannot provide any service to an
audit client that involves a contingent fee.

6. Quality controls—The proposal provides a limited exception from independence violations to the firm
if the individual did not know, and was reasonable in not knowing, the circumstances giving rise to
his or her violation, the violation was corrected promptly once the violation became apparent, and
the firm has quality controls in place that provide reasonable assurance that the firm and its
employees maintain their independence.
7. Proxy disclosure requirement—The proposal would require registrants to disclose in their annual proxy
statements information relating to services and fees provided by the auditor over a specified dollar
amount.

Help Desk—The above represents a summary of significant issues addressed by the
proposal. The full text of the proposed rule change can be obtained from the SEC's Web
site at www.sec.gov/news/audind2.htm. Note that as of the writing of this Alert, no
final rule had been adopted. Look to the SEC's Web site for information on the issuance
of a final rule.

.1 6 In addition to the issue of independence, the SEC staff has engaged in other important activities
recently, such as the issuance of the following new staff accounting bulletins (SAB):5
•

SAB No. 100—Restructuring and Impairment Charges. This staff accounting bulletin expresses views
of the staff regarding the accounting for and disclosure of certain expenses commonly reported in
connection with exit activities and business combinations. This includes accrual of exit and employee
termination costs pursuant to Emerging Issues Task Force (EITF) Issue Nos. 94-3, Liability Recognition
for Certain Employee Termination Benefits and Other Costs to Exit an Activity (Including Certain Costs
Incurred in a Restructuring), and No. 95-3, Recognition of Liabilities in Connection with a Purchase Business
Combination, and the recognition of impairment charges pursuant to Accounting Principles Board
(APB) Opinion No. 17, Intangible Assets, and FASB Statement of Financial Accounting Standards No.
121, Accounting for the Impairment of Long-Lived Assets and for Long-Lived Assets to Be Disposed Of.

•

SAB No. 101—Revenue Recognition in Financial Statements. This SAB summarizes certain of the staff's
views in applying generally accepted accounting principles (GAAP) to revenue recognition in
financial statements. The staff is providing this guidance due, in part, to the large number of revenue
recognition6 issues that registrants encounter.

Help Desk—If you're the auditor of an SEC registrant, you'll need to be conversant with
these important SABs. The complete text of these bulletins can be downloaded from the
SEC's Web site at www.sec.gov/rules/acctindx.htm.

.17 Note also that the SEC has adopted new rules and amendments to its current rules to require that
companies' independent auditors review the companies' financial information prior to the companies filing
5 SABs are not rules or interpretations of the SEC; they represent interpretations and practices followed by staff of the Office of the
Chief Accountant and the Division of Corporation Finance in administering the disclosure requirements of the federal securities laws.
6 The AICPA is currently developing a new Audit Guide that addresses industry-specific revenue recognition issues. Look for
announcements in the CPA Letter and the Journal of Accountancy for the Guide's availability.
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their Quarterly Reports on Form 10-Q or Form 10-QSB with the Commission and to require that companies
include in their proxy statements certain disclosures about their audit committees and reports from their
audit committees containing certain disclosures.

.18 The rules are designed to improve disclosure related to the functioning of corporate audit committees
and to enhance the reliability and credibility of financial statements of public companies. See the complete
text of this final rule, Audit Committee Disclosure, at www.sec.gov/rules/final/34-42266.htm.
Independence—Test Your Knowledge!

.19 In last year's Alert we discussed some of the basic concepts that underlie auditor independence. Given
the continuing emphasis placed on independence we thought it would be beneficial to revisit the topic this
year, but with a slightly different approach.
.20 How well do you understand independence? Do you know? Perhaps you believe that you have a general
understanding of the fundamentals. Maybe you don't know how much, or how little, you really do know. Well,
here's a quick quiz to help you gauge your knowledge of AICPA independence standards.7 If after taking the
quiz you feel that there's some room for improvement, turn to appendix B, where we've provided a list of AICPA
resources that you may find useful. You'll also find the answers in appendix B, but no peeking. Good luck!
Q1.

SAS No. 1, Codification of Auditing Standards and Procedures (AICPA, Professional Standards,
AU secs. 150, "Generally Accepted Auditing Standards," and 220, "Independence") provides that
"in all matters relating to the assignment, an independence in mental attitude is to be maintained
by the auditor or auditors." Therefore, as long as you maintain a mental attitude of independence,
you are considered to be independent.
True

Q2.

Because independence is considered to be the bedrock philosophy of the profession, it is required
for all professional services offered by CPAs.

True
Q3.

False

When assessing a firm's independence, consideration need only be given to the firm's partners
and engagement personnel.
True

Q7.

False

Fact Pattern—Same scenario as question 4, but now the immaterial direct interest is held not by
the firm's audit partner, but by the firm's tax partner. In addition, the tax partner will have no
involvement in the engagement. Given these facts, the firm's independence is considered to be
impaired.
True

Q6.

False

Fact Pattern—A CPA firm has been requested to perform an audit for a new client. The firm's
audit partner owns shares of the client. However, because the investment is clearly immaterial
to the partner's net worth, the firm would be considered independent.
True

Q5.

False

In all circumstances, when making an assessment of a firm's independence, consideration need
only be given to standards promulgated by the AICPA.
True

Q4.

False

False

AICPA independence standards make frequent use of the term member. As such, only members
of the AICPA are bound by these independence standards.

True

False

7 The quiz does not reflect the standards of other regulators, for example, the SEC or the Government Accounting Office (GAO—Yellow Book).
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Independence may be impaired if bookkeeping services are provided to an audit client.
True

Q9.

48

False

Fact Pattern—A firm partner has a loan with an officer of a potential audit client. The loan is not
one that is specifically permitted by independence Ethics Interpretation No. 101-5, "Loans From
Financial Institution Clients and Related Terminology," of ET section 101, Independence (AICPA,
Professional Standards, vol. 2, ET sec. 101.07). Accordingly, independence is impaired with respect
to this entity. However, if the partner pays off the loan prior to the engagement, independence
will not be considered to be impaired.

True

False

Q10. Fact Pattern—On July 1, 2000, XYZ Company engages you to perform its audit for the twelve
months ended December 31,1999. In March 1999, you prepared the company's 1998 corporate
tax return, for which you have still not been paid. As a result, your independence is impaired.
True

False

Now turn to appendix B to see how you fared. And don't worry, we won't be collecting the quiz ... this time.

Executive Summary—Auditor Independence
•

Auditor independence is a unique and important quality of CPAs. Recent events continue to keep
this topic in the forefront of matters affecting the profession.

•

The SEC proposals to modernize its rules on independence relax some positions and make others
more restrictive. Auditors of entities subject to SEC regulations should be alert to the issuance of
final regulations.

•

How well do you understand some of the AICPA's underlying concepts of auditor independence?
Take our short quiz and find out.

Fraud-Related Actions Against Auditors
What actions has the SEC taken against auditors in fraud-related enforcement actions?
.21 You may recall that in last year's Alert we discussed the Committee of Sponsoring Organizations of
the Treadway Commission's (COSO) report titled Fraudulent Financial Reporting: 1987-1997, An Analysis of
U.S. Public Companies. That report offered an analysis of financial statement fraud by examining 204 cases of
fraud that had been investigated by the SEC. The facts and circumstances of those cases were outlined in the
SEC's Accounting and Auditing Enforcement Releases (AAER) issued during the period of January 1987
through December 1997.

.22 The AICPA published a related research report on fraud, titled Fraud-Related SEC Enforcement Actions
Against Auditors: 1987-1997. The report examines fifty-six of the 204 AAERs examined in the COSO report,
in which the SEC took enforcement actions against the auditors. The objective of this research project was to
identify the circumstances in which auditors were cited by the SEC, as well as the alleged audit deficiencies
that caused the auditors to be cited.
.23 The report provides some valuable insights into potential audit pitfalls. You'll find these insights to
be useful in helping to better understand, and fulfill, your responsibilities under professional standards.
Armed with this knowledge, you'll be more likely to avoid some of the pitfalls noted. To that end, we describe
some of the significant findings of the report in the narrative that follows. Later in the Alert, we'll highlight
some of the alleged audit deficiencies discussed in the report and point you to relevant authoritative
guidance. (See the "Audit Pitfalls and How to Avoid Them" section of this Alert). Now, here's a summary
of some of the report's major findings.
AAM §8010.21
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.24 Some of the characteristics of the companies sampled in the report include the following:
• The companies cited in the AAERs examined tended to be very small, averaging total assets of $62
million, revenues of $54 million, and stockholder's equity of, $27 million.
• It's important to note that many of the sample companies were financially stressed in the period
preceding the fraud. The median net income was near zero, with over half of the companies facing
net losses.

• Among the major industry classifications most frequently noted were mining /oil and gas, 16 percent;
computer hardware/software, 12 percent; financial service providers, 12 percent; and health care and
health products, retailers/wholesalers, other service providers, and insurance, 8 percent each.

.25 The characteristics of the control environment (top management and the audit committee) of the
companies cited include the following:
• Of the senior executives most frequently named in the AAERs, the chief executive officer was named
in 61 percent of the fraud cases; chief financial officer, 29 percent; controller, 13 percent; other vice
president positions, 14 percent.
• Of the fraud companies, 68 percent had an audit committee. These committees generally had three
members and were typically composed of outside directors. However, most of the committee
members did not appear to be experts in accounting or finance. In addition, they didn't seem to meet
very often. The average number of audit committee meetings per year was 1.9.
• Most of the individuals named in the AAERs admitted no guilt of any kind, but they frequently
accepted the SEC's sanctions.

.26 The nature of the fraud committed had some common characteristics:
• The financial statement frauds identified in the AAERs generally involved more than one fiscal
period. The fraud period generally averaged about 27 months.

• Most of the fraud involved the misstatement of financial statements. Only 13 percent of the sample
involved the misappropriation of assets.
• The methods typically used to perpetrate the fraud generally involved the overstatement of assets
(overstatement of existing assets, recording fictitious assets, or assets not owned), 68 percent; improper
revenue recognition (recording fictitious revenues, or the premature recognition of revenues), 34 percent;
understatement of expenses/liabilities, 16 percent. The most commonly misstated asset account was
accounts receivable. Other asset accounts typically misstated included investments; oil, gas, and mineral
assets; property, plant and equipment; and patents, copyrights, and designs.

.27 The AAERs identified several audit issues:
• The types of audit reports issued on the last fraudulent financial statements included unqualified
opinions, 50 percent; modified or qualified reports, 47 percent (including going concern, litigation
uncertainties, other uncertainties, change in accounting principle, change in auditor across compara
tive reporting periods, and GAAP departures); and disclaimers of opinion, 3 percent.

• The following are among the alleged audit problems noted in the AAERs examined, along with the
frequency of their occurrence:
— Failure to gather sufficient evidential matter (80 percent)

— Failure to exercise due professional care (71 percent)
— Lack of sufficient professional skepticism (60 percent)
— Failure to properly interpret or apply GAAP (49 percent)
AICPA Audit and Accounting Manual
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— Failure to properly design audit programs and plan the engagement, for example, with regard
to inherent risk issues and non-routine transactions (44 percent)
— Overreliance on inquiry as a form of evidence (40 percent)
— Failure to obtain adequate evidence related to the evaluation of significant management esti
mates (36 percent)
— Failure to confirm accounts receivable (29 percent)

— Failure to recognize and disclose key related parties (27 percent)
— Overreliance on internal controls/failure to react to known control weaknesses (24 percent)
— Lack of independence (22 percent)
— Failure to properly supervise and review the engagement (22 percent)
— Inadequate or inconsistent working papers (22 percent)

•

The specifics of some of the alleged audit problems noted in the previous bullet included—
— The failure to gather sufficient evidential matter involved in areas such as asset valuation, asset
ownership, and uncorroborated management representations. In addition, some cases involved
the auditor's failure to examine relevant supporting documents or the failure to perform steps
in the audit program.

— Regarding the overreliance of inquiry as a form of evidence, auditors were often cited for failing
to corroborate management explanations (that is, placing sole reliance on the representations)
and for failing to challenge inconsistent explanations that were refuted by other evidence that
the auditors had already gathered. In a number of cases, the representations related to subjective
valuations of account balances.

— The failure to properly interpret or apply GAAP related to the auditor's failure to consult or
understand GAAP provisions. Some of those problems related to APB Opinion 20, Accounting
Changes; APB Opinion 16, Business Combinations; FASB Statement No. 34, Capitalization of Interest
Costs; various AICPA Guides; improper asset recording; or improper revenue recognition. The
underlying issues often related to unusual assets with unique accounting valuation issues.
— The failure to properly design audit programs and plan the engagement were cited as common
problems. Among the issues noted were the failure to properly consider inherent risks (such as
industry turmoil, company and management red flags, or difficult accounting issues), failure to
recognize risks associated with nonroutine transactions (where the fraud often occurred, often
in a period-end adjustment), and the failure to prepare a written audit program. In some cases
it was noted that the auditor used a prior-year or standard audit program without making any
adjustments for issues unique to the current audit. (See the "Audit Pitfalls and How to Avoid
Them" section of this Alert for further discussion of these matters.)
.28 Some of the implications of the study to auditors include the following:
•

Regarding the nature of the companies involved, the report suggests that auditors pay particular
attention to the risks associated with smaller entities. The potential lack of basic internal controls and
the potential for domination by one individual are examples of the risks to consider. In addition, the
importance of industry expertise and recognition of unique industry risks, including complex,
specialized GAAP issues, is a critical issue to consider.

•

Regarding the control environment, the study notes the importance of assessing management
integrity and audit committee oversight. The study notes that this assessment would be especially
useful if performed as part of the client acceptance or continuance evaluation process.

• The report notes that the auditor "defect rate" in this particular setting is, arguably, extremely low,
and that it is important to remember the rare nature of these documented audit problems and to
carefully consider the costs and benefits of potential responses to the noted problems.
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Regarding the alleged audit deficiencies, the study points out the high instances of changes in auditors
and early-stage companies. The study recommends that auditors be especially alert to the unique
risks posed at the beginning of a client relationship and that they be especially vigilant in planning
and performing the first few audits, including rigorous communications with predecessor auditors
about management integrity issues and control environment issues. And, consistent with the ISB's
third standard (see the "New ISB Standards" subsection of this Alert) the study points out that
auditors should consider the risks associated with former auditors being employed by the client and
adjust their audit approach accordingly.
Help Desk—The preceding section presents only a summary of selected information
from the study. It is highly recommended that the report be read in its entirety. The
complete report, Fraud-Related SEC Enforcement Actions Against Auditors: 1987-1997
(Product No. 990040kk), can be obtained by calling the AICPA Order Department at
(888) 777-7077.

Executive Summary—Fraud-Related Actions Against Auditors

•

The ASB commissioned a report on fraud-related SEC enforcement actions against auditors. This
report provides valuable insights into potential audit pitfalls. As such, it's worthwhile reading for
all auditors.

•

The report profiles significant aspects of SEC enforcement actions by pointing out the characteristics
of the companies cited, their control environments, and the nature of the frauds committed.

•

The report identifies the audit issues cited and the overall implications to auditors.

The E-Business Auditor
What significant audit issues arise in an e-business environment?
. 29 It's hard to pick up a newspaper these days without reading something about the so-called new
economy. Discussions about the Internet, Web sites, portals, electronic commerce (e-commerce), e-business,
dot-coms, and the like, abound. This brave new electronic world, or "e-world," is a unique and challenging
frontier in many regards. It's an environment that will pose new demands on auditors of fledgling
e-businesses or "brick-and-mortar" entities that are expanding their traditional business toward this new
horizon. Transactions conducted in an e-business environment may have a significant impact on the audit
process.8 For example—
•

Audit evidence that exists in electronic form may not be available for an indefinite period of time.
Therefore, performing certain procedures after year-end may be too late to gather sufficient, compe
tent evidential matter.

•

Electronic evidence may exist in a form that demands specialized skills to access and interpret.
Auditors without such skills are likely to require the assistance of a specialist.

•

Unique independence concerns may arise, for example, when an audit firm hosts the e-business Web
site of a client.9

•

Some dot-coms have adopted strategies that depart from traditional business models. It therefore
becomes especially critical for auditors to understand how such entities conduct their business as
well as the unique economic and industry conditions within which they operate.

8 Although not all traditional brick-and-mortar businesses are moving toward e-business platforms, there is still a huge push toward
adopting information technology (IT) solutions. Auditors should be alert to the risks that are likely to arise in such environments.
Careful consideration should be given to the controls that surround IT systems, including proper segregation of key IT duties, systems
design, software purchase and implementation, security, and backup and contingency planning.
9 See the end of appendix B for a listing of resources to help you answer your independence questions.
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•

Because e-businesses may lack much of the physical evidence found in "old economy" clients, the
auditor's understanding of internal controls will be especially critical in planning the audit and
determining the nature, timing, and extent of substantive testing.

•

Examination of the books and records of the e-business may require the use of audit software
packages designed to analyze controls and data.

. 30 Among the professional standards that may take on increased importance in the e-business
environment are—
•

SAS No. 59, The Auditor's Consideration of an Entity's Ability to Continue as a Going Concern (AICPA,
Professional Standards, vol. 1, AU sec. 341). In the not-too-distant past, investors demonstrated a great
tolerance for dot-coms with limited revenues and a lack of profitability. They seemed to have few
misgivings about providing additional cash infusions to keep these entities solvent. The focus of the
investment community was on the future potential for earnings. Under those circumstances it was
appropriate for auditors to conclude that the going-concern assumption was valid. However, the
collapse of some prominent new economy stocks earlier in the year has ushered in greater skepticism
on the part of investors. Given this change in circumstances, auditors may have to reassess the going
concern assumption for some of their dot-com clients.

•

SAS No. 31, Evidential Matter (AICPA, Professional Standards, vol. 1, AU sec. 326), as amended by SAS
No. 80, points out, among other matters, that certain electronic evidence may exist at a certain point
in time but may not be retrievable after a specified period of time if files are changed and if backup
files do not exist. Therefore, the auditor should consider the time during which information exists or
is available in determining the nature, timing, and extent of his or her substantive tests and, if
applicable, tests of controls.

•

Rule 101, Independence (AICPA, Professional Standards, vol. 2, ET sec. 101). In addition to performing
the audit, some CPA firms may provide nonattest services to an e-business that will require
consideration of independence issues. For example, designing, implementing, or integrating infor
mation systems for your e-business audit client may impair independence. In such circumstances,
consideration should be given to Interpretation No. 101-3, "Performance of Other Services," of ET
section 101, Independence (AICPA, Professional Standards, ET sec. 101.05). Auditors of publicly held
entities should of course also consider SEC (and where applicable, ISB) independence standards.

•

SAS No. 73, Using the Work of a Specialist (AICPA, Professional Standards, vol. 1, AU sec. 336). The
technological skills required to fully understand the operations of an e-business and the manner in
which business is transacted may be highly specialized. Having a sound understanding of these
matters may therefore present a formidable challenge to the uninitiated. This is further complicated
by the rapid change in technology, which may mean that you're chasing a moving target. While
auditors are likely to have the requisite skill set to address many of the issues that arise in an
e-business environment, some additional training may be required. In some cases the use of a
technology specialist may be advisable.

•

SAS No. 55, Consideration of Internal Control in a Financial Statement Audit (AICPA, Professional
Standards, vol. 1, AU sec. 319). Internal control considerations take on increased importance in an
e-business environment given the nature of electronic evidence. Note also that control risk may be
increased (as discussed in SAS No. 55) by such factors as new or revamped information systems,
rapid growth, new technologies, and other circumstances. Accordingly, the proper application of
SAS No. 55 is pivotal to the success of the e-business audit.

•

SAS No. 22, Planning and Supervision, points out some of the important considerations that should be
addressed in the planning phase of the audit. Among those matters are the need for the auditor to
obtain knowledge about the entity's business, its operating characteristics, types of products and
services, production, distribution, and compensation methods, matters affecting the industry in
which the client operates, changes in technology, and other matters. Given the unique characteristics
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of e-business entities, a sound understanding of these matters at the planning stage will be especially
critical. Attention should also be given to the planning considerations discussed in SAS No. 48, The
Effects of Computer Processing on the Audit of Financial Statements (AICPA, Professional Standards, vol. 1,
AU sec. 311).

•

SAS No. 82, Consideration of Fraud in a Financial Statement Audit (AICPA, Professional Standards, vol. 1, AU
sec. 316). This SAS suggests, among other matters, a number of fraud risk factors relating to misstatements
arising from fraudulent financial reporting. Some of these factors may be particularly relevant to
e-business entities. These fraud risk factors may include rapid changes in the industry, high vulnerability
to rapidly changing technology, significant pressure to obtain additional capital necessary to stay
competitive, a significant portion of management's compensation represented by stock options, an
inability to generate cash flows from operations, a high degree of competition, management continuing
to employ ineffective information technology staff, the threat of imminent bankruptcy, and an excessive
interest by management in maintaining or increasing the entity's stock price.

•

Management's consideration of key accounting issues. E-business is a new realm. Accordingly,
accounting issues that arise are likely to be more problematic when compared with "old economy"
entities. Auditors should be particularly alert to the manner in which management applies existing
standards, and those recently developed, to this new business model. Given that divergent practices
may exist where GAAP is unclear or nonexistent, careful consideration should be given to whether
the accounting methods employed accurately reflect the substance of the underlying transaction.

Help Desk—Look for the newly introduced Audit Risk Alert E-Business Industry
Developments—2000/01 for comprehensive discussions of the considerations unique to the
e-business environment. See "Resource Central," later in this Alert for further information.
Executive Summary—The E-Business Auditor
• The e-world has arrived in the form of new e-business entities and brick-and-mortar entities that
are expanding into this new horizon.
• E-business environments may have a significant impact on the audit process, including such matters
as internal control, audit evidence, using the work of a specialist and independence.
• The newly introduced audit risk alert E-Business Industry Developments 2000/01 takes a close look
at the e-world and its implications to auditors.

Auditing Derivatives
What guidance is available for auditing derivative instruments?
.31 The topic of derivatives takes center stage this year, from both the accounting and auditing perspec
tives. FASB Statement No. 133, Accounting for Derivative Instruments and Hedging Activities (as amended),
issued in June 1998, became effective for all fiscal quarters of all fiscal years beginning after June 15,2000. In
September of this year, the ASB issued SAS No. 92, Auditing Derivative Instruments, Hedging Activities, and
Investments in Securities (AICPA, Professional Standards, vol. 1, AU sec. 332). SAS No. 92, which will supersede
SAS No. 81, Auditing Investments (AICPA, Professional Standards, vol. 1, AU sec. 332), is effective for audits of
financial statements for fiscal years ending on or after June 30,2001. Early application of the SAS is permitted.

Guidance for Auditors
.32 SAS No. 92 provides guidance for auditors in planning and performing auditing procedures for
financial statement assertions about derivative instruments, hedging activities, and investments in securities.
The guidance in the SAS applies to (1) derivative instruments, as defined by FASB Statement No. 133; (2)
hedging activities in which the entity designates a derivative or a nonderivative financial instrument as a
hedge of exposure for which FASB Statement No. 133 permits hedge accounting; and (3) debt and equity
securities, as those terms are defined in FASB Statement No. 115, Accounting for Certain Investments in Debt
and Equity Securities. The matters addressed by SAS No. 92 include—
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•

The need for special skills or knowledge. Auditors may need special skills or knowledge to plan and
perform procedures for certain assertions about derivatives and securities, such as the ability to
identify a derivative that is embedded in a contract or agreement.

•

Consideration of audit risk and materiality. SAS No. 92 offers examples of factors that affect inherent risk
(that is, the susceptibility of an assertion to a material misstatement, assuming there are no related
controls) for assertions about derivatives or securities. Such factors include the complexity of the features
of the derivative or security, or the entity's experience with the derivative or security. The SAS also
discusses control risk (that is, the risk that a material misstatement that could occur in an assertion will
not be prevented or detected on a timely basis by an entity's internal control) assessment.

•

Designing substantive procedures based on risk assessment. Auditors assess inherent and control risk for
assertions about derivatives and securities to determine the nature, timing, and extent of the
substantive procedures to be performed. Substantive procedures for derivatives and securities
should address the five categories of assertions presented in SAS No. 31, Evidential Matter (AICPA,
Professional Standards, vol. 1, AU sec. 326):
1.

Existence or occurrence—Existence assertions address whether the derivatives and securities
reported in the financial statements exist at the balance sheet date. Occurrence assertions address
whether derivatives and securities transactions reported in the financial statements (as a part of
earnings, other comprehensive income, or cash flows) occurred.

2.

Completeness—Completeness assertions address whether all of the entity's derivatives and secu
rities and the related transactions are reported in the financial statements.

3.

Rights and obligations—Assertions about rights and obligations address whether the entity has the
rights and obligations associated with derivatives and securities reported in the financial statements.

4.

Valuation—Assertions about the valuation of derivatives and securities address whether the
amounts reported in the financial statements were determined in conformity with GAAP. GAAP
may require that a derivative or security be valued based on cost, the investee's financial results,
or fair value. Also, GAAP for securities may vary depending on the type of security, the nature
of the transaction, management's objectives related to the security, and the type of entity.

5.

Presentation and disclosure—Assertions about presentation and disclosure address whether the
classification, description, and disclosure of derivatives and securities in the entity's financial
statements are in conformity with GAAP.

SAS No. 92 also discusses hedging activities and management representation issues.
Audit Guide to Complement SAS No. 92

.3 3 The ASB is also issuing an audit Guide to complement the SAS. The Guide provides practical
guidance for implementing the SAS on all types of audit engagements. The suggested audit procedures
contained in the Guide do not increase or otherwise modify the auditor's responsibilities; rather, the
suggested procedures are intended to clarify and illustrate the application of SAS No. 92 requirements. The
Guide's objective is to explain SAS No. 92 by providing both an in-depth look and practical illustrations
through the use of case studies.
.3 4 The Guide includes an overview of derivatives and securities and the general accounting considerations
for them, as well as case studies that address topics such as using interest rate futures contracts to hedge the
forecasted issuance of debt, using put options to hedge available-for-sale securities, separately accounting for a
derivative embedded in a bond, the use of interest rate swaps to hedge existing debt, using foreign-currency put
options to hedge a forecasted sale denominated in a foreign currency, changing the classification of a security to
held-to-maturity, considering control risk when service organizations provide securities services, assessing
inherent and control risk, and designing substantive procedures based on risk assessments. See the section titled
"On the Bookshelf" later in this Alert for information on how to order this new Audit Guide.
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Executive Summary—Auditing Derivatives
• The topic of derivatives takes center stage this year, from both the accounting and auditing
perspectives.
• Auditing guidance is available to auditors in the form of SAS No. 92, Auditing Derivative Instruments,
Hedging Activities, and Investments in Securities.
• Further, more detailed guidance will be available in a related ASB audit Guide that has been
designed to complement the new SAS.

Audit Pitfalls and How to Avoid Them
What are some of the more commonly cited audit engagement deficiencies?
Where can you find authoritative guidance on these matters?
.35 In this section we highlight some of the significant10 and recurring engagement deficiencies com
monly noted in peer reviews of CPA firms with non-SEC registrant clients. We'll also take a look at some of
the alleged audit deficiencies noted in the ASB-commissioned study on fraud-related SEC enforcement
actions (as highlighted earlier in the Alert). Our objective here is to call your attention to these matters and
to cite the relevant standards that provide guidance. Hopefully, these topics will strike a familiar chord.
However, if you are unfamiliar with these matters, or if you feel that your understanding is a bit hazy, it
would be appropriate for you and your staff to revisit these standards. It will be time well spent!
Peer Review—Common Engagement Deficiencies

.36 The following are some common engagement deficiencies, along with the related authoritative
literature that provides guidance.

.37 Failure to appropriately qualify an auditor's report for a scope limitation or departure from the basis of
accounting used for the financial statements. SAS No. 58, Reports on Audited Financial Statements (AICPA,
Professional Standards, vol. 1, AU sec. 508), distinguishes the various types of audit reports, describes the
circumstances in which each is appropriate, and provides example reports. Refer to SAS No. 58 for guidance
on circumstances such as scope limitations or GAAP departures that may necessitate the issuance of a
qualified opinion.

.38 Issuance of an audit or review report when the auditor/accountant is not independent. The second general
auditing standard requires the auditor to be independent. It provides that "in all matters relating to the
assignment, an independence in mental attitude is to be maintained by the auditor or auditors." If you are
not independent with respect to an entity, generally accepted auditing standards (GAAS) precludes you from
expressing an opinion on those financial statements. Refer to SAS No. 26, Association With Financial Statements
(AICPA, Professional Standards, vol. 1, AU secs. 504.08-.10) for information on reporting guidance when
independence is impaired. In addition, Standards for Accounting and Review Services (SSARS) No. 1,
Compilation and Review of Financial Statements (AICPA, Professional Standards, vol. 2, AR sec. 100.40) provides
that "an accountant is precluded from issuing a review report on the financial statements of an entity with
respect to which he is not independent."
.39 Failure to use a written audit program. SAS No. 22, Planning and Supervision, provides that the auditor
should prepare a written audit program (or set of written audit programs) for every audit. It also sets forth
other matters relating to the audit program. However, what if you believe that the engagement is too small
to warrant a written audit program? What if you've performed the engagement for so many years that you
feel a written audit program is unnecessary? The answer is simple. Every audit should have an audit
program. The SAS provides no exceptions.
10 Significant deficiencies are those that are considered to be material to understanding the auditor's report or financial statements or
that represent critical auditing procedures. Engagements with significant deficiencies are generally considered to be substandard.
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.40 Failure to obtain a client management representation letter. SAS No. 85, Management Representations
(AICPA, Professional Standards, vol. 1, AU sec. 333), establishes the requirement that the auditor obtain written
representations from management as part of the audit. Refer to the SAS for guidance that includes a sample
management representation letter and sample representations that may be appropriate to the circumstances
of your engagement.
.41 Failure to document the auditor's consideration of internal control. SAS No. 55, Consideration of Internal
Control in a Financial Statement Audit, provides guidance on the auditor's consideration of an entity's internal
control. Remember, the SAS requires that in all audits the auditor should obtain an understanding of internal
control sufficient to plan the engagement. The SAS also has specific documentation requirements, such as
documenting the understanding. This holds true whether you rely on the entity's internal controls or not.
.42 Failure to assess or document the risk offraud. SAS No. 82, Consideration of Fraud in a Financial Statement
Audit, provides guidance to auditors in fulfilling their responsibility to plan and perform the audit to obtain
reasonable assurance about whether the financial statements are free of material misstatement caused by
fraud. SAS No. 82 requires the auditor to specifically assess the risk of material misstatement due to fraud.
It also describes related documentation requirements.
.43 Substantial documentation deficiencies related to key audit areas. SAS No. 41, Working Papers (AICPA,
Professional Standards, vol. 1, AU sec. 339), provides that the auditor should prepare and maintain working
papers, the form and content of which should be designed to meet the circumstances of a particular
engagement. The SAS discusses the functions, nature, and content of working papers, as well as their
ownership. Note that documentation issues may also be addressed by other auditing standards, some of
which have been mentioned above. Footnote 2 of SAS No. 41 provides a listing of such standards. You may
also find it useful to review the requirements of SAS No. 31, Evidential Matter.
Fraud-Related SEC Enforcement Actions Against Auditors

.44 The following are some of the alleged audit deficiencies cited in SEC AAERs, along with the related
authoritative literature that provides guidance.
.45 Failure to conduct adequate predecessor/successor communications. SAS No. 84, Communications Between
Predecessor and Successor Auditors (AICPA, Professional Standards, vol. 1, AU sec. 315), provides guidance in
communications between predecessor and successor auditors when a change of auditors is in process or has
taken place. SAS No. 84 also addresses issues such as the successor reviewing a predecessor's working papers
and the client's previously audited financial statements, including the discovery of misstatements in those
prior periods by the successor, as well as providing illustrative letters for predecessor- or successor-related
communications.
.46 Failure to obtain an understanding with the client. SAS No. 83, Establishing an Understanding With the
Client (AICPA, Professional Standards, vol. 1, AU sec. 310), provides that the auditor should establish an
understanding with the client regarding the services to be performed for each engagement. SAS No. 83 also
provides that the auditor should document the understanding in the working papers, preferably through a
written communication with the client. Note that if you believe that an understanding with the client has not
been established, you should decline to accept or perform the engagement.
.47 Failure to obtain adequate evidence related to the evaluation of significant management estimates. SAS No.
57, Auditing Accounting Estimates, provides guidance on obtaining and evaluating sufficient competent
evidential matter to support significant accounting estimates. The SAS addresses issues relating to
developing accounting estimates, internal control related to accounting estimates, evaluating accounting
estimates, identifying circumstances that require accounting estimates, and evaluating the reasonable
ness of estimates.
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.48 Inadequate evaluation of an entity's going-concern status. SAS No. 59, The Auditor's Consideration of an
Entity's Ability to Continue as a Going Concern, provides guidance on evaluating whether there is substantial
doubt about an entity's ability to continue as a going concern. The SAS addresses the auditor's responsibility,
audit procedures, consideration of conditions and events that relate to the going-concern assumption,
consideration of management's plans, consideration of financial statement effects, and consideration of the
effects on the auditor's report.

.49 Inappropriate consideration of material subsequent events. SAS No. 1, Codification of Auditing Standards
and Procedures (AICPA, Professional Standards, vol. 1, AU sec. 560, "Subsequent Events") provides guidance
on the two types of subsequent events that require consideration by management and evaluation by the
auditor. Note that events or transactions may occur subsequent to the balance-sheet date, but prior to the
issuance of the financial statements and auditor's report, that have a material effect on the financial statements
and therefore require adjustment or disclosure in the statements.

.50 Failure to communicate reportable conditions (and other required communications) to the audit committee.
SAS No. 61, Communication With Audit Committees (AICPA, Professional Standards, vol. 1, AU sec. 380), requires
the auditor to determine that certain matters related to the conduct of an audit are communicated to those
who have responsibility for oversight of the financial reporting process. The SAS outlines those matters that
should be communicated and identifies other auditing standards that require communications with the audit
committee (AU sec. 380.01, footnote 1). Refer to the "New Auditing and Attestation Pronouncements" section
of this Alert for information on amendments to SAS No. 61.

Executive Summary—Audit Pitfalls and How to Avoid Them
In this section of the Alert we discuss common audit pitfalls, that is, deficiencies noted in peer
reviews and alleged audit deficiencies cited in selected SEC AAERs.
• Some common audit pitfalls have been noted in matters relating to audit reports, independence, audit
programs, engagement and management representation letters, internal control, fraud, working paper
documentation, accounting estimates, predecessor/successor communications, going concern, and
reportable conditions.
• The common occurrence of these pitfalls indicates that there may be a general misunderstanding
on the part of some auditors regarding what the requirements of the professional literature calls
for. We point out the relevant authoritative literature so you can correct any misconceptions you
may have.

•

Report of the Panel on Audit Effectiveness
What are some of the significant findings outlined in the
report issued by the Panel on Audit Effectiveness?

.51 The Public Oversight Board (POB)11 established the Panel on Audit Effectiveness in October 1998 in
response to a request by the SEC. The SEC's request arose out of its concern over the efficacy of the audit
process, along with a wide range of issues involving the public accounting profession. The panel's charge
was to review and evaluate the performance of independent audits of the financial statements of public
companies with the objective of assessing whether recent trends in audit practices served the public interest.
As part of its work, the panel reviewed a sample of audits of public companies to gather data on the quality
of auditing and conducted a survey on audit effectiveness, seeking the views of parties interested in financial
reporting. Although the panel's review encompassed a wide range of activities, its principal efforts were
directed at in-depth reviews of the quality of a significant number of audits of financial statements of public
company clients by the eight largest audit firms.
11 The POB is an independent, private-sector body that monitors and reports on the self-regulatory programs and activities of the
SEC Practice Section (SECPS) of the Division for CPA Firms of the AICPA.
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.52 In May 2000, the panel issued an exposure draft of its report. After considering comments on the
exposure draft, the final report was released in September 2000. Among the report's major recommendations
are the following:

• Auditors should perform some "forensic-type" procedures on every audit to enhance the prospects
of detecting material financial statement fraud.
• The ASB should make auditing and quality control standards more specific and definitive to help
auditors enhance their professional judgment; in certain specified areas, audit firms should review,
and where appropriate, enhance their audit methodologies, guidance, and training materials; and
peer reviewers should "close the loop" by reviewing those materials and their implementation on
audit engagements and then reporting their findings.
• Audit firms should put more emphasis on the performance of high-quality audits in communica
tions from top management, performance evaluations, training, and compensation and promotion
decisions.
• The FOB, AICPA, SEC Practice Section of the AICPA (SECPS), and SEC should agree on a unified
system of governance under a strengthened POB that would oversee standard-setting (for auditing,
independence, and quality control), monitoring, discipline, and special reviews.
• A majority of the members of the ISB should be from outside the profession, and the SEC should
encourage and support the ISB in carrying out its mission.

• The SECPS should strengthen the peer review process, including requiring annual reviews for the
largest firms, and the POB should increase its oversight of those reviews.
• The SECPS should strengthen its disciplinary process by requiring member firms to take actions
regarding partners involved in certain alleged audit failures.

• Audit committees should preapprove nonaudit services that exceed a threshold amount and should
consider certain specified factors when doing so. The ISB should identify the factors.
• The International Federation of Accountants should establish an international self-regulatory system
for the international auditing profession.

.53 Some background on the report's recommendations include the following:

• Conduct of audits—According to the report, overall findings from the in-depth reviews of audits
were favorable and did not support the view that audits are being conducted in an ineffective
manner. The panel was satisfied that the model underpinning financial statement audits is
generally appropriate, although in need of enhancing and updating. The panel expressed concern
that the auditing profession has not kept pace with a rapidly changing environment, and that the
profession needs to vigorously address the issue of fraudulent financial reporting, including
fraud in the form of illegitimate earnings management. The panel also observed that, although
auditors cannot be a substitute for the enforcement of high standards of conduct by management,
boards of directors, and audit committees, auditors can be an important factor in promoting high
standards.
• Leadership and practices of audit firms—The panel calls on audit firms and the AICPA to reaffirm the
importance of audits both within firms and to the outside world. The panel recommends that audit
firms ensure that the performance of high-quality audits is recognized as the highest priority in their
professional development activities, evaluations, promotions, retentions, and compensation deci
sions. The panel calls on firms to place more emphasis on managing time pressures that might
compromise audit quality. The panel also calls upon the AICPA to provide greater audit-related
technical and industry support to smaller firms and assist them in their practices by providing
practical tools for their client acceptance and continuance decisions.
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• Auditor independence, nonaudit services—The report presents two statements on this subject. One view
supports, with limited exceptions, an exclusionary ban on certain nonaudit services. The other view
opposes such a ban. Although the panel foresees considerable public debate ahead, it did not fully
support either view.

• Governance of the auditing profession—The panel proposed significant changes to the profession's
self-governance system. The panel recommends that the profession's system of governance be unified
under a strengthened, independent POB that would oversee the profession's standard-setting activi
ties (other than accounting), monitoring, discipline, and special reviews. The panel further recom
mended that the POB, AICPA, SECPS, and SEC work together to develop a formal charter for the
POB that would strengthen its oversight of the auditing profession and ensure the POB's inde
pendence and viability.
• International perspectives—The panel's principal recommendation to the International Federation of
Accountants is that the self-regulatory structure of the international auditing profession meet certain
important criteria. The major components of such a structure would include public interest oversight,
including oversight of standard-setting in auditing quality control, and ethics and independence;
monitoring; investigations; discipline; and public reporting. The panel recommended that audit firms
implement uniform audit methodologies worldwide, following international auditing standards as
the base minimum, and subject all audit practice units to periodic inspection procedures. Finally, the
panel recommended a formal collaborative effort between the ASB and the International Auditing
Practices Committee to harmonize auditing standards and achieve their global acceptance.

The ASB has pledged to consider all of the Panel's recommendations in accordance with its due process
procedures, and, in fact, has recently begun several projects in response to the Panel's report, including
projects on fraud and inherent risk. The Panel has expressed strong support for the AICPA's procedures,
and agrees that the recommendations should be subject to due process.
Help Desk—The preceding section presents only a summary of selected information from the
report. It is highly recommended that this important report be read in its entirety. The complete
report can be obtained, free of charge, from the POB's Web site at www.pobauditpanel.org.

Money Laundering12
What should you know about money laundering?
. 54 Money laundering is the funneling of cash or other funds generated from illegal activities through
legitimate businesses to conceal the initial source of the funds. Money laundering is a global activity and,
like the illegal activities that give it sustenance, it seldom respects local, national, or international jurisdiction.
Current estimates of the size of the global annual "gross money laundering product" range from $500 billion
to $1 trillion.13

. 55 Criminals use a wide variety of businesses that provide financial services externally and also
businesses that conduct financial activities internally and professional advisers to launder the proceeds of
crime. According to the U.S. Department of the Treasury, bank and "non-bank financial institutions," and
other trades and businesses that conduct financial activities, like gaming establishments and import-export
businesses, are vulnerable. Global business dynamics—mergers and acquisitions, broader product lines, new
technologies, and new distribution channels—generate important business opportunities, but they also
generate risks for businesses and their auditors, including increased vulnerability to money laundering. As
money launderers increasingly look for a wide range of financial services and conservative, and legitimate
appearing asset holdings, money laundering risk to businesses can only continue to rise.
12 This section of the Alert was drafted after consultation with the U.S. Department of Treasury. As such, it provides auditors with a
unique insight into how federal regulators view this important area of concern.
13 By definition, money launderers are in the business of cloaking their activities and revenue, making this approximation difficult.
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. 56 Even though money laundering activity and methods become increasingly complex and ingenious,
the modi operandi tend to consist of three basic stages or processes—placement, layering, and integration.

. 57 Placement is the process of transferring the actual criminal proceeds, whether in cash or in any other
form, into the financial system in such a manner as to avoid detection by financial institutions and
government authorities. Money launderers pay careful attention to national laws, regulations, governance,
trends, and law-enforcement strategies and techniques to keep their proceeds concealed, their methods
secret, and their professional resources anonymous. A most common placement technique is the structur
ing14 of cash deposits into legitimate financial institution accounts, converting cash into other monetary
instruments, and using these instruments to make investments. Another important placement technique is
customers' making large deposits and investments with laundered proceeds in the form of monetary
instruments, bearer securities, or third-party checks.
. 58 Layering is the process of generating a series of or layers of transactions to distance the proceeds from
their illegal source and to obfuscate the audit trail in doing so. Common layering techniques include
electronic funds transfers, usually directly or subsequently transacted with a "bank secrecy haven" or a
jurisdiction with more liberal recordkeeping and reporting requirements; withdrawals of already-placed
deposits in the form of highly liquid monetary instruments, such as money orders and travelers checks; and
requests for account transfers or checks made payable to third parties with whom the account holder appears
to have no obvious relationship.
. 59 Integration, the final money laundering stage, is the unnoticed reinsertion of successfully laundered,
untraceable proceeds into an economy. This is accomplished through a wide variety of spending, investing,
and lending techniques and cross-border, legitimate-appearing transactions.

. 60 Money launderers tend to use the victimized business entity as a conduit for illicit funds that need
to be distanced from their source as quickly as possible in an undetected manner. Consequently, money
laundering is far less likely to be detected in a financial statement audit than other types of illegal activities.
In addition, money laundering activity is more likely to cause assets to be overstated rather than understated,
with shorter-term fluctuations in account balances rather than cumulative changes. Money laundering is
considered to be an illegal act with an indirect effect on financial statement amounts under SAS No. 54, Illegal
Acts by Clients (AICPA, Professional Standards, vol. 1, AU sec. 317). Under SAS No. 54, the auditor should be
aware of the possibility that such illegal acts may have occurred. If specific information comes to the auditor's
attention that provides evidence concerning the existence of possible illegal acts that could have a material
indirect effect on the financial statements, the auditor should apply audit procedures specifically directed to
ascertaining whether an illegal act has occurred.
.61 Auditors should also note that laundered funds and their proceeds could be subject to asset seizure
and forfeiture (claims) by law enforcement agencies that could result in material contingent liabilities during
prosecution and adjudication of cases.
.62 In June 2000, the OECD's Paris-based Financial Action Task Force (FATF), the world's anti-money
laundering watchdog intergovernmental organization, issued a Review to Identify Non-Cooperative Countries
or Territories, effectively "blacklisting" fifteen governments as noncooperative with other countries and
jurisdictions in combating money laundering. Subsequently, in July, the U.S. Treasury Department followed
suit with a series of Financial Crimes Enforcement Network (FinCEN) country Advisories.

Help Desk—A description of federal regulations pertaining to money laundering, by industry,
appears in the following AICPA Industry Audit Risk Alerts: Auto Dealerships, Lending and
Depository Institutions, Insurance, Investment Companies, Real Estate, and Securities.
14 Structuring means breaking up large amounts of currency into smaller amounts to conduct transactions in such a manner as to
avoid suspicion and detection.
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New Auditing and Attestation Pronouncements
What new auditing and attestation pronouncements have been issued this year?
.63 In this section we present brief summaries of auditing pronouncements issued since the publication
of last year's Alert. The summaries are for informational purposes only and should not be relied on as a
substitute for a complete reading of the applicable standard. For information on auditing pronouncements
issued subsequent to the writing of this Alert, please refer to the AICPA Web site at www.aicpa.org/
members/div/auditstd/technic.htm. You may also look for announcements of newly issued standards in
the CPA Letter and Journal of Accountancy.

Auditing Standards
SAS No. 88, Service Organizations and Reporting on Consistency
.64 In December 1999, the AICPA Auditing Standards Board (ASB) issued SAS No. 88, Service Organiza
tions and Reporting on Consistency (AICPA, Professional Standards, vol. 1, AU secs. 324 and 420). Part 1, "Service
Organizations," amends SAS No. 70, Reports on the Processing of Transactions by Service Organizations (AICPA,
Professional Standards, vol. 1, AU secs. 324.03 and 324.06-.10), to—

1. Clarify the applicability of SAS No. 70 by stating that the SAS is applicable if an entity obtains
services from another organization that are part of the entity's information system. It also
provides guidance on the types of services that would be considered part of an entity's informa
tion system.
2. Revise and clarify the factors a user auditor should consider in determining the significance of a
service organization's controls to a user organization's controls.
3. Clarify the guidance on determining whether information about a service organization's controls is
necessary to plan the audit.
4. Clarify that information about a service organization's controls may be obtained from a variety of
sources.
5. Change the title of SAS No. 70 from Reports on the Processing of Transactions by Service Organizations
to Service Organizations.

Part 2, "Reporting on Consistency," amends SAS No. 1, Codification of Auditing Standards and Procedures
(AICPA, Professional Standards, vol. 1, AU sec. 420, "Consistency of Application of Generally Accepted
Accounting Principles"), to—
1. Conform the list of changes that constitute a change in the reporting entity (AU sec. 420.07) to the
guidance in paragraph 12 of APB Opinion 20, Accounting Changes.

2. Clarify that the auditor need not add a consistency explanatory paragraph to the auditor's report
when a change in the reporting entity results from a transaction or event.
3. Eliminate the requirement for a consistency explanatory paragraph in the auditor's report if a pooling
of interests is not accounted for retroactively in comparative financial statements.
4. Eliminate the requirement to qualify the auditor's report and consider adding a consistency explana
tory paragraph to the report if single-year financial statements that report a pooling of interests do
not disclose combined information for the prior year.
All of the amendments contained in SAS No. 88 were effective upon issuance.
AICPA Audit and Accounting Manual
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SAS No. 89, Audit Adjustments

.65 In December 1999, the ASB issued SAS No. 89, Audit Adjustments (AICPA, Professional Standards, vol.
1, AU secs. 310, 333, and 380), which amends three SASs to establish audit requirements designed to
encourage client management to record financial statement adjustments aggregated by the auditor. It also
clarifies management's responsibility for the disposition of financial statement misstatements brought to its
attention. SAS No. 89 amends SAS No. 83, Establishing an Understanding With the Client; SAS No. 85,
Management Representations; and SAS No. 61, Communication With Audit Committees, as follows:
1. SAS No. 83 is amended to include, in the understanding with the client, management's responsibility
for determining the appropriate disposition of financial statement misstatements aggregated by the
auditor. Specifically, SAS No. 89 adds the following to the list of matters that generally are included
in the understanding with the client:

Management is responsible for adjusting the financial statements to correct material
misstatements and for affirming to the auditor in the representation letter that the effects
of any uncorrected misstatements aggregated by the auditor during the current engage
ment and pertaining to the latest period presented are immaterial, both individually
and in the aggregate, to the financial statements taken as a whole.
2. SAS No. 85 is amended to require that the management representation letter include an acknow
ledgment by management that it has considered the financial statement misstatements aggregated
by the auditor during the current engagement and pertaining to the latest period presented, and has
concluded that any uncorrected misstatements are immaterial, both individually and in the aggre
gate, to the financial statements taken as a whole. It also requires that a summary of the uncorrected
misstatements be included in or attached to the representation letter.
3. SAS No. 61 is amended to require the auditor to inform the audit committee about uncorrected
misstatements aggregated by the auditor during the current engagement and pertaining to the latest
period presented, whose effects management believes are immaterial, both individually and in the
aggregate, to the financial statements taken as a whole.

These amendments are effective for audits of financial statements for periods beginning on or after December
15,1999, with early adoption permitted.
SAS No. 90, Audit Committee Communications
.66 SAS No. 90, Audit Committee Communications (AICPA, Professional Standards, vol. 1, AU secs. 380 and
722), issued by the ASB in December 1999, amends SAS No. 61 and SAS No. 71, Interim Financial Information
(AICPA, Professional Standards, vol. 1, AU sec. 722). SAS No. 90 was issued in response to recommendation
numbers 8 and 10 of the report of the Blue Ribbon Committee on Improving the Effectiveness of Corporate
Audit Committees, which suggest changes to GAAS.

.67 Among other things, the amendment to SAS No. 61 requires an auditor to discuss with the audit
committees of SEC clients certain information relating to the auditor's judgments about the quality, not just
the acceptability, of the company's accounting principles and underlying estimates in its financial statements.
It also encourages a three-way discussion among the auditor, management, and the audit committee. This
amendment is effective for audits of financial statements for periods ending on or after December 15, 2000,
with earlier application permitted.
.68 The amendment to SAS No. 71 clarifies that the accountant should communicate to the audit
committee or be satisfied, through discussions with the audit committee, that matters described in SAS No.
61 have been communicated to the audit committee by management when they have been identified in
the conduct of interim financial reporting. This amendment also requires the accountant of an SEC client to
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attempt to discuss with the audit committee the matters described in SAS No. 61 prior to the filing of the
Form 10-Q. This amendment is effective for reviews of interim financial information for interim periods
ending on or after March 15, 2000, with earlier application permitted.

SAS No. 91, Federal GAAP Hierarchy
.69 At its October 1999 meeting, the AICPA Council adopted a resolution recognizing the Federal
Accounting Standards Advisory Board (FASAB) as the body designated to establish GAAP for federal
government entities under Rule 203 of the AICPA's Code of Conduct. Pursuant to that resolution, Statements
of Federal Financial Accounting Standards issued by the FASAB since March 1993 are recognized as GAAP
for applicable federal governmental entities. At its February 2000 meeting, the ASB voted to issue SAS No.
91, Federal GAAP Hierarchy (AICPA, Professional Standards, vol. 1, AU sec. 411), which amends SAS No. 69,
The Meaning of Present Fairly in Conformity with Generally Accepted Accounting Principles in the Independent
Auditor's Report (AICPA, Professional Standards, vol. 1, AU sec. 411), to recognize FASAB statements as "level
A" GAAP and to establish a hierarchy for other FASAB guidance and general accounting literature. SAS No.
91 became effective upon its issuance in April 2000.
SAS No. 92, Auditing Derivative Instruments, Hedging Activities, and Investments in Securities

.70 In September 2000 the ASB issued SAS No. 92, Auditing Derivative Instruments, Hedging Activities, and
Investments in Securities. SAS No. 92 will help auditors plan and perform auditing procedures for financial
statement assertions about derivative instruments, hedging activities, and investments in securities. SAS No.
92 will supersede SAS No. 81, Auditing Investments. The guidance in the SAS applies to—
•

Derivative instruments, as that term is defined in FASB Statement No. 133, Accounting for Derivative
Instruments and Hedging Activities.

•

Hedging activities in which the entity designates a derivative or a nonderivative financial instrument
as a hedge of exposure for which FASB Statement No. 133 permits hedge accounting.

•

Debt and equity securities, as those terms are defined in FASB Statement No. 115, Accounting for
Certain Investments in Debt and Equity Securities.

SAS No. 92 is effective for audits of financial statements for fiscal years ending on or after June 30,2001. Early
application of the SAS is permitted. The ASB also has developed a companion audit Guide to help
practitioners implement the new SAS. See the "Auditing Derivatives" section of this Alert for a more detailed
discussion of the new SAS and companion Guide.

SAS No. 93, Omnibus Statement on Auditing Standards—2000
.71

Issued by the ASB in October 2000, SAS No. 93—

1. Withdraws SAS No. 75, Engagements to Apply Agreed-Upon Procedures to Specified Elements, Accounts,
or Items of a Financial Statement (AICPA, Professional Standards, vol. 1, AU sec. 622). The guidance in
SAS No. 75 will be incorporated in Statement on Standards for Attestation Engagements (SSAE) No.
4, Agreed-Upon Procedures Agreements (AICPA, Professional Standards, vol. 1, AT sec. 600) to consolidate
the guidance on agreed-upon procedures engagements in professional standards.

The withdrawal of SAS No. 75 is concurrent with the effective date of SSAE No. 10, Attestation
Standards: Revision and Recodification, scheduled to be issued in January 2001. SSAE No. 10 will be
effective for agreed-upon procedures engagements for which the subject matter or assertion is as of
or for a period ending on or after June 1,2001, with earlier application permitted.

2. Amends SAS No. 58, Reports on Audited Financial Statements (AICPA, Professional Standards, vol. 1, AU
sec. 508), to include an identification in the auditor's report of the country of origin of the accounting
principles used to prepare the financial statements and the auditing standards that the auditor followed
AICPA Audit and Accounting Manual
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in performing the audit. This amendment withdraws Auditing Interpretation No. 13, "Reference to
Country of Origin in the Auditor's Standard Report," of SAS No. 58, Reports on Audited Financial
Statements (AICPA, Professional Standards, vol. 1, AU sec. 9508.53-.55). This amendment is effective
for reports issued or reissued on or after June 30,2001. Earlier application is permitted.
3. Amends SAS No. 84, Communications Between Predecessor and Successor Auditors, to clarify the
definition of a predecessor auditor. This amendment is effective for audits of financial statements for
periods ending on or after June 30, 2001. Earlier application is permitted.

Auditing Statement of Position
Statement of Position (SOP) 00-1, Auditing Health Care Third-Party Revenues and
Related Receivables

.72 Issued under the authority of the ASB on March 10, 2000, this SOP provides guidance to auditors
regarding uncertainties inherent in health care third-party revenue recognition. It discusses auditing matters
to consider in testing third-party revenues and related receivables and provides guidance regarding the
sufficiency of evidential matter and reporting on financial statements of health care entities exposed to
material uncertainties. This SOP applies to audits of health care organizations falling within the scope of the
AICPA Audit and Accounting Guide, Health Care Organizations. Its provisions are effective for audits of
periods ending on or after June 30,2000. Early application of the provisions of this SOP is permitted.

.7 3 Accounting SOPs issued this year by the AICPA are included in the section titled "Accounting
Statement of Position" later in this Alert.

Auditing Interpretations
.7 4 Auditing Interpretations are issued by the Audit Issues Task Force of the ASB to provide timely
guidance on the application of auditing pronouncements. Interpretations are reviewed by the ASB. An
Interpretation is not as authoritative as a pronouncement of the ASB, but members should be aware that they
may have to justify a departure from an interpretation if the quality of their work is questioned. The following
Auditing Interpretations have been issued since our last Alert:
1. Interpretation No. 3, "Responsibilities of Service Organizations and Service Auditors With Respect
to Information About the Year 2000 Issue in a Service Organization's Description of Controls," of
SAS No. 70 (AICPA, Professional Standards, vol. 1, AU sec. 9324.19-31)

2. Interpretation No. 13, "Reference to Country of Origin in the Auditor's Standard Report," of SAS No.
58, Reports on Audited Financial Statements (AICPA, Professional Standards, vol. 1, AU sec. 9508.53-55)15
3. Interpretation No. 7, "Management's and Auditor's Responsibilities With Regard to Related Party
Disclosures Prefaced by Terminology Such As Management Believes That," of SAS No. 45, Related
Parties (AICPA, Professional Standards, vol. 1, AU sec. 9334.22-.23)
4. Interpretation "The Meaning of the Term Misstatement" of SAS No. 47, Audit Risk and Materiality in
Conducting an Audit (AICPA, Professional Standards, vol. 1, AU sec. 9312.01-.04)

5. Interpretation "Evaluating Differences in Estimates" of SAS No. 47, Audit Risk and Materiality in
Conducting an Audit (AICPA, Professional Standards, vol. 1, AU sec. 9312.05-.09)
6. Interpretation "Quantitative Measures of Materiality in Evaluating Audit Findings" of SAS No. 47,
Audit Risk and Materiality in Conducting an Audit (AICPA, Professional Standards, vol. 1, AU sec.
9312.10-.14)
15 Withdrawn by SAS No. 93. See the New Auditing and Attestation Pronouncements section of this Alert for further information.
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7. Interpretation "Considering the Qualitative Characteristics of Misstatements" of SAS No. 47, Audit
Risk and Materiality in Conducting an Audit (AICPA, Professional Standards, vol. 1, AU sec. 9312.15-.17)

Help Desk—The full text of these Interpretations can be obtained at the AICPA Web
site at www.aicpa.org/members/div/auditstd/announce/index.htm.

Quality Control Standards
.75 Statements on Quality Control Standards (SQCS) are issued by the ASB. Firms that are enrolled in
an Institute-approved practice-monitoring program are obligated to adhere to quality control standards
established by the Institute.
.76 SQCS No. 4, System of Quality Control for a CPA Firm's Accounting and Auditing Practice, issued in May
2000, amends paragraph 18 of SQCS No. 2, System of Quality Control for a CPA Firm's Accounting and Auditing
Practice. It is applicable to a CPA firm's system of quality control for its accounting, auditing, and attestation
practice as of January 1,2000.
.77 Issued in May 2000, SQCS No. 5, The Personnel Management Element of a Firm's System of Quality
Control—Competencies Required by a Practitioner-in-Charge of an Attest Engagement, is applicable to a CPA firm's
system of quality control for its accounting and auditing practice as of June 30,2000. Earlier implementation
is encouraged.

Help Desk—The full text of these Quality Control Standards can be found in the May 2000
edition of the Journal of Accountancy.

New Attestation Standard
SSAE No. 10, Attestation Standards: Revision and Recodification

.78 The ASB expects to issue SSAE No. 10, Attestation Standards: Revision and Recodification in January
2001. SSAE No. 10 does the following:
•

Changes the title of AT section 101 to Attest Engagements

•

Changes the definition of an attest engagement into a statement of applicability of the standard, as
follows:
This statement applies to engagements in which a certified public accountant in the practice
of public accounting (hereinafter referred to as a practitioner) is engaged to issue or does
issue an examination, a review or an agreed-upon procedures report on subject matter, or
an assertion about the subject matter, that is the responsibility of another party.

.

•

Revises the third general standard to focus on the essential elements of criteria: the criteria must be
suitable and must be available to users. The subject matter also must be capable of reasonably
consistent evaluation against the criteria.

•

Enables true direct reporting on subject matter by eliminating the requirement to make reference to
the assertion in the practitioner's report.

•

Provides expanded guidance on the circumstances in which the use of attest reports should be
restricted to specified parties.

•

Supersedes SSAE Nos. 1 through 9.

79 The new standard also revises and renumbers the AT sections as follows:
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.80 The new SSAE also eliminates the requirement in AT section 201, Agreed-Upon Procedures Engage
ments, for the practitioner to obtain a written assertion in an agreed-upon procedures attest engagement. It
also incorporates changes needed as a result of the withdrawal of SAS No. 75, Engagements to Apply
Agreed-Upon Procedures to Specified Elements, Accounts, or Items of a Financial Statement. That withdrawal is
reflected in SAS No. 93, Omnibus Statement on Auditing Standards—2000.
.81 SSAE No. 10 is effective when the subject matter or assertion is as of or for a period ending on or after
June 1, 2001. Early application is permitted.

Help Desk—Look for a new AICPA Practice Aid on how to understand and apply the
provisions of SSAE No. 10. It is expected to become available during the first quarter of 2001.
Executive Summary—New Auditing and Attestation Pronouncements
• SAS No. 88, Service Organizations and Reporting on Consistency, issued in December 1999 and was
effective upon issuance.
• SAS No. 89, Audit Adjustments, issued in December 1999 and is effective for audits of financial
statements for periods beginning on or after December 15,1999, with earlier adoption permitted.
• SAS No. 90, Audit Committee Communications, issued in December 1999. The amendment to SAS
No. 61 is effective for audits of financial statements for periods ending on or after December 15,
2000, with earlier application permitted. The amendment to SAS No. 71 is effective for reviews of
interim financial information for interim periods ending on or after March 15, 2000, with earlier
application permitted.

• SAS No. 91, Federal GAAP Hierarchy, issued in April 2000, this amendment to SAS No. 69, was
effective upon issuance.
• SAS No. 92, Auditing Derivative Instruments, Hedging Activities, and Investments in Securities, was
issued in September 2000 and is effective for audits of financial statements for fiscal years ending
on or after June 30, 2001.
•

SAS No. 93, Omnibus Statement on Auditing Standards—2000, was issued in September 2000.

• SOP 00-1, Auditing Health Care Third-Party Revenues and Related Receivables, was issued in March
of this year.

•
•

New Auditing Interpretations and SQCSs were issued this year.
SSAE No. 10, Attestation Standards: Revision and Recodification, is expected to be issued in January 2001.

New GAAP Pronouncements
What new accounting pronouncements have been issued this year?
.82 In this section we present brief summaries of accounting pronouncements issued since the publication
of last year's Alert. The summaries are for informational purposes only and should not be relied on as a substitute
for a complete reading of the applicable standard. For information on accounting standards issued subsequent
to the writing of this Alert, please refer to the Web sites provided throughout this section. You may also look for
announcements of newly issued standards in the CPA Letter and the Journal of Accountancy.
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FASB Pronouncements
FASB Statement No. 138, Accounting for Certain Derivative Instruments and Certain
Hedging Activities, an amendment of FASB Statement No. 133

.83 FASB Statement No. 138 addresses a limited number of issues causing implementation difficulties
for numerous entities that apply FASB Statement No. 133. This Statement amends the accounting and
reporting standards of FASB Statement No. 133 for certain derivative instruments and certain hedging
activities as indicated in the following paragraphs.
1. The normal purchases and normal sales exception in paragraph 10(b) may be applied to contracts
that implicitly or explicitly permit net settlement, as discussed in paragraphs 9(a) and 57(c)(1), and
contracts that have a market mechanism to facilitate net settlement, as discussed in paragraphs 9(b)
and 57(c)(2).

2. The specific risks that can be identified as the hedged risk are redefined so that in a hedge of interest
rate risk, the risk of changes in the benchmark interest rate (benchmark interest rate is defined in
paragraph 4(jj) of FASB Statement No. 138) would be the hedged risk.
3. Recognized foreign-currency-denominated assets and liabilities for which a foreign currency trans
action gain or loss is recognized in earnings under the provisions of paragraph 15 of FASB Statement
No. 52, Foreign Currency Translation, may be the hedged item in fair value hedges or cash flow hedges.
4. Certain intercompany derivatives may be designated as the hedging instruments in cash flow hedges
of foreign currency risk in the consolidated financial statements if those intercompany derivatives
are offset by unrelated third-party contracts on a net basis.

FASB Statement No. 138 also amends FASB Statement No. 133 for decisions made by the FASB relating to
the Derivatives Implementation Group (DIG) process. Certain decisions arising from the DIG process that
required specific amendments to FASB Statement No. 133 are incorporated into FASB Statement No. 138.

FASB Statement No. 139, Recission of FASB Statement No. 53 and amendments to FASB
Statements No. 63, 89, and 121

.84 FASB Statement No. 139 rescinds FASB Statement No. 53, Financial Reporting by Producers and Distributors
of Motion Picture Films. An entity that previously was subject to the requirements of Statement 53 shall follow the
guidance in AICPA SOP 00-2, Accounting by Producers or Distributors of Films. This Statement also amends FASB
Statement Nos. 63, Financial Reporting by Broadcasters, 89, Financial Reporting and Changing Prices, and 121,
Accounting for the Impairment of Long-Lived Assets and for Long-Lived Assets to Be Disposed Of.
Statement No. 139 is effective for financial statements for fiscal years beginning after December 15, 2000.
Earlier application is permitted only upon early adoption of the SOP.
FASB Statement No. 140, Accounting for Transfers and Servicing of Financial Assets and
Extinguishments of Liabilities, a replacement of FASB Statement No. 125

.85 Issued in September 2000, FASB Statement No. 140 replaces FASB Statement No. 125, Accounting for
Transfers and Servicing of Financial Assets and Extinguishments of Liabilities. It revises the standards for
accounting for securitizations and other transfers of financial assets and collateral and requires certain
disclosures, but it carries over most of Statement 125's provisions without reconsideration.
.86 The Statement provides accounting and reporting standards for transfers and servicing of financial
assets and extinguishments of liabilities. Those standards are based on consistent application of a financialcomponents approach that focuses on control. Under that approach, after a transfer of financial assets, an entity
AICPA Audit and Accounting Manual
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recognizes the financial and servicing assets it controls and the liabilities it has incurred, derecognizes
financial assets when control has been surrendered, and derecognizes liabilities when extinguished. State
ment No. 140 provides consistent standards for distinguishing transfers of financial assets that are sales from
transfers that are secured borrowings.

.87 A transfer of financial assets in which the transferor surrenders control over those assets is accounted
for as a sale to the extent that consideration other than beneficial interests in the transferred assets is received
in exchange. The transferor has surrendered control over transferred assets if and only if all of the following
conditions are met:
1. The transferred assets have been isolated from the transferor—put presumptively beyond the reach
of the transferor and its creditors, even in bankruptcy or other receivership.

2. Each transferee (or, if the transferee is a qualifying special-purpose entity (SPE), each holder of its
beneficial interests) has the right to pledge or exchange the assets (or beneficial interests) it received,
and no condition both constrains the transferee (or holder) from taking advantage of its right to
pledge or exchange and provides more than a trivial benefit to the transferor.
3. The transferor does not maintain effective control over the transferred assets through either (a) an
agreement that both entitles and obligates the transferor to repurchase or redeem them before their
maturity or (b) the ability to unilaterally cause the holder to return specific assets, other than through
a cleanup call.

.8 8 The Statement requires that liabilities and derivatives incurred or obtained by transferors as part of
a transfer of financial assets be initially measured at fair value, if practicable. It also requires that servicing
assets and other retained interests in the transferred assets be measured by allocating the previous carrying
amount between the assets sold, if any, and retained interests, if any, based on their relative fair values at
the date of the transfer.

.8 9 The Statement requires that servicing assets and liabilities be subsequently measured by (a) amorti
zation in proportion to and over the period of estimated net servicing income or loss and (b) assessment for
asset impairment or increased obligation based on their fair values.
.90 The Statement requires that a liability be derecognized if and only if either (a) the debtor pays the
creditor and is relieved of its obligation for the liability or (b) the debtor is legally released from being the
primary obligor under the liability either judicially or by the creditor. Therefore, a liability is not considered
extinguished by an in-substance defeasance.
.91 The Statement provides implementation guidance for assessing isolation of transferred assets;
conditions that constrain a transferee; conditions for an entity to be a qualifying SPE; accounting for transfers
of partial interests; measurement of retained interests; servicing of financial assets; securitizations, transfers
of sales-type and direct financing lease receivables; securities lending transactions; repurchase agreements,
including "dollar rolls," "wash sales," loan syndications, and participations; risk participations in banker's
acceptances; factoring arrangements; transfers of receivables with recourse; and extinguishments of liabili
ties. The Statement also provides guidance about whether a transferor has retained effective control over
assets transferred to qualifying SPEs through removal-of-accounts provisions, liquidation provisions, or
other arrangements.
.92 The Statement requires a debtor to (a) reclassify financial assets pledged as collateral and report those
assets in its statement of financial position separately from other assets not so encumbered if the secured
party has the right by contract or custom to sell or repledge the collateral and (b) disclose assets pledged as
collateral that have not been reclassified and separately reported in the statement of financial position. The
Statement also requires a secured party to disclose information about collateral that it has accepted and is
permitted by contract or custom to sell or repledge. The required disclosure includes the fair value at the
AAM §8010.87
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end of the period of that collateral, and of the portion of that collateral that it has sold or repledged, and
information about the sources and uses of that collateral.

.9 3 The Statement requires an entity that has securitized financial assets to disclose information about
accounting policies, volume, cash flows, key assumptions made in determining fair values of retained
interests, and sensitivity of those fair values to changes in key assumptions. It also requires that entities that
securitize assets disclose for the securitized assets and any other financial assets it manages together with
them (a) the total principal amount outstanding, the portion that has been derecognized, and the portion that
continues to be recognized in each category reported in the statement of financial position, at the end of the
period; (b) delinquencies at the end of the period; and (c) credit losses during the period.
.9 4 In addition to replacing FASB Statement No. 125 and rescinding FASB Statement No. 127, Deferral of
the Effective Date of Certain Provisions of FASB Statement No. 125, this Statement carries forward the actions
taken by FASB Statement No. 125. FASB Statement No. 125 superseded FASB Statement Nos. 76, Extinguish
ment of Debt, and 77, Reporting by Transferors for Transfers of Receivables with Recourse. FASB Statement No. 125
amended FASB Statement No. 115, Accounting for Certain Investments in Debt and Equity Securities, to clarify
that a debt security may not be classified as held-to-maturity if it can be prepaid or otherwise settled in such
a way that the holder of the security would not recover substantially all of its recorded investment. FASB
Statement No. 125 amended and extended to all servicing assets and liabilities the accounting standards for
mortgage servicing rights now in FASB Statement No. 65, Accounting for Certain Mortgage Banking Activities,
and superseded FASB Statement No. 122, Accounting for Mortgage Servicing Rights. FASB Statement No. 125
also superseded FASB Technical Bulletins No. 84-4, In-Substance Defeasance of Debt, and No. 85-2, Accounting
for Collateralized Mortgage Obligations (CMOs), and amended FASB Technical Bulletin No. 87-3, Accounting
for Mortgage Servicing Fees and Rights.
.9 5 FASB Statement No. 125 was effective for transfers and servicing of financial assets and extinguish
ments of liabilities occurring after December 31, 1996, and on or before March 31, 2001, except for certain
provisions. FASB Statement No. 127 deferred until December 31,1997, the effective date (a) of paragraph 15
of FASB Statement No. 125 and (b) for repurchase agreement, dollar-roll, securities lending, and similar
transactions, of paragraphs 9 through 12 and 237(b) of FASB Statement No. 125.
.96 The Statement is effective for transfers and servicing of financial assets and extinguishments of liabilities
occurring after March 31,2001. The Statement is effective for recognition and reclassification of collateral and for
disclosures relating to securitization transactions and collateral for fiscal years ending after December 15,2000.
Disclosures about securitization and collateral accepted need not be reported for periods ending on or before
December 15,2000, for which financial statements are presented for comparative purposes.

.97 The Statement is to be applied prospectively with certain exceptions. Other than those exceptions,
earlier or retroactive application of its accounting provisions is not permitted.
FASB Interpretation 44, Accounting for Certain Transactions Involving Stock Compensation,
an interpretation of APB Opinion No. 2516

.98 APB Opinion 25, Accounting for Stock Issued to Employees, was issued in October 1972. Since its issuance,
questions have been raised about its application and diversity in practice has developed. During its consideration
of the accounting for stock-based compensation, which led to the issuance of FASB Statement No. 123, Accounting
for Stock-Based Compensation, the FASB decided not to address practice issues related to APB Opinion 25 because
it had planned to supersede the Opinion. However, FASB Statement No. 123 permits entities to continue applying
APB Opinion 25 to stock compensation involving employees. Consequently, questions remain about the
application of APB Opinion 25 in a number of different circumstances.
16 Certain implementation issues regarding FASB Interpretation No. 44, as well as certain issues regarding the application of APB
Opinion 25 that are not addressed by Interpretation No. 44, are being addressed by the EITF in Issue No. 00-23.
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.99 Interpretation No. 44 clarifies the application of APB Opinion 25 for only certain issues. It does not
address any issues related to the application of the fair value method in FASB Statement No. 123. The issues
addressed herein were selected after receiving input from members of both the FASB EITF and the task force
on stock compensation that assisted in the development of FASB Statement No. 123. Among other issues,
Interpretation No. 44 clarifies (a) the definition of employee for purposes of applying APB Opinion 25, (b)
the criteria for determining whether a plan qualifies as a noncompensatory plan, (c) the accounting
consequence of various modifications to the terms of a previously fixed stock option or award, and (d) the
accounting for an exchange of stock compensation awards in a business combination.
.100 In considering those issues, the FASB focused on interpreting APB Opinion 25. The FASB decided
not to amend the APB Opinion 25 framework because most of the problems inherent in the APB Opinion 25
intrinsic value method are addressed in Statement 123 through that Statement's recommended fair value
method. Consequently, in determining the guidance in this Interpretation, the FASB reached its conclusions
within the framework of APB Opinion 25 and did not refer to concepts underlying the fair value method
described in FASB Statement No. 123.
.101 Interpretation No. 44 is effective July 1, 2000, but certain conclusions in the Interpretation cover
specific events that occur after either December 15, 1998, or January 12, 2000. To the extent that the
Interpretation covers events occurring during the period after December 15,1998, or January 12, 2000, but
before the effective date of July 1, 2000, the effects of applying the Interpretation are recognized on a
prospective basis from July 1, 2000.
Executive Summary—FASB Pronouncements

•

FASB Statement No. 138, Accounting for Certain Derivative Instruments and Certain Hedging
Activities, an amendment of FASB Statement No. 133

•

FASB Statement No. 139, Recission of FASB Statement No. 53 and amendments to FASB Statements
No. 63,89, and 121

•

FASB Statement No. 140, Accounting for Transfers and Servicing of Financial Assets and
Extinguishments of Liabilities, a replacement of FASB Statement No. 125

•

FASB Interpretation No. 44, Accounting for Certain Transactions Involving Stock Compensation—
an interpretation of APB Opinion No. 25

Accounting Statement of Position17
SOP 00-2, Accounting by Producers or Distributors of Films

.102 Issued by the AICPA Accounting Standards Executive Committee (AcSEC)18 in August 2000, SOP
00-2, Accounting by Producers or Distributors of Films, specifies the accounting for films, television specials,
television series, or similar products (including animated films and television programming) that are sold,
licensed, or exhibited, whether produced on film, video tape, digital, or other video recording formation.
Certain of the SOP's requirements differ from those in FASB Statement No. 53, Financial Reporting by Producers
and Distributors of Motion Picture Films or practice. SOP 00-2 replaces FASB Statement No. 53 (which was
rescinded by FASB Statement No. 139) and is effective for financial statements for fiscal years beginning after
December 15,2000. Earlier application is encouraged.
Help Desk—AICPA staff, assisted by industry experts, has released technical questions and
answers (Q&As) on financial accounting and reporting issues related to SOP 00-2, Accounting
by Producers or Distributors of Films. You can find the Q&As in the accounting standards section
of the AICPA Web site at www.aicpa.org/members/div/acctstd/general/othitem.htm.
17 SOP 00-1, Auditing Health Care Third-Party Revenues and Related Receivables, which was issued under the authority of the ASB, is
discussed in the "New Auditing and Attestation Pronouncements" section of this Alert.

18 AcSEC has also issued two new audit and accounting Guides this year, for life and health insurance entities, and investment
companies. See On the Bookshelf later in this Alert for order information.
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EITF Consensus Positions
.103 The EITF was established by the FASB in July 1984 to assist in improving financial reporting through
the timely identification, discussion, and resolution of financial issues within the framework of existing
authoritative literature. The application of EITF consensuses (category c of the GAAP hierarchy) effective
after March 15, 1992, is mandatory under SAS No. 69, The Meaning of Present Fairly in Conformity With
Generally Accepted Accounting Principles in the Independent Auditor's Report. Any EITF consensus issued
before March 16, 1992, becomes effective in the hierarchy for initial application of an accounting principle
after March 15,1993. The EITF meets approximately every eight weeks. All meetings are announced by the
FASB in its Action Alert, together with a listing of the topics on the meeting agenda. The following table
contains a summary of EITF issues discussed from November 1999 through the September 2000 meetings.19

Description

EITF Issue No.

Date of Consensus/Status

98-2

Accounting by a Subsidiary or Joint Venture for an Originally discussed March 18Investment in the Stock of Its Parent Company or Joint 19,1998. At the May 17-18,2000,
meeting, the task force agreed
Venture Partner
that this issue should not be
reactivated based on the FASB's
preliminary decision in its
liabilities and equity project.

98-3

Determining Whether a Nonmonetary Transaction In Originally discussed March 1819, 1998. Consensuses were
volves Receipt of Productive Assets or of a Business
reached January 19-20, 2000.

98-4

Accounting by a Joint Venture for Businesses Received at Originally discussed March 1819, 1998. Further discussion is
Its Formation
planned.

98-9

Accounting for Contingent Rent

98-11

Accounting for Acquired Temporary Differences in Certain Originally discussed September
Purchase Transactions That Are Not Accounted for as 23-24,1998. Consensuses reached
Business Combinations
May 19-20, 1999. Revisions were
made to Abstracts, January 1920, 2000.

99-11

Subsequent Events Caused by Year 2000

99-12

Determination of the Measurement Date for the Market Originally discussed September
Price of Acquirer Securities Issued in a Purchase Business 23, 1999. Consensuses were
Combination
reached January 19-20,2000.

Originally discussed with con
sensuses reached May 21, 1998.
At September 23-24, 1998, prior
consensus on lessee accounting
was withdrawn and new consen
sus reached. At November 18-19,
1998, a May 21, 1998 consensus
was withdrawn and transition
guidance was given. Final guid
ance issued January 19-20, 2000.
No further discussion is planned.

Originally discussed July 22,
1999. Consensuses were reached
November 17-18,1999.

(continued)
19 This table reflects information contained in the minutes to the September 2000 EITF meeting. Look to the EITF Abstracts for final
language. The Abstracts can be ordered directly from the FASB (www.fasb.org).
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Date of Consensus/Status

99-14

Recognition of Losses on Firmly Committed Executory Originally discussed November
Contracts
17-18,1999. Further discussion is
planned.

99-15

Accounting for Decreases in Deferred Tax Asset Valuation Consensus reached November
Allowances Established in a Purchase Business Combina 17-18,1999.
tion as a Result of a Change in Tax Regulations

99-16

Accounting for Transactions with Elements of Research Originally discussed November
and Development Arrangements
17-18, 1999. Consensus was
reached May 17-18,2000.

99-17

Accounting for Advertising Barter Transactions

99-18

Effect on Pooling-of-Interests Accounting of Contracts This issue has been dropped from
Indexed to a Company's Own Stock
the EITF agenda.

99-19

Reporting Revenue Gross as a Principal versus Net as an Originally discussed March 16,
Agent
2000. Consensus was reached
July 19-20, 2000.

99-20

Recognition of Interest Income and Impairment on Originally discussed November
Purchased and Retained Beneficial Interests in Securitized 17-18, 1999. Consensus was
Financial Assets
reached July 19-20, 2000. Revi
sions were made to the Abstracts,
September 20-21,2000.

00-1

Investor Balance Sheet and Income Statement Display Originally discussed January 19-20,
under the Equity Method for Investments in Certain 2000. Consensuses were reached
Partnerships and Other Ventures
May 17-18, 2000. Revisions were
made to the Abstracts July 19-20,
2000.

00-2

Accounting for Web Site Development Costs

00-3

Application of AICPA Statement of Position 97-2, to Originally discussed January 19Arrangements That Include the Right to Use Software 20, 2000. Consensuses were
Stored on Another Entity's Hardware
reached March 16,2000.

00-4

Majority Owner's Accounting for a Transaction in the Originally discussed January 19Shares of a Consolidated Subsidiary and a Derivative 20,2000. Consensus was reached
Indexed to the Minority Interest in That Subsidiary and a July 19-20,2000.
Derivative20

00-5

Determining Whether a Nonmonetary Transaction Is an Originally discussed March 16,
Exchange of Similar Productive Assets
2000. Consensuses were reached
September 20-21,2000.

00-6

Accounting for Freestanding Derivative Financial Originally discussed March 16,
Instruments Indexed to, and Potentially Settled in, the 2000. Consensuses were reached
Stock of a Consolidated Subsidiary
on some issues, July 19-20, 2000
with further discussion planned.

Originally discussed November
17-18, 1999. Consensus was
reached January 19-20,2000.

Originally discussed January 19-20,
2000. Consensuses were reached
March 16,2000.

20 Issue No. 00-4 is a subset of EITF Issue No. 00-6.
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00-7

Application of Issue No. 96-13 to Equity Derivative Consensus was reached March
Instruments That Contain Certain Provisions That 16,2000.
Require Net Cash Settlement If Certain Events outside the
Control of the Issuer Occur

00-8

Accounting by a Grantee for an Equity Instrument to Be Consensus was reached March
Received in Conjunction with Providing Goods or Services 16,2000. Revisions were made to
the Abstracts, May 17-18,2000.

00-9

Classification of a Gain or Loss from a Hedge of Debt That Consensuses were reached May
17-18,2000.
Is Extinguished

00-10

Accounting for Shipping and Handling Fees and Costs

00-11

Meeting the Ownership Transfer Requirements of FASB Originally discussed May 17-18,
2000. Further discussion is
Statement No. 13 for Leases of Real Estate
planned.

00-12

Accounting by an Investor for Stock-Based Compensation Originally discussed May 17-18,
2000. Consensuses were reached
Granted to Employees of an Equity Method Investee
July 19-20,2000.

00-13

Determining Whether Equipment Is "Integral Equipment" Consensus was reached May 1718,2000.
Subject to FASB Statements No. 66 and No. 98

00-14

Accounting for Certain Sales Incentives

00-15

Classification in the Statement ofCash Flows of the Income Consensuses were reached July
Tax Benefit Received by a Company upon Exercise of a 19-20,2000.
Nonqualified Employee Stock Option

00-16

Recognition and Measurement of Employer Payroll Taxes Consensuses were reached July
19-20,2000.
on Employee Stock-Based Compensation

00-17

Measuring the Fair Value of Energy-Related Contracts in Consensuses were reached July
19-20, 2000.
Applying Issue No. 98-10

00-18

Accounting Recognition for Certain Transactions Originally discussed July 19-20,
involving Equity Instruments Granted to Other Than 2000. Further discussion is
planned.
Employees

00-19

Determination of Whether Share Settlement Is within the Originally discussed July 19-20,
Control of the Company for Purposes of Applying Issue No. 2000. Consensuses were reached
on certain issues September 2096-13
21, 2000. Further discussion is
planned.

00-20

Accounting for Costs Incurred to Acquire or Originate Originally discussed September
Information for Database Content and Other Collections of 20-21,2000. Further discussion is
planned.
Information

00-21

Accounting for Multiple-Element Revenue Arrangements Originally discussed July 19-20,
2000. Further discussion is
planned.

Originally discussed May 17-18,
2000. Consensuses were reached
July 19-20, 2000, and September
20-21,2000.

Consensuses were reached May
17-18, 2000. Revisions were
made to the Abstracts, September
20-21,2000.

(continued)
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00-22

Accounting for "Points" and Certain Other Time-Based or Originally discussed September
Volume-Based Sales Incentive Offers, and Offers for Free 20-21,2000. Further discussion is
Products or Services to Be Delivered in the Future
planned.

00-23

Issues Related to the Accounting for Stock Compensation Originally discussed September
under APB Opinion No. 25 and FASB Interpretation No. 44 20-21, 2000. Consensuses reached
on certain issues. Further
discussion is planned.

00-24

Revenue Recognition: Sales Arrangements That Include Originally discussed September
Specified-Price Trade-in Rights
20-21,2000. Further discussion is
planned.

00-25

Accounting for Consideration from a Vendor to a Retailer Originally discussed September
in Connection with the Purchase or Promotion of the 20-21,2000. Further discussion is
Vendor's Products
planned.

Federal Accounting Standards Advisory Board Statements
.104 At its October 1999 meeting, the AICPA's governing Council adopted a resolution recognizing the
Federal Accounting Standards Advisory Board (FASAB) as the body designated to establish GAAP for
federal government entities under Rule 203 of its Code of Conduct. Pursuant to the resolution, statements
of federal financial accounting standards issued by the FASAB since March 1993 are recognized as GAAP
for the applicable federal governmental entities.
.105 In response to the Council's vote, the ASB issued SAS No. 91, Federal GAAP Hierarchy, an amendment
to SAS No. 69, The Meaning of Present Fairly in Conformity With Generally Accepted Accounting Principles
in the Independent Auditor's Report (See the "New Auditing and Attestation Pronouncements" section of this
Alert). The amendment recognizes FASAB statements as "level A" GAAP and establishes a hierarchy for
other FASAB guidance and general accounting literature to account for transactions not specifically ad
dressed by FASAB statements.

.106 When reporting on financial statements prepared in accordance with FASAB statements, auditors
should immediately begin referring to such basis of accounting as GAAP rather than an other comprehensive
basis of accounting. In evaluating the accounting for transactions not specifically addressed by FASAB
statements, auditors may wish to consider the proposed amendment to SAS No. 69 in conjunction with the
GAAP hierarchy described (AU secs. 411.05-.07).

New Standard Issued by FASAB
.107 Issued in July 2000, Statement of Federal Financial Accounting Standards (SFFAS) No. 18, Amendments
to Accounting Standards for Direct Loans and Loan Guarantees in SFFAS No. 2, contains accounting standards that
are effective for periods beginning after September 30,2000. Earlier implementation is encouraged.

Independence and Other Ethics Standards
What new independence and ethics standards have been issued?
.108 In this section we present brief summaries of independence and other ethics standards issued since the
publication of last year's Alert. The summaries are for informational purposes only and should not be relied on
as a substitute for a complete reading of the applicable standard. For information on standards issued subsequent
to the writing of this Alert, please refer to the Web sites provided throughout this section. You may also look for
announcements of newly issued standards in the CPA Letter and the Journal of Accountancy.
AAM §8010.104
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New ISB Standards
.109 The Independence Standards Board (ISB) was established in May 1997 as part of an agreement
between the AICPA and the SEC. Its charge is to establish, maintain, and improve independence standards
for external auditors of SEC registrants. Although the SEC retains its statutory authority to define inde
pendence, it recognizes the responsibility of the ISB in establishing independence standards and interpreta
tions for auditors of public entities. The SEC also considers principles, standards, interpretations, and
practices issued by the ISB as having substantial authoritative support. Note that the pronouncements of the
ISB apply to auditors of publicly held entities only. The functioning of the ISB does not affect the authority
of state licensing or disciplinary authorities regarding auditor independence. Also, it does not affect the
AICPA's rules on independence as they relate to auditors of nonpublic entities.
.110 Following is a summary of the independence standards issued by the ISB since our last Alert.
ISB Standard No. 2, Certain Independence Implications of Audits of Mutual Funds and
Related Entities

.111 Issued in December 1999 and amended in July 2000, this Independence Standard requires the audit
firm, certain of its retirement plans, the audit engagement team, and those in a position to influence the audit,
when the firm is auditing mutual funds, to be independent of all sister funds and all related nonfund entities.
In addition, when auditing a related nonfund entity, independence would be required by the same entities
and individuals of all funds in the mutual fund complex.

.112 This standard permits direct investment in nonaudit client sister funds by all other partners and
employees of the firm. Spouses and dependents of partners, other than those on the audit engagement team
or in a position to influence the audit, may also invest through an employee benefit plan in mutual funds
that are audit clients.

.113 This standard is effective with respect to audits of financial statements for periods beginning sixty
days after existing rules of the SEC are modified to remove conflicts with the standard. The SEC has proposed
rulemaking with regard to its independence rules, including consideration of the provisions of this standard.
Notification of relevant actions by the SEC will be posted to the ISB's Web site at www.cpaindependence.org
when confirmation is received by the board.
ISB Standard No. 3, Employment with Audit Clients

.114 Issued in July 2000, this standard describes safeguards that firms should implement when their
professionals join firm audit clients. These safeguards are designed to assist in ensuring that—
1. Professionals who are broadly evaluating their career options will exercise an appropriate level of
skepticism while performing audits prior to their departure from the firm.

2. A former firm professional now employed by the client cannot circumvent the audit because of
familiarity with its design, approach, or testing strategy.

3. The remaining members of the audit team maintain objectivity when evaluating the work and
representations of a former firm professional now employed by the audit client.

.115 The procedures should be adapted depending on several factors, including whether the professional
served as a member of the audit team, the positions he or she held at the firm and has accepted at the client, the
length of time that has elapsed since the professional left the firm, and the circumstances of his or her departure.
The standard also specifies the circumstances under which capital and retirement balances owed to the departing
professional should be liquidated or settled to preserve the firm's independence. The standard's requirements
are effective for employment with audit client situations arising after December 31,2000.
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.116 The following Interpretations were issued by the ISB during 2000:
1. ISB Interpretation 00-1, ISB No. 1 and Secondary Auditors

2. ISB Interpretation 00-2, An Amendment of Interpretation 00-1
Help Desk—The full text of these standards and Interpretations, along with information
about other ISB publications and exposure drafts, are posted on the ISB's Web site at
www.cpaindependence.org/pubs_db.php3.

AICPA Professional Ethics Rulings and Interpretations
.117 Ethics Interpretations and rulings are promulgated by the executive committee of the professional
ethics division of the AICPA to provide Guidelines on the scope and application of ethics rules but are not
intended to limit such scope or application. Publication of an Interpretation or ethics ruling in the Journal of
Accountancy constitutes notice to members. Once published, pronouncements become effective on the last
day of the month in which they appear in the Journal of Accountancy, except as may otherwise be stated in
the pronouncements. A member who departs from Interpretations or rulings shall have the burden of
justifying such departure in any disciplinary hearing. The full text of the interpretations and rules presented
here can be found in their entirety in the Journal of Accountancy. The month of their publication is provided
for reference.
.118 The Professional Ethics Executive Committee has adopted revisions to two interpretations under
the Code of Professional Conduct: Interpretation No. 101-3, "Performance of Other Services," of ET section
101, Independence (AICPA, Professional Standards, vol. 2, ET sec. 101.05), and Interpretation No. 501-1,
"Retention of Client Records," of ET section 501, Acts Discreditable (AICPA, Professional Standards, vol. 2, ET
section 501.02). The committee has adopted a new ethics ruling under the Code of Professional Conduct,
Ruling No. 111, "Employee Benefit Plan Sponsored by Client" of ET section 101 (AICPA, Professional
Standards, ET sec. 101.05). (April 2000, Journal of Accountancy)
.119 The committee has made editorial revisions to Interpretation No. 101-9, "The Meaning of Certain
Independence Terminology and the Effect of Family Relationships on Independence," of ET section 101
(AICPA, Professional Standards, vol. 2, ET sec. 101.11). "Member or Member's Firm" has been revised. The
remainder of the interpretation is unchanged except for a renumber of footnotes following the added
material. (May 2000, Journal of Accountancy)
.120 The committee has made editorial revisions to the paragraph preceding the interpretations under
rule 101 of the Code of Professional Conduct (AICPA, Professional Standards, vol. 2, ET sec. 101.01). (July 2000,
Journal of Accountancy)

.121 The committee has revised the following ruling and interpretation under the Code of Professional
Conduct:
•

Ruling No. 108 under Rule of Conduct 191, Participation of Member, Spouse or Dependent in
Retirement, Savings, or Similar Plan Sponsored by, or That Invests in, Client. (October 2000, Journal
of Accountancy)

•

Interpretation 501-5, "Failure to Follow Requirements of Governmental Bodies, Commissions, or
Other Regulatory Agencies." of ET section 501. (October 2000, Journal of Accountancy)

Help Desk—For more information about the interpretations and rulings discussed
above, visit the Professional Ethics Team Web page at www.aicpa.org/ members/div/
ethics/index.htm. You can also call the Professional Ethics Team at (888) 777-7077, menu
option 3, followed by menu option 2.
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PITF Practice Alerts
.122 The PITF, established by the SEC Practice Section (SECPS) Executive committee, formulates guid
ance based on issues arising in peer reviews, firm inspections, and litigation to facilitate the resolution of
emerging audit practice issues. This guidance takes the form of Practice Alerts. These Alerts—which are
based on existing audit literature, the professional experience of the members of the PITF, and information
provided by the SECPS member firms—provide auditors with information that may help them improve the
efficiency and effectiveness of their audits. The information contained in Practice Alerts is nonauthoritative.
It represents the views of the members of the PITF and does not represent official positions of the AICPA.

Recently Issued Practice Alerts
.123
•

Practice Alert No. 00-4, Quarterly Review Procedures for Public Companies

•

Practice Alert No. 00-3, Auditing Construction Contracts

•

Practice Alert No. 00-2, Quality of Accounting Principles—Guidance for Discussion with Audit Committees

•

Practice Alert No. 00-1, Accounting for Certain Equity Transactions

Previously Issued Practice Alerts
.124
•

Practice Alert No. 99-2, How the Use of a Service Organization Affects Internal Control Considerations

•

Practice Alert No. 99-1, Guidance for Independence Discussions with Audit Committees

•

Practice Alert No. 98-3, Revenue Recognition Issues

•

Practice Alert No. 98-2, Professional Skepticism and Related Topics

•

Practice Alert No. 98-1, The Auditor's Use of Analytical Procedures

•

Practice Alert No. 97-3, Changes in Auditors and Related Topics

•

Practice Alert No. 97-2, Audits of Employee Benefit Plans

•

Practice Alert No. 97-1, Financial Statements on the Internet

•

Practice Alert No. 96-1, The Private Securities Litigation Reform Act of 1995

•

Practice Alert No. 95-3, Auditing Related Parties and Related-Party Transactions

•

Practice Alert No. 95-2, Complex Derivatives21

•

Practice Alert No. 95-1, Revenue Recognition Issues (superseded by Practice Alert 98-3)

•

Practice Alert No. 94-3, Acceptance and Continuance of Audit Clients

•

Practice Alert No. 94-2, Auditing Inventories—Physical Observations

•

Practice Alert No. 94-1, Dealing with Audit Differences

Help Desk—Copies of these Practice Alerts, as well as those that may have been
issued after the writing of this Alert, can be downloaded from the AICPA's Web site at
21 No longer relevant due to recently issued accounting pronouncements relating to derivatives.
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www.aicpa.org/members/div/secps/lit/practice.htm . They can also be found in the
AICPA publication Technical Practice Aids (Product No. 005140kk).

Beyond the Audit
Assurance Services Alerts
What are Assurance Services Alerts?
.125 As discussed in last year's Alert, the AICPA's Accounting and Auditing Publications Team has introduced
a new series titled Assurance Services Alerts. The Alerts in this series serve both as an introduction to those who are
unfamiliar with these emerging services and an update of important new developments for those who have
expanded their practice to include such engagements. The premier entrants to the series were CPA ElderCare Services
and WebTrustSM. We're pleased to announce that a third Alert has been added to the series, CPA SysTrustSM.

.126 This year's Assurance Services Alerts, CPA ElderCare Services—2000, WebTrustSM—2000, and CPA
SysTrustSM—2000 explain, among other things—
•

The nature and purpose of these new services.

•

How to get started.

•

Applicable professional standards.

•

Sources of additional information.

•

Recent practice and industry developments.

.127 The information provided in these Alerts will assist you in ensuring your long-term professional
growth by tapping into the full potential of CPA ElderCare, WebTrust, and CPA SysTrust services. See
"Resource Central" later in this Alert for order information.

CPA Performance ViewSM Services
What are CPA Performance View Services?

.128 CPA Performance View is a recently introduced assurance service developed by the AICPA under
the direction of the Performance Measures Task Force and the Assurance Services Executive Committee. The
CPA Performance View process is a new way for CPAs to assist clients in managing their businesses more
efficiently and effectively. It also allows CPAs to change their role from that of a financial adviser to one of
a strategic business advisor and to become an integral part of the growth of your clients' businesses. This
service is the CPA-branded delivery of performance measurement consulting services that will allow CPAs
to provide a new service to their clients.
.129 Performance measurement is defined as the identification of critical success factors that lead to
measures that can be tracked over time to assess progress made in achieving specific targets linked to an
entity's vision. The measures track aspects of the entire business—both financial and nonfinancial (for
example, customer satisfaction, employee training and satisfaction, product quality, sales calls, and propos
als delivered). The theory behind performance measurement is not a new fad; it has been around for a while
and is at the core of other management methodologies, such as economic value added, market value added,
the Dupont model, and the balanced scorecard.
.130 CPA Performance View services focus on paring down the information management sees to selected
key performance indicators that will help them make better decisions. By focusing on the key performance
indicators, management will be able to stay on course with the organization's strategy and easily determine
the organization's overall performance. Performance measures have a direct correlation to company goals
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and serve as leading (future-oriented) indicators rather than the usual lagging-indicators (for example, last
quarter's income or revenues). The use of performance measures allows companies to provide a clear
link between compensation and performance and can be used as a means to motivate employees. It also
communicates the organization's goals and strategies to employees at all levels of the organization.

.131 As the CPA Performance View service provides management with better information that will lead
to better decisions, clients will come to rely more and more on their CPA to provide value-added services
and advice. Guidance on expanding your practice to include this new service can be found in the AICPA
Practice Aid CPA Performance View: A Practitioner's Guide to Providing Performance Measurement Engagements
(Product No. 006606kk).

On the Horizon
What exposure drafts are currently outstanding?
.132 Practitioners should note that the purpose of exposure drafts is to solicit comments from preparers,
auditors, users of financial statements, and other interested parties. They are nonauthoritative and cannot be used
as a basis for changing GAAS or GAAP. The following is a listing of some of the more significant exposure drafts
outstanding at the time this Alert was written. Please note that AICPA standard-setting committees are now
publishing exposure drafts of proposed professional standards exclusively on the AICPA's Web site.

ASB Exposure Draft
.133 Issued in October 2000, the proposed SAS amends SAS No. 55, Consideration of Internal Control in a
Financial Statement Audit (AICPA, Professional Standards, vol. 1, AU sec. 319), as amended by SAS No. 78,
Consideration of Internal Control in a Financial Statement Audit: An Amendment to Statement on Auditing Standards
No. 55 (AICPA, Professional Standards, vol. 1, AU sec. 319) to provide guidance to auditors about the effect of
information technology (IT) on internal control, and on the auditor's understanding of internal control and
assessment of control risk. The ASB believes the guidance is needed because entities of all sizes increasingly
are using IT in ways that affect their internal control and the auditor's consideration of internal control in a
financial statement audit. Consequently, in some circumstances, auditors may need to perform tests of
controls to perform effective audits.
.134

This proposed SAS amends SAS No. 55, as amended by SAS No. 78, to—

1. Incorporate and expand on the concept from SAS No. 80, Amendment to Statement on Auditing
Standards No. 31, Evidential Matter (AICPA, Professional Standards, vol. 1, AU sec. 326.14), that in
circumstances where a significant amount of information supporting one or more financial statement
assertions is electronically initiated, recorded, processed, and reported, the auditor may determine
that it is not practical or possible to restrict detection risk to an acceptable level by performing only
substantive tests for one or more financial statement assertions. In such circumstances, the auditor
should obtain evidential matter about the effectiveness of both the design and operation of controls
to reduce the assessed level of control risk.

2. Describe how IT may affect internal control, evidential matter, and the auditor's understanding of
internal control and assessment of control risk.
3. Describe both benefits and risks of IT to internal control, and how IT affects the components of internal
control, particularly the control activities and information and communication components.

4. Provide guidance to help auditors determine whether specialized skills are needed to consider the
effect of computer processing on the audit, to understand the controls, or to design and perform audit
procedures.
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5. Clarify that in obtaining an understanding of the entity's financial reporting process, the auditor
should understand how both standard, recurring entries and nonstandard, nonrecurring entries are
initiated and recorded, and the auditor should also understand the controls that have been placed in
operation to ensure that such entries are authorized, complete, and correctly recorded.
6. Update terminology and references to IT systems and controls.

.135

The proposed SAS does not—

1. Eliminate the alternative of assessing control risk at the maximum level and performing a substantive
audit, if that is an effective approach.

2. Change the requirement to perform substantive tests for significant account balances and transaction
classes.

Help Desk—See the ASB Exposure Drafts Web site at www.aicpa.org/members/div/
auditstd/drafts.htm for information on the status of these and other exposure drafts
issued by the ASB. Note that the AICPA's standard-setting committees are now pub
lishing exposure drafts of proposed professional standards exclusively on the AICPA
Web site. The AICPA will notify interested parties by e-mail about new exposure drafts.
To have your email address put on the notification list for all AICPA exposure drafts,
send your e-mail address to memsat@aicpa.org. Indicate "exposure draft email list" in
the subject header field to help process the submissions more efficiently. Include your
full name, mailing address and, if known, your membership and subscriber number in
the message.

AcSEC Exposure Drafts
.136
•

Proposed Statement of Position—Accounting for Discounts Related to Credit Quality (The final SOP is
expected to be titled "Accounting for Certain Purchased Loans.") December 30,1998

•

Proposed Statement of Position—Amendment to Scope of Statement of Position 95-2, Financial Reporting
by Nonpublic Investment Partnerships, to Include Commodity Pools; August 15,2000

•

Proposed Statement of Position—Accounting by Certain Financial Institutions and Entities That Lend to
or Finance the Activities of Others; May 30,2000

•

Proposed Statement of Position—Accounting by Insurance Enterprises for Demutualizations and Forma
tions of Mutual Insurance Holding Companies and for Certain Long-Duration Participating Contracts; April
3,2000

•

Proposed Statement of Position—Accounting for and Reporting of Certain Health and Welfare Benefit Plan
Transactions; March 22,2000

Help Desk—See the AcSEC Exposure Drafts Web site at www.aicpa.org/members/
div/acctstd/edo/index.htm for information on the status of these and other exposure
drafts issued by AcSEC.

Professional Ethics Executive Committee Exposure Draft
.137 On April 15,2000, the Professional Ethics Division issued an exposure draft, Omnibus Proposal
of Professional Ethics Division Interpretations and Rulings, containing proposed revisions to four ethics
pronouncements:
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1. Interpretation No. 101-11, "Independence and the Performance of Professional Services Under the
Statements on Standards for Attestation Engagements and Statement on Auditing Standards No. 75,
Engagements to Apply Agreed-Upon Procedures to Specified Elements, Accounts, or Items of a Financial
Statement" of ET section 101 (AICPA, Professional Standards, vol. 2, ET sec. 101.13).
2. Ruling 100 under rule 191: Actions Permitted When Independence Is Impaired

3. Ruling 108 under rule 191: Participation of Member, Spouse or Dependent in Retirement, Savings, or Similar
Plan Sponsored by, or That Invest in, Client22
4. Interpretation No. 501-5, "Failure to Follow Requirements of Government Bodies, Commissions, or Other
Regulatory Agencies in Performing Attest or Similar Services," of ET section 501 (AICPA, Professional
Standards, vol. 2, ET sec. 501.06)23

Help Desk—See the AICPA Professional Ethics section of the AICPA Web site, www.
aicpa.org/members/div/ ethics/index.htm for information on the status of these and
other exposure drafts, along with other ethics-related matters.

FASB Statement Exposure Drafts
.138
•

Proposed Statement of Financial Accounting Standards—Accounting for the Impairment or Disposal of
Long-Lived Assets and for Obligations Associated with Disposal Activities; July 12,2000

•

Proposed Statement of Financial Accounting Standards—Accounting for Obligations Associated with
the Retirement of Long-Lived Assets; February 17,2000

•

Proposed Statement of Financial Accounting Standards—Business Combinations and Intangible Assets;
September 7,1999

•

Proposed Statement of Financial Accounting Standards—Consolidated Financial Statements: Purpose
and Policy; February 23,1999

Help Desk—See the FASB Web site www.rutgers.edu/Accounting/raw/fasb/draft/
draftpg.html for information on the status of these and other exposure drafts issued by
the FASB.

Resource Central
On the Bookshelf
What other AICPA publications may be of value to my practice?
AICPA Audit and Accounting Guides

.139 Audit and Accounting Guides summarize the practices applicable to specific industries and describe
relevant matters, conditions, and procedures unique to these industries. The accounting guidance included
in AICPA Audit and Accounting Guides is in the GAAP hierarchy as authoritative GAAP. These Guides are
updated for authoritative pronouncements through May 1, 2000 (unless otherwise indicated) and are
available from the AICPA for the following industries (product numbers are shown in parentheses):
22 Adopted in October 2000. See the "AICPA Professional Ethics Rulings and Interpretations" subsection of this Alert (paragraph .137).
23 See footnote 22.
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•

Agricultural Producers and Cooperatives 2000 (012355kk)

•

Airlines 2000 (013184kk)

•

Banks and Savings Institutions 2000 (011179kk)

•

Brokers and Dealers in Securities 2000 (012182kk)

•

Casinos 2000 (013151kk)

•

Common Interest Realty Associations 2000 (012489kk)

•

Construction Contractors 2000 (012097kk)

•

Credit Unions 2000 (012061kk)

•

Employee Benefit Plans 2000 (012340kk)

•

Entities With Oil and Gas Producing Activities 2000 (012107kk)

•

Federal Government Contractors 2000 (012439kk)

•

Finance Companies 2000 (012467kk)

•

Health Care Organizations 2000 (012441kk)

•

NEW AUDIT AND ACCOUNTING GUIDE! Investment Companies 2000 (012364kk)

•

NEW AUDIT AND ACCOUNTING GUIDE! Life and Health Insurance Companies 2000 (012500kk)

•

Not-for-Profit Organizations 2000 (013393kk)

•

Property and Liability Insurance Companies 2000 (011923kk)

•

State and Local Governmental Units 2000 (012061kk)

1-01

.140 The following general Audit Guides also may be of interest to CPAs performing audit and attest
engagements:

•

Consideration of Internal Control in a Financial Statement Audit 1997 (012451kk)

•

Personal Financial Statements 2000 (011136kk)

•

Prospective Financial Information 1999 (011179kk)

•

Use of Real Estate Appraisal Information 1997 (013159kk)

•

NEW AUDIT GUIDE! Auditing Derivative Instruments, Hedging Activities and Investments in Securities—
Practical Guidance for Applying SAS No. 92 (012520kk)

AICPA Industry Audit Risk Alerts
.141 The annual industry Audit Risk Alert series provides information about current economic, regula
tory, and professional developments in specified industries and practice areas. They assist CPAs in planning
and performing audit engagements. The 2000/01 Audit Risk Alerts are available from the AICPA for the
following industries (product numbers are shown in parentheses):

•

Auto Dealerships [AAM section 8160]

•

Compilation and Review [AAM section 8015]

•

Construction Contractors [AAM section 8090]
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•

Common Interest Realty Associations [AAM section 8080]

•

Lending and Depository Institutions [AAM section 8050]

•

Employee Benefit Plans 1999 [AAM section 8060]

•

Health Care [AAM section 8030]

•

High-Technology [AAM section 8130]

•

Insurance [AAM section 8040]

•

Investment Companies [AAM section 8100]

•

Not-for-Profit Organizations [AAM section 8120]

•

Real Estate [AAM section 8140]

•

Retail Enterprises [AAM section 8150]

•

Securities [AAM section 8110]

•

State and Local Governments [AAM section 8070]

8057

.142 This year's new additions to the Alert series
•

The ABCs of Independence (022271kk). A must-read basic primer on the fundamentals of inde
pendence. Whether you're unfamiliar with the standards or need a user-friendly refresher course,
this Alert is for you.

•

E-Business Industry Developments (022273kk). The e-world awaits. Are you ready? Find out what's
happening in the realm of e-business and how it will affect your audits in this new Alert.

•

Practical Guidance for Implementing SSARS No. 8 (022274kk). This new Alert is filled with practical
guidance to help you understand and apply the new amendments to SSARS No. T.

Other Accounting and Auditing Team Publications

.143 Audit and Accounting Manual (007258kk). The manual is a valuable nonauthoritative practice tool
designed to provide assistance for audit, review, and compilation engagements. It contains numerous
practice aids, samples, and illustrations—including audit programs; sample opinions; checklists; and sample
engagement, management representation, and confirmation letters. Also included is a special section for
state and local governmental engagements.
. 144 AICPA Practice Aid Series. The publications that constitute the AICPA Practice Aid Series have been
designed to address a broad range of topics that affect today's CPA. From enhancing the efficiency of your
practice to developing the new skill sets required for a successful transition to meet the challenges of the new
millennium, this series provides practical guidance and information to assist in making sense out of a
changing and complex business environment. The series includes the following:
•

Preparing and Reporting on Cash- and Tax-Basis Financial Statements (006701kk)

•

Financial Statement Reporting and Disclosure Practices for Employee Benefit Plans—NEW UPDATED
EDITION! (006608kk)

•

Auditing Recipients of Federal Awards: Practical Guidance for Applying OMB Circular A-133 Audits of States,
Local Governments, and Non-Profit Organizations, June 1997 revisions—NEW UPDATED EDITION!

•

Considering Fraud in a Financial Statement Audit: Practical Guidance for Applying SAS No. 82 (008883kk)

•

Auditing Estimates and Other Soft Accounting Information (010010kk)
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•

Make Audits Pay—Leveraging the Audit into Consulting Services (006704kk)

•

CPA ElderCare: A Practitioner's Resource Guide—NEW UPDATED EDITION! (022504kk)

•

Audits of Futures Commission Merchants, Introducing Brokers, and Commodity Pools (006600kk)

•

Financial Statement Presentation and Disclosure Practices for Not-for-Profit Organizations (006605kk)

•

NEW PRACTICE AID! CPA WebTrust Practitioners Guide (006604kk)

•

NEW PRACTICE AID! CPA Performance View Services (00606kk)

•

NEW PRACTICE AID! Auditing Multiemployer Plans (006603kk)

1-01

Also look for Understanding and Implementing GASB's New Financial Reporting Model—A Question and Answer
Guide for Preparers and Auditors of State and Local Governmental Financial Statements (022515kk).

.145 Assurance Services Alerts. The newly introduced Assurance Services Alert series provides practi
tioners with information about the emerging practice areas of CPA ElderCare Services, WebTrustSM, and CPA
SysTrustSM. These Alerts provide both an introduction to those who are unfamiliar with assurance services
and an update of important new developments for those who have expanded their practice to include these
assurance services. The 2000 Assurance Services Alerts are available from the AICPA for the following services:
•

WebTrustSM—2000 (022249kk)

•

CPA ElderCare Services—2000 (022248kk)

•

CPA SysTrustSM—2000 (022253kk)

.146 Financial Statement Preparation Manual/Disclosure Checklists (G01027kk). This manual is a loose-leaf
service consisting of nineteen industry-specific disclosure checklists and includes sample financial state
ments. It is updated annually to reflect the issuance of new authoritative guidance. Most of the checklists are
also available in individual paperback versions.

.147 Accounting Trends and Techniques—2000 (009892kk). This publication offers highlights of the latest
trends in corporate financial statements, and are presented for practitioners in industry and public practice.
The publication, which is based on a survey of over 600 public companies, illustrates accounting practices
and trends, including presentations and disclosures.
Auditing Practice Releases

.148 Auditing Practice Releases provide auditors of financial statements with practical guidance on
specific subject areas. These nonauthoritative publications help auditors understand complex issues encoun
tered and suggest procedures to accomplish audit objectives.
•

Audit Implications of Electronic Data Interchange (021060kk)

•

The Information Technology Age: Evidential Matter in the Electronic Environment (021068kk)

•

Confirmation of Accounts Receivable (021064kk)

•

Audit Implications of Electronic Document Management (021066kk)

•

Service Organizations: Applying SAS No. 70 (021056kk)

•

Analytical Procedures (021069kk)

•

Auditing in Common Computer Environments (021059kk)

•

Auditing with Computers (021057kk)
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•

Consideration of the Internal Control Structure in a Computer Environment: A Case Study (021055kk)

•

Audits of Inventories (021045kk)

•

Audit Sampling (021061kk)

AICPA—At Your Service
How can I order AICPA products?
What other AICPA services may be of interest to me?

Order Department (Member Satisfaction)
.149 To order AICPA products, call (888) 777-7077; write AICPA Order Department, CLA10, P.O. Box
2209, Jersey City, NJ 07303-2209; fax (800) 362-5066. For best results, call Monday through Friday between
8:30 A.M. and 7:30 P.M. EST. You can obtain product information and place online orders at the AICPA's
Web site, www.aicpa.org.

Accounting and Auditing Technical Hotline
.150 The AICPA Technical Hotline answers members' inquiries about accounting, auditing, attestation,
compilation, and review services. Call (888) 777-7077.

Ethics Hotline
.151 Members of the AICPA's Professional Ethics Team answer inquiries concerning independence and other
behavioral issues related to the application of the AICPA Code of Professional Conduct. Call (888) 777-7077.

Web Site
.152 The AICPA has a home page on the Web. AICPA Online (www.aicpa.org), offers CPAs the unique
opportunity to stay abreast of developments in accounting and auditing, including exposure drafts. The Web
site includes In Our Opinion, the newsletter of the AICPA Audit and Attest Standards Team. The newsletter
provides valuable and timely information on technical activities and developments in auditing and attesta
tion standard setting.

New! Online CPE Offer!
.153 The AICPA has launched a new online learning tool, AICPA InfoBytes. An annual fee ($95 for
members and $295 for nonmembers) will offer unlimited access to over 1,000 hours of online CPE in oneand two-hour segments. Register today as our guest at infobytes.aicpaservices.org.
.154

This Audit Risk Alert replaces Audit Risk Alert—1999/2000.

.155 The AICPA is currently offering a CD-ROM product, entitled reSource: AICPA's Accounting and
Auditing Literature. This CD-ROM enables subscription access to the following AICPA Professional Literature
products in a Windows format: Professional Standards, Technical Practice Aids, and Audit and Accounting Guides
(available for purchase as a set that includes all Guides and the related Audit Risk Alerts, or as individual
publications). This dynamic product allows you to purchase the specific titles you need and includes
hypertext links to references within and between all products. To order any publications included on the
CD-ROM, call (888) 777-7077.
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.156 CPE CD-ROM The Practitioner's Update (Product No. 738110kk). Keep on top of the latest standards
with this interactive, computer-based auditing and accounting update course. Issued twice a year, this
cutting-edge course focuses primarily on new pronouncements that will become effective during the
upcoming audit cycle.

.157 Practitioners Publishing Company (PPC) and the AICPA are currently offering publications issued
by PPC, the AICPA, and the FASB on one CD-ROM disk, entitled The Practitioner's Library—Accounting and
Auditing. The FASB publications include Original Pronouncements, Current Text, EITF Abstracts, and FASB
Implementation Guides; and the AICPA publications include Professional Standards, Technical Practice Aids,
Audit and Accounting Guides, and Peer Review Program Manual. The disk also contains eighteen PPC engage
ment manuals. The disk may be customized so that purchasers pay for and receive only selected segments
of the material. For more information about this product call (800) 323-8724.

AICPA Independence Publications
.158
•

CPE—Independence, an interactive CD-ROM (Product No. 739035kk)

•

AICPA Plain English Guide to Independence (downloadable free of charge from the AICPA's Profes
sional Ethics home page at www.aicpa.org/members/div/ethics/plaineng.htm.

•

Professional Standards, ET section (Product No. 005100kk)

.159 The Audit Risk Alert is published annually. As you encounter audit issues that you believe warrant
discussion in next year's Audit Risk Alert, please feel free to share those with us. Any other comments that
you have about the Audit Risk Alert would also be greatly appreciated. You may e-mail these comments to
gdietz@aicpa.org or write to:

George Dietz, CPA
AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
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Appendix A
The Internet—An Auditor's Research Tool
Here are some Web sites that you may find useful to your practice:
Name of Site

Content

Internet Address

American Institute of CPAs

Summaries of recent auditing and www.aicpa.org
other professional standards as
well as other AICPA activities

Financial Accounting
Standards Board

Summaries of recent accounting www.fasb.org
pronouncements and other FASB
activities

Governmental Accounting
Standards Board

Summaries of recent accounting www.gasb.org
pronouncements and other GASB
activities

Securities and Exchange
Commission

SEC Digest and Statements, www.sec.gov
EDGAR database, current SEC
rulemaking

Independence Standards Board

Information on the activities of the www.cpaindependence.org
Independence Standards Board

FASAB

Federal Accounting Standards www.financenet.gov/fasab.htm
Board

U.S. Federal Government
Agencies Directory

A list of all federal agencies on the www.lib.lsu.edu/gov/fedgov.html
Internet

The Electronic Accountant

World Wide Web magazine that www.electronicaccountant.com
features up-to-the-minute news
for accountants

CPAnet

Online community and resource www.cpalinks.com/
center

Guide to WWW for Research
and Auditing

Basic instructions on how to use www.tetranet.net/users/gaostl/
the Web as an auditing research guide.htm
tool

Accountant's Home Page

Resources for accountants and fi www.computercpa.com/
nancial and business professionals

U.S. Tax Code Online

A complete text of the U.S. Tax Code www.fourmilab.ch/ ustax/
ustax.html

Federal Reserve Bank
of New York

Key interest rates

FirstGov

Portal through which all govern www.firstgov.gov
ment agencies can be accessed

Economy.com

Source for analysis, data, fore www.economy.com
casts, and information on the U.S.
and world economies

www.ny.frb.org/pihome/
statistics/dly rates

(continued)
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Internet Address

International Federation
of Accountants

Information on standards setting www.ifac.org
activities in the international
arena

Hoovers Online

Online information on various www.hoovers.com
companies and industries

Ask Jeeves

Search engine that utilizes a user- www.askjeeves.com
friendly question format and pro
vides simultaneous search results
from other search engines as well
(for example, Excite, Yahoo, and
AltaVista)
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Appendix B
Independence—Test Your Knowledge!
Here are the answers to the independence quiz presented earlier in the Alert. Following the answers you'll
find a list of AICPA resources to help you improve your understanding of independence standards.
Q1.

SAS No. 1, Codification of Auditing Standards and Procedures (AICPA, Professional Standards, AU
secs. 150, "Generally Accepted Auditing Standards," and 220, "Independence") provides that "in
all matters relating to the assignment, an independence in mental attitude is to be maintained by
the auditor or auditors." Therefore, as long as you maintain a mental attitude of independence,
you are considered to be independent.

A1.

False. Although the citation from the second general standard is indeed correct, there's more to
independence than just your mental attitude. There are very specific rules that you must adhere
to regarding such matters as financial and business interests, family relationships, other services
provided, and more. The AICPA's rules can be found in the Code of Professional Conduct,
Professional Standards, volume 2.

Q2.

Because independence is considered to be the bedrock philosophy of the profession, it is required
for all professional services offered by CPAs.

A2.

False. While engagements conducted under auditing, attestation, or review standards do require
independence, others such as consulting or tax engagements do not. Note that although compi
lation standards do not require independence, reference to a lack of independence must be made
in your compilation report. This matter is outlined in Statement on Standards for Accounting
and Review Services (SSARS) No. 1, Compilation and Review of Financial Statements (AICPA,
Professional Standards, AR sec. 100.22).

Q3.

In all circumstances, when making an assessment of a firm's independence, consideration need
only be given to standards promulgated by the AICPA.

A3.

False. In certain circumstances consideration must also be given to independence standards
established by others, such as state CPA societies, state accountancy boards, or governmental
regulatory agencies. For example, an auditor of a publicly held entity would need to consider
not only AICPA standards, but those set by the Independence Standards Board (ISB) and the
SEC.

Q4.

Fact Pattern—A CPA firm has been requested to perform an audit for a new client. The firm's
audit partner owns shares of the client. However, because the investment is clearly immaterial
to the partner's net worth, the firm would be considered independent.

A4.

False. The firm would not be independent. The partner's direct interest in the client, regardless
of whether that interest is immaterial or not, impairs the firm's independence. Refer to item A.1
of Ethics Interpretation 101-1, "Interpretation of Rule 101" of ET section 101 (AICPA, Professional
Standards, ET sec. 101.02).

Q5.

Fact Pattern—Same scenario as question 4, but now the immaterial direct interest is held not by
the firm's audit partner, but by the firm's tax partner. In addition, the tax partner will have no
involvement in the engagement. Given these facts, the firm's independence is considered to be
impaired.

A5.

True. As noted in answer 4 above, the direct interest, even though it's immaterial, impairs
independence. The fact that the interest is held by a partner not participating in the engagement
does not cure the impairment. All firm partners are subject to AICPA independence standards.
Refer to item A.1 of Ethics Interpretation 101-1 and Interpretation No. 101-9, "The Meaning of
Certain Independence Terminology and the Effect of Family Relationships on Independence,"
of ET section 101 (AICPA, Professional Standards, ET sec. 101.11).
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Q6.

When assessing a firm's independence, consideration need only be given to the firm's partners
and engagement personnel.

A6.

False. AICPA rules cast a broader net that includes more than just firm partners and engagement
personnel. For example, a manager, not involved in the engagement but located in an office
participating in a significant portion of the engagement, must also be considered when assessing
a firm's independence. In addition, consideration must be given to members of your immediate
family (your spouse, including spousal equivalents, for example, a cohabitant and dependent
persons) and, in certain situations, nondependent close relatives. Refer to Ethics Interpretation
No. 101-9. Note that the AICPA, the SEC, and the ISB are currently re-evaluating family
relationships and how they affect independence.

Q7.

AIPCA independence standards make frequent use of the term member. As such, only members
of the AICPA are bound by these independence standards.

A7.

False. The independence standards promulgated by the AICPA have been adopted by many
other organizations and regulatory bodies. Accordingly, you may still be bound to follow these
standards regardless of your membership status. Also keep in mind that member is a term
specifically defined by the AICPA independence standards. Refer to question and answer
number 6.

Q8.

Independence may be impaired if bookkeeping services are provided to an audit client.

A8.

True. Unless certain criteria are met, AICPA rules provide that independence may be impaired
when bookkeeping services are provided to an audit client. See Interpretation 101-3, "Perform
ance of Other Services," of ET section 101 (AICPA, Professional Standards, vol. 2, ET sec. 101.05),
which provides guidance in this regard. Note that there are no exceptions to the SEC's version
of this rule. Any involvement in the preparation or maintenance of an SEC audit client's books
or records impairs independence.

Q9.

Fact Pattern—A firm partner has a loan with an officer of a potential audit client. The loan is not
one that is specifically permitted by independence Interpretation No. 101-5, "Loans From
Financial Institution Clients and Related Terminology," of ET section 101, (AICPA, Professional
Standards, vol. 2, ET sec. 101.07). Accordingly, independence is impaired regarding this entity.
However, if the partner pays off the loan before the engagement, independence will not be
considered to be impaired.

A9.

True. Interpretation No. 101-1 provides, among other things, that independence shall be consid
ered impaired if, during the period of the professional engagement or at the time of expressing
an opinion, a member (or a member's firm) holds such a loan. In this fact pattern the partner does
not hold the loan during the period specified by the Interpretation. Therefore, independence is
not impaired.

Q10. Fact Pattern—On July 1, 2000, XYZ Company engages you to perform its audit for the twelve
months ended December 31, 1999. In March 1999, you prepared the company's 1998
corporate tax return for which you have still not been paid. As a result, your independence
is impaired.

A10. True. If, when the auditor's report on the client's current year is issued, fees remain unpaid for
any professional service provided more than one year prior to the date of the report, inde
pendence would be considered to be impaired. Refer to Ethics Ruling No. 52, Unpaid Fees (AICPA,
Professional Standards, ET sec. 191.103).

Help Desk—Assessing independence can be a complex and time-consuming under
taking. The AICPA can offer assistance. Call (888) 777-7077, menu option 3 followed
by menu option 2, to speak to a member of our Professional Ethics team about your
questions relating to AICPA independence standards. You may also submit your
question in an e-mail to ethics@aicpa.org. For further assistance with independence
questions go to www.aicpa.org/members/div/ethics/otherguid.htm. And, look to
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these AICPA independence publications as well: CPE—Independence, an interactive CD ROM
(Product No. 739035kk), AICPA Plain English Guide to Independence (downloadable free of
charge from the AICPA's Professional Ethics home page at www.aicpa.org/members/div/
ethics/plaineng.htm), and Professional Standards, ET section (Product No. 05100kk).

[The next page is 8071.]
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AAM Section 8015
Compilation and Review Alert—2000/01
NOTICE TO READERS

The Compilation and Review Alert—2000/01 is intended to provide CPAs with an update on
recent practice issues and professional standards that affect compilation and review
engagements. The document has not been approved, disapproved, or otherwise acted upon
by any senior technical committee of the AICPA.

In This Year's Alert . . .
•

What is the authority of the Compilation and Review Alert—2000/01?

•

What recent changes did the Accounting and Review Services Committee (ARSC) make to clarify the
applicability of SSARS 1? What is the current status of "management-use only" financial statements?

•

With the changes to SSARS 1, how do I now determine whether SSARS 1 applies?

•

Do all of the standards apply to every compilation and review engagement? How do the eight SSARS
interact?

•

What does SSARS say about independence? How do I know whether I am independent? Is other
guidance available?

•

What are the SSARS requirements for engagement letters? Do engagement letters have to be signed
by management? Does the "understanding with the client" have to be in writing?

•

What is my legal liability to third parties in a compilation or review engagement?

•

What are the required inquiries in a SSARS review engagement? Can I modify them? What are the
requirements for analytical procedures? What are examples of analytical procedures? What is the
purpose of inquiries and analytical procedures?

•

What is the authoritative requirement for a management representation letter? Is it required for a
review engagement? A compilation engagement?

•

What is the SSARS requirement for references and legends on the financial statements? Does that
requirement differ in compilation and review engagements? Can you modify the references and
legends from the examples in SSARS?

•

What is my responsibility concerning subsequent discovery of facts existing at the date of my
compilation or review report?

•

What is the requirement for presenting comprehensive income? How is the wording of the compila
tion or review report modified for comprehensive income? Can I omit the presentation?

•

What is supplementary information? What does SSARS require if supplementary information is
presented?

•

How should a compilation or review report be modified for OCBOA financial statements?
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•

How should a compilation or review report be modified for personal financial statements?

•

Do compiled financial statements have to include footnote disclosures? What if some disclosures are
included, but not all?

•

What are the revisions to the peer review standards, and how do they affect compilation and review
engagements?

•

What are some of the most frequent deficiencies identified in peer reviews that relate to compilation
and review engagements?

•

What is the current status of the ARSC's deliberations on controllership and controller-by-the-hour
services?

•

What is the current status of the ARSC's deliberations on financial statements included in business
valuations? What is the status of the exposure draft that would have created an exemption from
SSARS 1 for financial statements included in written business valuations?

•

What recently issued GAAP pronouncements are important for your consideration?

•

What other AICPA publications may be of value to my practice?

•

How do I obtain AICPA publications and services related to my compilation and review practice?
What other AICPA services may be of interest to me?

*

*

*

*

Introduction
What is the authority of the Compilation and Review Alert—2000/ 01 ?
.01 The Compilation and Review Alert—2000/01 is a nonauthoritative practice aid designed to help CPAs
plan and perform their 2000 and 2001 compilation and review engagements. It clarifies certain existing
Statements on Standards for Accounting and Review Services (SSARS), suggests ways of implementing those
standards in special circumstances, points out pitfalls that frequently occur in compilation and review
engagements, and addresses emerging practice issues.

Recent Changes to SSARS 1
What recent changes did the Accounting and Review Services
Committee (ARSC) make to clarify the applicability of SSARS 1?
What is the current status of "management-use only" financial statements?
.02 During 2000, Accounting and Review Services Committee (ARSC) completed work that will make
fundamental changes to the way in which accountants view the compilation engagement. These changes
mark the first major revision to SSARS in over twenty years. During the exposure period (which ran from
December 31,1999, to June 9,2000), ARSC received approximately eighty comment letters, and incorporated
a number of the suggestions into the final document.

.03 In making this change, the ARSC decided to take a new approach to addressing the many perceived
problems with SSARS. In past proposals (for example, the 1995 proposal, Assembly of Financial Statements for
Internal Use Only), ARSC addressed the problems by attempting to exempt certain financial statements
(internal-use, computer-generated, and so on) from the requirements of SSARS 1, Compilation and Review of
Financial Statements (AICPA, Professional Standards, vol. 2, AR sec. 100). The majority of the profession
opposed most of these proposals.
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.04 In this change, the ARSC actually rewrote SSARS 1 rather than simply trying to exempt certain
financial statement engagements. The result is SSARS 8, Amendment to Statement on Standards for Accounting
and Review Services No. 1 (AICPA, Professional Standards, vol. 2, AR sec. 100). SSARS 8 retains the best of what
SSARS 1 has always offered. In fact, it does not change professional standards for review engagements; nor
does it change the performance standards (that is, the procedures you perform when you compile financial
statements) for a compilation engagements. Rather, SSARS 8 adds new options to make SSARS 1 more
flexible and to allow you to use your professional judgment in dealing with the client. The following two
things have changed:
•

The definition of submission of financial statements (which triggers the application of SSARS 1)

•

The addition of communication options in certain circumstances

.05 By modifying the definition of submission, ARSC believes that the majority of the applicability
problems (deciding when SSARS 1 applies and when it does not, especially when performing various
accounting and bookkeeping services) would be solved. Submission of financial statements is now defined
as "presenting to a client or third parties financial statements that the accountant has prepared either
manually or through the use of computer software." This is a substantial change from the previous definition
that referred to "generating financial statements or modifying client-prepared financial statements." You
will still have to use your professional judgment to determine whether you have prepared a financial
statement. Yet, ARSC believes that this modification is the best way to address today's technological
environment, while still maintaining a minimum level of service on financial statements that are prepared by
the accountant and presented to the client.

.06 The second change involves communication options. The compilation report has long been the
vehicle by which you communicate, among other things, your degree of responsibility for the financial
statements to the financial statement user. ARSC believes, however, that there should be other ways of
communicating the same information in certain limited circumstances, namely, in an engagement in which
the financial statements are not expected to be used by third parties. In this kind of engagement, you can now
compile the financial statements and choose between the following communication options when commu
nicating the results of your engagement: (1) the standard compilation report and (2) an engagement letter.
The engagement letter (the new option) contains much of the same information as found in a standard
compilation report, but simply presents it in a different format. See appendix A, "Compilation of Financial
Statements," for an overview of the changes and appendix B, "Compilation of Financial Statements Not
Intended for Third-Party Use—Illustrative Engagement Letter," for a sample engagement letter.
.07 The changes are effective for financial statements submitted after December 31, 2000.

Help Desk—The AICPA has published a Compilation and Review Alert to assist practitioners
in implementing these changes related to SSARS into their practice. You can obtain the AICPA
Compilation and Review Alert, Practical Guidance for Implementing SSARS 8, How to Understand
and Apply the Amendments to SSARS 1, Compilation and Review of Financial Statements (Product
No. 022274kk) by calling the AICPA Order Department at (888) 777-7077.
Executive Summary—Recent Changes to SSARS 1
•

The ARSC issued SSARS 8 in 2000 to make major changes in SSARS 1.

•

The following are two major changes to SSARS 1 brought about by SSARS 8:
— A change in the definition of submission of financial statements
— A new communication option for a management-use only compilation engagement

•

SSARS 8 is effective for financial statements submitted after December 31, 2000.

• The AICPA has issued a Compilation and Review Alert that provides guidance for implementing
SSARS 8 (Product No. 022274kk).
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Current Practice Issues
Applicability of SSARS 1
With the changes to SSARS 1, how do I now determine whether SSARS 1 applies?
.08 SSARS 1 is applicable whenever you submit unaudited financial statements of a nonpublic entity to
your client or third parties. As mentioned in the previous section of this Alert, SSARS 8 modifies the definition
of submission. Submission of financial statements is now defined as "presenting to a client or third parties
financial statements that the accountant has prepared either manually or through the use of computer
software."

.09

Note that the following two actions are necessary in order to submit financial statements.

• Prepare financial statements, either manually or through the use of computer software.
•

Present the financial statements to a client or third party.

Absent either of these actions, the financial statements have not been submitted, and SSARS 1, therefore, is
not applicable.
.10 SSARS 8 does not define the term prepared. Rather, you must use your professional judgment to
determine whether you have prepared a financial statement. In making this judgment, you should consider
the difference between the performance of mere bookkeeping services (for example, adjustments, corrections,
or accruals) and preparation of financial statements. In order to prepare financial statements you must use
your knowledge, education, and experience to create financial statements that would not have existed
otherwise. In other words, if the financial statements prepared by your client's bookkeeper are pretty good
to begin with, and all you do is "tweak a couple of things," then you probably have not prepared the financial
statements. On the other hand, if the client gives you an unadjusted trial balance and you make all of the
adjustments necessary to convert the information into financial statements, then you probably have prepared
the financial statements.

.11 The term presenting is also not defined by SSARS 8. Again, you will have to use your professional
judgment to determine whether you have presented financial statements to a client. Obviously, physically
presenting printed financial statements would meet the definition used here. Consider other situations,
especially those involving electronic presentation (for example, via e-mail) carefully.
.12

The following table may be helpful in determining whether you have submitted financial statements.

Scenario

Submission of
Financial
Statements?

Reasoning

1. Using client information, the CPA
prepares financial statements in the
CPA's office for use in preparing a cor
porate income tax return, and the
financial statements are not given to the
client.

No

The financial statements are not pre
sented to the client, and the information
contained in a tax return is not con
sidered a financial statement.

2. Same scenario as item 1, except that a
copy of the financial statements is given
to the client, along with the income tax
return.

Yes

The financial statements are prepared
by the accountant and presented to the
client.
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Scenario

Submission of
Financial
Statements?

Reasoning

3. Same scenario as item 1, except that a
copy of the adjusting journal entries and
trial balance are given to the client,
along with the income tax return.

No

A trial balance is not a financial state
ment.

4. At a client's office, the CPA makes ma
terial adjustments to the client's ac
counting database, prints the adjusted
financial statements, and takes the
financial statements with him or her.

No

The accountant is providing book
keeping services, but the accountant is
not preparing financial statements.
Material modifications no longer
constitute a submission of financial
statements. In addition, the accountant
did not present the financial statements
to the client.
*

5. Same scenario as item 4, except that the
CPA also prints a copy of the financial
statements and presents them to the
client.

No

The accountant is providing book
keeping services, but the accountant is
not preparing financial statements.
Material modifications no longer con
stitute a submission of financial state
ments. Although the financial
statements were presented to the client,
they were not prepared by the
*
accountant.

6. The client sends the CPA a disk contain
ing information from the client's
accounting database. The CPA makes
adjustments to the disk and returns it to
the client.

No

The accountant is providing book
keeping services, but the accountant is
not preparing financial statements.
Material modifications no longer
constitute a submission of financial
*
statements.

7. The CPA accesses the client's
accounting database by modem and
makes material modifications to the
accounting database.

No

The accountant is providing book
keeping services, but the accountant is
not preparing financial statements.
Material modifications no longer con
stitute a submission of financial state
*
ments.

Note that each of these scenarios requires a certain amount of professional judgment. If you believe that, in making these material
adjustments, you have, in fact, prepared financial statements (by using your knowledge, experience, and education) and have gone
beyond mere bookkeeping services, and if you believe that you have presented them to the client or others, then you should comply
with SSARS 1.

Interaction of SSARS 1 to 8
Do all of the standards apply to every compilation and review engagement?
How do the eight SSARS interact?
Synopsis of SSARS Standards
.13 SSARS 1 was issued in 1978. Since that time, seven additional standards have been issued. The
following is a brief synopsis of each of the standards.
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•

SSARS 1, Compilation and Review of Financial Statements, issued in December 1978, replaced the former
unaudited engagement standards contained in Statement on Auditing Standards (SAS) No. 1, Codification
of Auditing Standards and Procedures. SSARS 1 provides guidance to CPAs concerning the standards and
procedures applicable to engagements to compile or review financial statements. It does not establish
standards or procedures for other services (for example, tax return or bookkeeping services).

•

SSARS 2, Reporting on Comparative Financial Statements (AICPA, Professional Standards, vol. 2, AR sec.
200), issued in October 1979, applies to reports on any comparative financial statements that include
current period compiled or reviewed financial statements of an entity that is nonpublic as of the
current period. Otherwise, SASs would apply.

•

SSARS 3, Compilation Reports on Financial Statements Included in Certain Prescribed Forms (AICPA,
Professional Standards, vol. 2, AR sec. 300) issued in December 1981, amends SSARS 1 and 2 to provide
for an alternative form of standard compilation report on prescribed forms that call for departures
from generally accepted accounting principles (GAAP). It applies to any standard, preprinted form
designed or adopted by the body to which it is submitted (for example, a bank).

•

SSARS 4, Communications Between Predecessor and Successor Accountants (AICPA, Professional Standards,
vol. 2, AR sec. 400), issued in December 1981, provides guidance to a successor who decides to
communicate with a predecessor. It does not require communication; however, it requires a prede
cessor to respond if authorized by the client.

•

SSARS 5, Reporting on Compiled Financial Statements, was issued in July 1982 and deleted in November
1992 by the issuance of SSARS 7. All of the former SSARS 5 requirements are now included in SSARS
1, 2, and 3.

•

SSARS 6, Reporting on Personal Financial Statements Included in Written Personal Financial Plans (AICPA,
Professional Standards, vol. 2, AR sec. 600), issued in September 1986, provides an optional exemption
from SSARS 1 if—

— You establish an understanding with the client, preferably in writing, that the financial statements
will be used solely to assist the client and the client's advisers to develop the client's personal
financial goals and objectives, and will not be used to obtain credit or for any other purposes.
— Nothing comes to your attention during the engagement that causes you to believe that the
financial statements will be used to obtain credit or for other purposes.

•

SSARS 7, Omnibus Statement on Standards for Accounting and Review Services—1992, issued in Novem
ber 1992, contains a number of technical amendments.

•

SSARS 8, Amendment to Statement on Standards for Accounting and Review Services No. 1, amends SSARS 1, to
change the definition of submission offinancial statements and to allow accountants to submit management-use
only financial statements without issuing a compilation report. Instead, it requires accountants to document
the understanding with the client in an engagement letter, preferably signed by management.

Application of SSARS

.14 Every standard does not apply to every engagement. SSARS 1 (as amended by SSARS 7 and SSARS 8)
generally applies to any engagement in which you submit financial statements to a client or third parties (compilation
or review engagement). SSARS 2 applies to any engagement to report on comparative financial statements.
.15 SSARS 3 and SSARS 6 are considered optional exemptions from SSARS 1 (SSARS 1 applies unless
the conditions in SSARS 3 or SSARS 6 are met). SSARS 3 is considered a partial exemption and applies if the
engagement is to compile financial statements contained in certain prescribed forms. The performance
standards in SSARS 1 apply, but the reporting standards are replaced by the special reporting requirements
of SSARS 3. SSARS 6 is considered a complete exemption from SSARS 1. If the SSARS 6 conditions are met,
SSARS 1 does not apply.
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.16 SSARS 4 contains recommended communication guidance for any compilation or review engage
ment in which a change of accountants has occurred.

Interaction of SSARS
.17 Exhibit 1, "Interaction of SSARS," illustrates this interaction between the standards.
EXHIBIT 1—Interaction of SSARS

Will you
submit
financial
statements?

SSARS 1
(as amended by
SSARS 7 & 8)
or

SSARS 2 if
comparative
statements are
presented

SSARS 3

Guidance in
SSARS 4
should be
considered

or
SSARS 6

Independence and Client Services
What does SSARS say about independence?
How do I know whether I am independent? Is other guidance available?
.18 SSARS 1 requires that you identify a lack of independence in a compilation engagement and prohibits
you from reviewing financial statements if you are not independent. The lack of independence is noted either
in the compilation report or in the engagement letter if the financial statements are restricted to management's
use and if they are not intended to be used by third parties. The following sentence is added to the appropriate
communication:
I (we) am (are) not independent with respect to XYZ Company.

.19 Guidance for determining independence can be found in Rule 101, Independence, the Interpretations
of Rule 101, and the related independence rulings of the AICPA Code of Professional Conduct (AICPA,
Professional Standards, vol. 2, ET sec. 100). You should also consult the independence rules of (1) your state
board of accountancy, (2) your state CPA society, and (3) any applicable regulatory agency.

.20 Independence is a complex area; it is easy to define, but difficult to apply. Consequently, the AICPA
developed a new user-friendly Audit Risk Alert that is a guide to understanding the subject of independence,
The ABCs of Independence Alert [AAM section 8190].

Engagement Letters
What are the SSARS requirements for engagement letters?
Do engagement letters have to be signed by management?
Does the “understanding with the client" have to be in writing?
.21

SSARS 1, as amended, states the following.

The accountant should establish an understanding with the entity, preferably in writing,
regarding the services to be performed. However, if the engagement is to compile financial
statements not expected to be used by third parties, a written communication is required.
.22 Since there are now two kinds of compilation engagements (financial statements compiled for
management's use only and financial statements compiled for general use), the engagement letter require
ments depend upon the kind of engagement.
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.23 For reviewed financial statements or for financial statements compiled for general use, it is preferable
that the understanding be in writing. That understanding should include the following:
1. A description of the nature and limitations of the services to be performed
2. A description of the report to be rendered
3. A statement that the engagement cannot be relied upon to disclose errors, fraud, or illegal acts

4. A statement that the accountant will inform the appropriate level of management of any material
errors that come to his or her attention and any fraud or illegal acts that come to his or her attention,
unless they are clearly inconsequential

.2 4 For financial statements compiled for management's use only, a written engagement letter is required.
SSARS 1, as amended, states that it is preferable that management sign this engagement letter. The
engagement letter in this kind of compilation not only documents the understanding with the entity, but also
documents management's representation and agreement that the financial statements are not to be used by
third parties. The engagement letter also documents that management has knowledge about the nature of
the procedures applied and the basis of accounting and assumptions used in the preparation of the financial
statements. Although not required, it is advisable to have management sign this engagement letter in order
to reduce the possibility of a misunderstanding. This engagement letter should include the following:
1. A description of the nature and limitations of the services to be provided
2. A statement that a compilation is limited to presenting in the form of financial statements information
that is the representation of management

3. A statement that the financial statements will not be audited or reviewed
4. A statement that no opinion or any other form of assurance on the financial statements will be
provided

5. An acknowledgment that management has knowledge about the nature of the procedures applied
and the basis of accounting and assumptions used in the preparation of the financial statements
6. An acknowledgment of management's representation and agreement that the financial statements
are not to be used by third parties
7. A statement that the engagement cannot be relied upon to disclose errors, fraud, or illegal acts

.2 5 The engagement letter for management-use only financial statements should also include the
following additional matters, if applicable:
1. A statement that material departures from GAAP or other comprehensive bases of accounting
(OCBOA) may exist and the effects of those departures on the financial statements may not be
disclosed

2. A statement that substantially all disclosures (and the statement of cash flows, if applicable) required
by GAAP or OCBOA may be omitted
3. A statement that the accountant is not independent

4. A reference to any supplementary information that may be included

.2 6 You can find an illustrative engagement letter for financial statements compiled for management's use
only in appendix B of this Alert. Examples of other engagement letters appear in the appendixes of SSARS 1.
AAM §8015.23
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Legal Liability in Compilation and Review Engagements
What is my legal liability to third parties in a compilation or review engagement?
.27 Although this Alert does not purport to provide legal advice to accountants, there are several legal
issues that bear on compiled or reviewed financial statements. Accounting and assurance services have
traditionally carried litigation risk for CPAs. Courts use the following four standards to judge which
nonclients are owed a duty by accountants:
•

Privity

•

Near privity

•

Restatement rule (also known as known users)

•

Reasonable foreseeablility1

Privity
.28 Privity is the most restrictive standard and carries the least likelihood of liability for the accountant.
Privity requires a contractual relationship between an accountant and a third party for the third party to be
able to sue the accountant. Currently, only Pennsylvania and Virginia follow a strict privity rule. A nonclient
would have no legal right to sue an accountant for a compilation or review engagement under a strict privity
rule.

Near Privity
.29 In order to prevail under near privity, the plaintiff must be an intended third-party beneficiary of the
contract between the accountant and the client. In 1985, the New York Court of Appeals set forth a legal test
containing the following three elements that must be satisfied for a nonclient to be able to sue an accountant
under the near privity standard.
•

The accountant must have known that his or her work product was to be used for a particular purpose.

•

A known party or parties were intended to be able to rely on the accountant's work product.

•

Some conduct must have linked the accountant to the relying party.

Twelve states follow the near privity rule, although there are a number of variations among them: Arkansas,
Idaho, Illinois, Kansas, Louisiana, Michigan, Montana, Nebraska, New Jersey, New York, Utah, and Wyoming.
Restatement Rule

.30 Under the restatement rule (established by a federal court in 1968), an accountant who audits or
prepares financial information for a client owes a duty not only to that client but also to any other person or
one of a group of persons whom the accountant or client intends the information to benefit, if both of the
following conditions are met.
• That person or entity justifiably relies on the information in a transaction that the accountant or client
intends the information to influence.

•

Such reliance results in a pecuniary loss for the person or group.

.31 The major difference between the near privity rule and the restatement rule is that the latter does not
require the practitioner to know the identity of specific parties, only that they be members of a limited group
known to the practitioner.
1 Pacini, et al., "SysTrust and Third-Party Risk," Journal of Accountancy (AICPA, August 2000).
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.32 Twenty-one states apply the restatement rule: Alabama, Alaska, Arizona, California, Colorado,
Connecticut; Florida, Georgia, Hawaii, Iowa, Massachusetts, Minnesota, Missouri, New Hampshire, North
Carolina, Ohio, South Carolina, Tennessee, Texas, Washington, and West Virginia.

Reasonable Forseeability
.33 The reasonable forseeablility rule results in the broadest scope of third-party liability for the accountant.
In 1983, the New Jersey Supreme Court concluded that accountants have a duty to all those whom they
should reasonably foresee as receiving and relying on the accountant's work product. At present, only
Mississippi and Wisconsin apply the reasonable forseeability rule.

.34 In addition to the thirty-seven states mentioned above, thirteen states (Delaware, Indiana, Kentucky,
Maine, Maryland, Nevada, New Mexico, North Dakota, Oklahoma, Oregon, Rhode Island, South Dakota,
and Vermont) do not have definitive legislation or case law.
.35 To determine specific legal liability in the state in which you reside, you should seek the advice of
local legal counsel.

Executive Summary—Current Practice Issues

• Applicability of SSARS 1 has changed due to the issuance of SSARS 8. The definition of submission
of financial statements (the action that triggers SSARS 1) has changed.
•

Although all SSARS do not apply to every compilation and review engagement, you should note
the interaction of the standards.

•

Independence is a complex area. Consequently, the AICPA developed a new user-friendly Audit
Risk Alert which is a guide to understanding the subject of independence, The ABCs of Independence
[AAM section 8190].

•

The authoritative requirements for an engagement letter depend upon the kind of engagement
you are going to perform. Some engagements now require a written engagement letter.

•

Legal liability to third parties in compilation and review engagements depends upon the legal
standard used in your state. You should consult with local legal counsel for advice on liability
under your state law.

Engagement Issues
Inquiries and Analytical Procedures in SSARS Review Engagements
What are the required inquiries in a SSARS review engagement?
Can I modify them?
What are the requirements for analytical procedures?
What are examples of analytical procedures?
What is the purpose of inquiries and analytical procedures?
.36 SSARS 1 states that the accountant should ordinarily include inquiries directed to the following:
• The entity's accounting principles and practices and the methods followed in applying them

• The entity's procedures for recording, classifying, and summarizing transactions, and accumulating
information for disclosure in the financial statements
• Actions taken at meetings of stockholders, board of directors, committees of the board of directors,
or comparable meetings that may affect the financial statements
AAM §8015.32

Copyright © 2000, American Institute of Certified Public Accountants, Inc.

47

•

8081

Compilation and Review Alert—2000/01

12-00

Persons having responsibility for financial and accounting matters concerning (1) whether the
financial statements have been prepared in conformity with GAAP consistently applied, (2) changes
in the entity's business activities or accounting principles and practices, (3) matters as to which
questions have arisen in the course of applying the foregoing procedures, and (4) events subsequent
to the date of the financial statements that would have a material effect on the financial statements

.37 Appendix A of SSARS 1 contains illustrative inquiries for a review engagement. Nevertheless, these
illustrative inquires are not intended to serve as a program or checklist in the conduct of a review. Rather,
they are guidelines and a frame of reference because the inquiries to be made in a review engagement are a
matter of your judgment. Tailor specific inquiries to the client based on the your understanding of the client's
business and the industry in which it operates.
.38 SSARS 1 states that the accountant's analytical procedures should ordinarily consist of procedures
designed to identify relationships and individual items that appear to be unusual. For a review engagement,
these procedures fall into the following three categories:
•

Comparison of the financial statements with statements for comparable prior period(s) (An example
would be trend analysis, which involves the study of the change in accounts over time.)

•

Comparison of the financial statements with anticipated results, if available, such as, budgets and
forecasts (An example would be comparing budgeted amounts to actual amounts and identifying
significant variances.)

•

Study of the relationships of the elements of the financial statements that would be expected to
conform to a predictable pattern based on the entity's experience (An example would be reasonable
ness tests that estimate a financial statement amount or the change in amount from the prior period.)

.39 A basic premise underlying the application of analytical procedures is that relationships among data
may reasonably be expected to exist and continue to exist in the absence of known conditions to the contrary.
Again, the specific analytical procedures used are a matter of your judgment. Tailor the specific procedures
to the client based on your understanding of the client's business and the industry in which it operates.

.40 When the results of analytical procedures are unfavorable (meaning, when they identify significant
fluctuations), SSARS 1 requires you to apply additional procedures. You may use the results of the analytical
procedures as a basis for making additional inquiries. You must achieve limited assurance that no material
modifications are necessary in order for the financial statements to be in conformity with GAAP.
.41 Overall, the purpose of the inquiries and analytical procedures is to provide you with the primary
basis for expressing limited assurance that no material modifications should be made to the financial
statements. SSARS 1 does not specify how many procedures must be performed in order to express the
limited assurance. The extent and kind of procedures performed is a matter of professional judgment.

The Management Representation Letter in a SSARS Review Engagement
What is the authoritative requirement for a management representation letter?
Is it required for a review engagement?
A compilation engagement?
.42 SSARS 1 requires that, in a review engagement, you obtain a representation letter from members of
management whom the accountant believes are responsible for and knowledgeable about the matters
covered in the representation letter. A management representation letter is not required in a compilation
engagement (However, the AICPA Personal Financial Statement Audit Guide (Product No. 011136kk) recom
mends that practitioners obtain a representation letter in all personal financial statement engagements, even
in a compilation.).
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.43 Normally, the chief executive officer (CEO) and chief financial officer (CFO) would sign the manage
ment representation letter. Appendix D of SSARS 1 provides an illustrative management representation
letter. Note that this illustrative letter was updated in February 1999.
.44 You should tailor the management representation letter to the client based on your knowledge of the
client's business and the industry in which it operates. You may add additional representations to the letter,
especially if the client operates in a specialized industry (for example, construction contractors, homeowners'
associations, or not-for-profit organizations.). These additional representations may be found in AICPA
Industry Audit and Accounting Guides.

Help Desk—See the "On the Bookshelf" section of this Alert for a list of available guides. You
may obtain these guides by calling the AICPA Order Department at (888) 777-7077.

References and Legends on Financial Statements
What is the SSARS requirement for references and legends on the financial statements?
Does that requirement differ in compilation and review engagements?
Can you modify the references and legends from the examples in SSARS?
.45 The kind of reference or legend on the financial statements depends upon the kind of engagement,
as follows.

•

If the financial statements are reviewed, each page of the financial statements should contain a
reference, such as, "See 'The Accountant's Review Report.'"

•

If the financial statements are compiled for general use (meaning, not restricted to management's use
only), each page of the financial statements should contain a reference, such as, "See 'The Account
ant's Compilation Report.'"

•

If the financial statements are compiled for management's use only, each page of the financial
statements should contain a reference to the restricted nature of the financial statements, such as
either of the following:

— Restricted for Management's Use Only
— Solely for the information of and use by the management of XYZ Company and not intended to
be and should not be used by any other party

•

If the financial statements are compiled and included in certain prescribed forms (SSARS 3), each
page of the form should include a reference, such as "See 'The Accountant's Compilation Report.'"

•

If the financial statements are personal financial statements prepared for inclusion in a personal
financial plan (SSARS 6), each of the personal financial statements should contain a reference to the
report, such as, "See 'The Accountant's Report.'"

.46 Note that, in all cases, these requirements extend to the footnotes (since the footnotes are part of the
financial statements). Nevertheless, there is diversity in practice as to how to meet this requirement for
footnotes. A number of practitioners place the reference on each page of the footnotes, and others place the
reference only on the first page of the footnotes. Still others place a statement on each page of the financial
statements that "the notes are an integral part of the financial statements" and, therefore, do not place the
reference on the footnote pages. Any of these approaches is acceptable.

.47 Also, the references above are examples given in SSARS, and you may modify the wording of the
reference. SSARS, as amended, requires only that you refer to the report, not that you state the kind of report
(level of service) in the reference. Therefore, the reference, "See 'The Accountant's Report,"' would be
sufficient in all engagements that contain a report. However, most practitioners follow the wording given in
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the examples. Accountants may place the reference on the financial statements by installing footers in the
financial statement software, by using a rubber stamp, by manually writing the reference, or by any other
method that is practical.

Subsequent Discovery of Facts After the Date of the Report
What is my responsibility concerning subsequent discovery of
facts existing at the date of my compilation or review report?
.48 After compiling or reviewing a client's financial statements and issuing a report, you may become
aware of facts that lead you to believe that information supplied by the entity may have been incorrect,
incomplete, or otherwise unsatisfactory had you then been aware of such facts. In this case, you may wish
to consider the guidance in SAS No. 1, Subsequent Discovery of Facts Existing at the Date of the Auditor's Report
(AICPA, Professional Standards, vol. 2, AU sec. 561).
.49 Consider the following two factors in determining the appropriate course of action.

•

The reliability of the information. If you believe that the information is reliable and that it existed at the
date of your report, and if the information indicates that the financial statements, your report, or both,
need revision, you would ordinarily conclude that persons known to be relying on or likely to rely
on the financial statements should be notified in an appropriate manner.

•

The existence of persons known to be relying on or likely to rely on the financial statements. In evaluating
the likelihood that users are currently relying on or likely to rely on the financial statements, you
should consider the time elapsed since the financial statements were issued.

Because of the legal implications involved in these actions, you should consider consulting with an attorney
before proceeding.

Executive Summary—Engagement Issues
•

Inquiries and analytical procedures are an integral part of a review engagement. The inquiries and
analytical procedures form the basis for your conclusion that no material modifications to the
financial statements are necessary. Always tailor the inquiries and analytical procedures to your
client and to the industry in which your client operates.

•

A management representation letter is required in a review engagement (but not in a compilation
engagement) and should be tailored to your client and to the industry in which your client operates.

•

References or legends are required on each page of financial statements that you compile or
review. The actual wording of the reference and legend will vary depending on the engagement.

•

If, after compiling or reviewing a client's financial statements and issuing a report, you become
aware of facts that lead you to believe that information supplied by the entity may have been
incorrect, incomplete, or otherwise unsatisfactory had you then been aware of such facts, you may
wish to consider the guidance in SAS No. 1.

Accounting and Reporting Issues
Reporting When a Client Has Comprehensive Income
What is the requirement for presenting comprehensive income?
How is the wording of the compilation or review report modified for comprehensive income?
Can I omit the presentation?
.50 According to Financial Accounting Standards Board (FASB) Statement of Financial Accounting
Standards No. 130, Reporting Comprehensive Income, all business entities that have any component of
comprehensive income must display information about comprehensive income in a financial statement
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having the same prominence as the other basic financial statements. The four components of other compre
hensive income are the following:
•

Unrealized gains and losses arising from investments in marketable securities classified as "available
for sale" (FASB Statement No. 115, Accounting for Certain Investments in Debt and Equity Securities)

•

Foreign currency translation adjustments, and gains and losses from certain foreign currency trans
actions (FASB Statement No. 52, Foreign Currency Translation)

•

Minimum pension liability adjustments (FASB Statement No. 87, Employers' Accounting for Pensions)

•

Unrealized gains and losses arising from certain derivative transactions (FASB Statement No. 133,
Accounting for Derivative Instruments and Hedging Activities)

. 51 If an entity does not have any of these components of comprehensive income, FASB Statement No.
130 does not apply. As a result, you will find that most of your small business clients do not have to apply
FASB Statement No. 130.
. 52 FASB Statement No. 130 does not specify a format for presenting comprehensive income, although
it provides examples that present the information in the following three kinds of statements:
•

The income statement (after net income)

•

The statement of changes in equity

•

A separate statement of comprehensive income

.53 You may have to modify the wording of the introductory paragraph of the compilation or review
report depending on how you choose to report comprehensive income. If comprehensive income is reported
in the income statement, then you will need to modify the title of the statement ("Statement of Income and
Comprehensive Income"). If comprehensive income is reported in a separate statement, then you will need
to reference an additional statement in the report. If comprehensive income is reported in the statement of
changes in equity, then no modification to the report is necessary.
.54 However, in compiled financial statements, the presentation of comprehensive income may be
omitted by identifying the omission (in much the same way that a statement of cash flows is omitted).
Depending on the kind of engagement, the omission will be identified in the report accompanying the
financial statements or in the engagement letter (management-use only financial statements).

Reporting When Supplementary Information Is Included
What is supplementary information?
What does SSARS require if supplementary information is presented?
.55 The following two common questions arise when supplementary information is included with the
basic financial statements.
1. What is considered supplementary information, and where do I place it in the presentation?

2. Do I have to modify the standard compilation or review report if supplementary information is
included?
.5 6 The term supplementary information is not defined in SSARS. SAS No. 29, Reporting on Information
Accompanying the Basic Financial Statements in Auditor-Submitted Documents (AICPA, Professional Standards,
vol. 1, AU sec. 551), defines this kind of information as follows:
•

Additional details of items in or related to the basic financial statements, unless the information has
been identified as being part of the basic financial statements
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•

Consolidating information

•

Historical summaries of items extracted from basic financial statements, including graphs prepared
on a computer

•

Statistical data

•

Other material, some of which may be from sources outside the accounting system or outside the entity

.57 Financial statements often include detailed schedules, summaries, comparisons, or statistical infor
mation that are not part of the basic financial statements, such as the following:
•

Budgets for an expired period

•

Cost of goods sold schedule

•

Manufacturing expenses schedule

•

Selling expenses

•

General and administrative expenses

•

Details of marketable securities

•

Property and equipment schedule

•

Aging analysis of accounts receivable

•

Details of sales by product line, territory, or salesman

. 58 Normally, supplementary information is separated from the basic financial statements. Most practi
tioners present supplementary information on separate pages after the basic financial statements (and
footnotes, if included). It is also a good idea to separate the supplementary information from the basic
financial statements by including a title page marked, "Supplementary Information." If you present a
separate report on the supplementary information, it should follow the title page.
. 59 SSARS 1 requires that you indicate the degree of responsibility, if any, you are taking with respect to
the supplementary information that accompanies the basic financial statements.

. 60 If the basic financial statements are compiled, then the compilation report should be modified, as
shown in the following example [modification appears in italics].
We have compiled the accompanying balance sheet of XYZ Company as of December 31,20XX,
and the related statements of income, retained earnings, and cash flows for the year then ended,
and the accompanying supplementary information contained in Schedules A and B, which are presented
only for supplementary analysis purposes, in accordance with Statements on Standards for Account
ing and Review Services issued by the American Institute of Certified Public Accountants.

A compilation is limited to presenting in the form of financial statements and supplementary
schedules information that is the representation of management. We have not audited or
reviewed the accompanying financial statements and supplementary schedules and, accord
ingly, do not express an opinion or any other form of assurance on them.

. 61 If the basic financial statements are reviewed, the degree of responsibility is indicated either in your
review report on the basic financial statements or in a separate report on the other data. Specifically, the
report should state that the review was made primarily for the purpose of expressing limited assurance that
there are no material modifications that should be made to the financial statements in order for them to be
in conformity with GAAP, and either of the following.
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•

The other data accompanying the financial statements are presented only for supplementary analysis
purposes and have been subjected to the inquiry and analytical procedures applied in the review of the
financial statements, and you did not become aware of any material modifications that should be made
to such data (in other words, you are stating that you also reviewed the supplementary information).

•

The other data accompanying the financial statements are presented only for supplementary analysis
purposes and have not been subjected to the inquiry and analytical procedures applied in the review
of the financial statements, but were compiled from information that is the representation of
management, without audit or review, and you do not express an opinion or any other form of
assurance on such data (in other words, you are stating that you reviewed the financial statements
but only compiled the supplementary information).

.62 In any case, the important thing to remember is to clearly indicate the degree of responsibility you
are taking for any information accompanying the basic financial statements.

Reporting on OCBOA Financial Statements
How should a compilation or review report be modified for OCBOA financial statements?
.63 In general, the only report modification necessary when preparing financial statements using
OCBOA other than GAAP is the identification of the financial statements. Since financial statements prepared
using an OCBOA must contain modified titles (for example, "Statement of Assets, Liabilities, and Equity—
Income Tax Basis" instead of "Balance Sheet"), your compilation or review report should refer to the modified
titles actually used on the statements (for example, "We have compiled the accompanying statement of assets,
liabilities, and equity—income tax basis....")

.64 Nevertheless, when you compile OCBOA financial statements that omit substantially all disclosures,
SSARS 1 requires that you disclose the basis of accounting. This disclosure may be in an attached footnote
or in a note on the face of the financial statements. If disclosure is not made as part of the financial statements,
you should modify your compilation report to include that disclosure. For example, you could add the
following sentence to the first paragraph of the standard compilation report.
The financial statements have been prepared on the accounting basis used by the Company
for federal income tax purposes, which is a comprehensive basis of accounting other than
generally accepted accounting principles.

.65 In addition, if substantially all disclosures have been omitted, you must communicate this fact in the
compilation report, by adding the following paragraph.
Management has elected to omit substantially all disclosures ordinarily included in financial
statements prepared on the income tax basis of accounting. If the omitted disclosures were
included in the financial statements, they might influence the user's conclusions about the
Company's assets, liabilities, equity, revenue, and expenses. Accordingly, these financial
statements are not designed for those who are not informed about such matters.

Help Desk—For more information on this topic, see the AICPA Practice Aid, Preparing and
Reporting on Cash- and Tax-Basis Financial Statements (Product No. 006701kk), which interprets
the auditing literature to clarify the guidance on cash- and tax-basis financial statements.

Reporting on Personal Financial Statements
How should a compilation or review report be modified for personal financial statements?

.66 In general, the only report modifications necessary when presenting personal financial statements
are the identification of the financial statements and identification of the reporting entity. The following is
an example.
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I (we) have compiled the accompanying statement of financial condition of James and Jane
Person as of December 31, 20XX, and the related statement of changes in net worth for the
year then ended, in accordance with Statements on Standards for Accounting and Review
Services issued by the American Institute of Certified Public Accountants.

A compilation is limited to presenting, in the form of financial statements, information that
is the representation of the individuals whose financial statements are presented. I (We) have
not audited or reviewed the accompanying financial statements and, accordingly, do not
express an opinion or any other form of assurance on them.

.67 Nevertheless, if you compile personal financial statements that omit substantially all disclosures, the
AICPA Personal Financial Statements Guide (Product No. 011136kk) requires that you disclose that assets are
presented at their estimated current values and liabilities are presented at their estimated current amount.
This disclosure may be made in an attached footnote or in a note on the face of the financial statements. If
disclosure is not made as part of the financial statements, modification of your compilation report would be
required. For example, the following sentence could be added to the first paragraph of the standard
compilation report.

The financial statement(s) is (are) intended to present the assets of James and Jane Person at
estimated current values and their liabilities at estimated current amounts.
.68 In addition, if substantially all disclosures have been omitted, you must communicate this fact in the
compilation report, by adding the following paragraph.
The individuals whose financial statements are presented have elected to omit substantially
all disclosures required by generally accepted accounting principles. If the omitted disclo
sures were included in the financial statements, they might influence the user's conclusions
about the individuals' assets, liabilities, and net worth. Accordingly, these financial state
ments are not designed for those who are not informed about such matters.

Disclosures in Compiled Financial Statements
Do compiled financial statements have to include footnote disclosures?
What if some disclosures are included, but not all?
.69 In general, all financial statements should include adequate disclosures (footnotes). However, there
are situations in which you may omit one or more disclosures. Depending upon the situation, the compilation
report may have to be modified.

.70 If all disclosures are omitted, you should add an extra paragraph to the compilation report, as follows.

Management has elected to omit substantially all of the disclosures (and the statement of
comprehensive income and the statement of cash flows) required by generally accepted
accounting principles. If the omitted disclosures were included in the financial statements,
they might influence the user's conclusions about the company's financial position, results
of operations, and cash flows. Accordingly, these financial statements are not designed for
those who are not informed about such matters.
.71 Note that, if the financial statements are presented on a basis of accounting other than GAAP (for
example, income tax basis), this extra paragraph would be reworded to refer to the specific basis of accounting
used in preparing the financial statements. An example of a paragraph that might be used when the financial
statements have been prepared in conformity with the income tax basis of accounting follows.
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Management has elected to omit substantially all of the disclosures ordinarily included in
financial statements prepared on the income tax basis of accounting. If the omitted disclo
sures were included in the financial statements, they might influence the user's conclusions
about the company's assets, liabilities, equity, revenues, and expenses. Accordingly, these
financial statements are not designed for those who are not informed about such matters.

.72 This additional paragraph is appropriate if all or substantially all disclosures are omitted. The
additional paragraph is not appropriate if substantially all disclosures are included (most, but not all
disclosures). If selected disclosures are included, they should not be labeled as "Notes to the Financial
Statements" (this title implies full disclosure). Instead, an appropriate title would be "Selected Information—
Substantially All Disclosures Required by GAAP Are Not Included."

Executive Summary—Accounting and Reporting Issues
•

FASB Statement No. 130 requires presentation of comprehensive income if an entity has one or
more components of "other comprehensive income." You may omit this presentation in compiled
financial statements as long as you note this omission in the compilation report.

•

Supplementary information includes any information (schedules, charts, graphs, tables, and so on)
that is not identified as being part of the basic financial statements. SSARS 1, as amended, requires
that you indicate in your compilation or review report the degree of responsibility you are taking for
such information.

•

Reporting on OCBOA financial statements may result in several modifications to the standard
compilation or review report.

•

Reporting on personal financial statements may result in several modifications to the standard
compilation or review report.

•

If management elects to omit substantially all disclosures from compiled financial statements, you
must modify your compilation report to identify this omission.

Peer Review Issues
Peer Review Requirements—Old and New
What are the revisions to the peer review standards, and how
do they affect compilation and review engagements?
.73 At its October 5,1999, meeting, the AICPA Peer Review Board (PRB) adopted revisions to the AICPA
Standards for Performing and Reporting on Peer Reviews and Interpretations that will become effective for
peer reviews commencing on or after January 1, 2001. (Earlier implementation is not allowed.)
.74 There will be three kinds of peer reviews, as described in the following.

•

System Review. This kind of review is for firms that perform engagements under the SASs, Govern
ment Auditing Standards (also referred to as the Yellow Book), and examinations of prospective
financial information under the Statements on Standards for Attestation Engagements. The system
review is essentially the same as the former on-site peer review with only a name change.

•

Engagement Review. This kind of review is for firms that are not required to have a system review
(and who are not eligible to have a report review discussed below). The engagement review is similar
to the former off-site peer review (with a separate report and letter of comments, technical review,
committee acceptance, monitoring actions, and so on). In an engagement review, the two objectives
are to provide the peer reviewer with a reasonable basis for expressing limited assurance of the
following.
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— The financial statements or information and the related accountant's report on the accounting,
review, and attestation engagements submitted for review conform in all material respects with
professional standards (same as in the former off-site review).
— The reviewed firm's documentation on the engagements submitted for review conform with the
requirements of the SSARS and the SSAEs, as applicable, in all material respects with professional
standards (new under the revised standards). Examples of documentation, in a review engage
ment, would include the management representation letter, and the documentation of the
matters covered in the accountant's inquiry and analytical procedures. On an engagement
review, there is no opinion on the reviewed firm's system of quality control and, therefore, the
reviewer is not opining on the firm's compliance with its own quality control policies and
procedures or with quality control standards.

•

Report Review. Firms that only perform compilations that omit substantially all disclosures would
have a report review. However, a firm must have an engagement review if it performs, as its
highest level of service, compilations referred to in SSARS as "selected information - substantially
all disclosures required are not included."

.75 The objective of a report review is to enable the reviewed firm to improve the overall quality of its
compilation engagements that omit substantially all disclosures. To accomplish this objective, the reviewer
provides a report with a list of comments and recommendations, if any, based on whether the financial
statements and the related accountant's reports appear to conform with the requirements of professional
standards in all material respects. The kinds of comments and recommendations are not only those that
would result in a modified report on an engagement review, but also those intended to improve the overall
quality of the reviewed firm's practice. Nevertheless, the comments should be relevant and supportable by
professional standards, and reasonably detailed so that the reviewed firm can evaluate what appropriate
actions should be taken.
.76 For report reviews, the peer review reports are not identified as unmodified, modified, or adverse as
might be the case with system and engagement reviews. The report is required to be signed by an authorized
member of the reviewed firm acknowledging that there are no disagreements on significant matters, and
that the firm agrees to correct any matters that are commented upon within the report. The firm then must
submit the copy of the report it has signed to the entity administering the peer review. For report reviews,
there is no separate letter of comments and letter of response as in the case with system and engagement
reviews. Nevertheless, a firm is not prohibited from attaching a response to the copy of the report it has
signed. The administering entity must technically review all peer reviews. However, on report reviews only,
the technical reviewer generally should have the authority to accept report reviews on behalf of the
administering entity's peer review committee (PRC) when he or she determines that there are no significant
issues. This should streamline the process for many firms. Only the PRC may impose corrective actions on
the firm and/or reviewer.

.77 If a firm's most recent review was a report review, then the firm's members are not eligible to perform
peer reviews. A firm's members are eligible to be engagement and report reviewers if they meet all of the other
reviewer requirements and, on its last peer review, the firm had an unqualified, unmodified report on his or her
firm's system of quality control, engagement review, or off-site peer review until phased out. Nevertheless, the
peer reviewer should also be currently reviewing or performing the same kind of engagements.
.78 If a firm's most recent review was a report review, then the firm's members are not eligible to be
charged with the responsibility for acceptance of any reviews. Committee members charged with the
responsibility for the acceptance of reviews must have at least received an unqualified/unmodified report
on his or her firm's system of quality control, engagement review, or off-site peer review until phased out.
.79 For further information on the impact of these changes on your compilation or review practice, you
should contact your peer review administering entity in your state.
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.80 In addition to the revisions to peer review standards, certain other developments have affected the
peer review process with respect to compilation engagements. They are as follows.
•

AICPA Bylaw Change. Individual members must themselves enroll in an Institute-Approved PracticeMonitoring Program (Program) if they perform and issue reports on compilation engagements in
firms or organizations that are not eligible to enroll in such a program. Accordingly, these enrolled
individuals are reviewed in a manner similar to that of a sole practitioner. On the other hand,
individual members who are practicing with a firm that is eligible to enroll in an Institute-Approved
Practice-Monitoring Program may not enroll in such a program as an individual. In those cases, the
firm must still enroll.

•

SSARS No. 8. If a compilation is issued with an engagement letter and without a report, and it
is the only accounting and auditing service performed by the firm, the firm would not be required
to enroll in an Institute-Approved Practice Monitoring Program because no reports were issued.
If a firm is already enrolled in such a Program, and performs these compilation engagements,
most likely, in conjunction with other kinds of accounting and auditing engagements, this kind
of engagement would be included in the definition of the firm's accounting and auditing practice,
and would be within the scope of peer review. In addition, if a firm is already enrolled, even
though it is not required, and chooses not to resign from the AICPA Peer Review Program, that
firm is subject to peer review if it performs these engagements as its only accounting and auditing
engagements.

Recurring Deficiencies Noted in Compilation and Review Engagements
What are some of the most frequent deficiencies identified in peer
reviews that relate to compilation and review engagements?

.81 Of the more than 30,000 firms in the AICPA Peer Review Program, almost 18,000 perform reviews
or compilations as their highest level of service. Forty-one entities administer the AICPA Peer Review
Program for the fifty-four state CPA societies (including the District of Columbia, Guam, Puerto Rico, and
the Virgin Islands).2 The importance of the peer review findings cannot be overemphasized. Here, we
provide you with a number of recent significant and minor deficiencies that you can keep in mind when
planning and staffing your compilation and review engagements.
Significant Deficiencies

.82 Significant deficiencies include matters that normally (1) are material to understanding the financial
statements or accountant's report or (2) represent a critical SSARS procedure. An engagement with a
significant deficiency is normally considered substandard. Frequently mentioned significant deficiencies in
compilation and review engagements that have been noted in peer review comment letters include the
following.
Reports

.83 The following are significant deficiencies that can occur in reports:
•

Omissions of required reporting elements of applicable standards

•

Issuance of a review report when the accountant is not independent

•

Failure to disclose lack of independence in a compilation report

•

Failure to disclose the omission of substantially all disclosures

2 AICPA, Journal of Accountancy (August 2000, pp. 57-60).
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• Failure to disclose the omission of the statement of cash flows in financial statements prepared in
accordance with GAAP
• Failure to disclose an OCBOA for financial statements compiled without disclosure, if the basis of
accounting is not readily determinable from reading the report

•

Failure to disclose, in the accountant's report, a material departure from professional standards
(Examples include the omission of significant income tax provision in interim financial statements;
omission of significant disclosures related to material defined employee benefit plans; or nonrecog
nition of significant deferred income.)

Financial Statement Measurement, Presentation, and Disclosure

.84 The following are significant deficiencies that can occur in financial statement measurement, presen
tation, and disclosure:

•

Inclusion of material balances that are not appropriate for the basis of accounting used

•

Failure to include a material amount or balance necessary for the basis of accounting used (Examples
include the omission of material accruals, failure to amortize a significant intangible asset, failure to
provide for material losses or doubtful accounts, or failure to provide for material deferred income taxes.)

•

Significant departures from the financial statement formats prescribed by industry audit and account
ing guides

•

Omission of significant required disclosures related to material financial statement balances or
transactions

•

Omission of disclosure of significant accounting policies applied (GAAP or OCBOA)

•

Omission of significant matters related to the understanding of the financial statements (the cumu
lative material effect of a number of disclosure deficiencies)

•

Improper accounting of a material transaction (for example, recording a capital lease as an operating
lease)

•

Misclassification of a material transaction or balance

•

Failure to include a summary of significant assumptions in a financial forecast or projection

•

Use of a statement of changes in financial position in which a statement of cash flows is appropriate

•

Failure to segregate the statement of cash flows into the components of operating, investing, and
financing activities

• Failure to include a statement of cash flows for every period for which an income statement was
presented.

SSARS Procedures and Documentation

85 The following are significant deficiencies that can occur in SSARS procedures and documentation:

.

•

Failure to perform inquiries and analytical procedures in review engagements

•

Failure to document matters covered in the accountant's inquiry and analytical procedures in review
engagements

•

Failure to "read" compiled financial statements for obvious or material errors

•

Failure to obtain client management representation letters in review engagements
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Minor Deficiencies

.86 Minor deficiencies include departures from professional standards that (1) are not normally material
to a proper understanding of the financial statements or accompanying accountant's report or (2) do not
represent a critical SSARS procedure. As a result, these departures, by themselves, would not usually cause
an engagement to be substandard. Frequently mentioned minor deficiencies in compilation and review
engagements that have been noted in peer review comment letters are described in the following sections.
Reports

.87 The following are minor deficiencies that can occur in reports.
•

Failure to report on supplementary information

•

Minor departures from standard report language, provided the report is not otherwise misleading
about the degree of responsibility taken

•

Failure to reference all time periods encompassed by the financial statements

•

Inconsistencies between titles presented in the accountant's report and those actually appearing on
the financial statements (basis of accounting determinable)

•

Inclusion of a reference about the omission of the statement of cash flows for financial statements
prepared on an OCBOA (A statement of cash flows is not required for financial statements prepared
on an OCBOA.)

•

Minor report-dating departures

•

Failure to disclose an OCBOA for financial statements compiled without disclosure if the basis of
accounting is otherwise readily determinable from reading the report

•

Omission of a reference to a statement of changes in equity (included with the financial statements)

•

Failure to make references to the AICPA as required by SSARS 7

Financial Statement Measurement, Presentation, and Disclosure

. 88 The following are minor deficiencies that can occur in financial statement measurement, presentation,
and disclosure:
•

Omitted or inadequate disclosures related to minor account balances or transactions (for example,
minor disclosure deficiencies related to accounting policies, inventory, valuation allowances, long
term debt, related-party transactions, concentrations of credit risk, deferred income taxes, and
employee benefit plans)

•

Minor departures from the financial statement formats recommended by industry audit and account
ing guides

•

Failure to reference the financial statements to the accountant's report or the accompanying footnotes

•

Use of financial statement titles that are not appropriate for the basis of accounting used when the
accountant's report, financial statements, or footnotes otherwise indicate the basis of accounting

•

Failure to include the title, "Selected Information—Substantially All Disclosures Required by Gen
erally Accepted Accounting Principles (or Another Basis of Accounting) Are Omitted," as appropri
ate for the presentation of certain selected disclosures

•

Failure to accrue income taxes where the accrual and provision are expected to be immaterial to the
financial statements taken as a whole
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SSARS Procedures and Documentation
.89 The following minor deficiencies can occur in SSARS procedures and documentation:

Minor documentation deficiencies related to review engagements (dating of representation letter)

•

Although there are many recurring deficiencies noted in peer review, you can take steps to avoid them by
keeping these common mistakes in mind as you plan and perform future compilation and review engage
ments. Peer review is an educational process, and you can learn from past mistakes.

Executive Summary—Peer Review Issues

•

Beginning January 1, 2001, there will be three kinds of peer review: system review, engagement
review, and report review (replacing the two previous kinds, which were on-site and off-site).

•

The kind of review that you will be subject to will depend upon the kinds of engagements that you
perform.

•

You should check with your peer review administering entity for information on how these
changes will affect your firm.

•

In addition to revisions to peer review standards, two other developments have affected the peer
review process regarding compilation engagements—the AICPA bylaw change and the issuance
of SSARS 8.

•

Several kinds of deficiencies in compilation and review engagements are found on a recurring basis.

• You should be aware of the common kinds of engagement deficiencies and take steps to avoid the
common mistakes.

Ongoing Issues and Future Developments
Controllership and Controller by-the-Hour Services
What is the current status of the ARSC's deliberations on
controllership and controller-by-the-hour services?
.90 ARSC has just started deliberations on the controllership, issue. See exhibit 2, "Controllership
Services," which illustrates this issue.
EXHIBIT 2—Controllership Services

Not independent

Gray area

Member of
management

A

.91 Assume CPA A, depicted in Exhibit 2, is in public practice and performs various services (tax returns,
payroll, write-up, consulting, compilations, and so on) for a number of different clients. Further, assume that
CPA A is not independent with respect to a particular client.
.92 Question: Can CPA A, as depicted in Exhibit 2, compile financial statements for those clients of which
he or she is not independent?
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.93 Answer: Yes. As long as the lack of independence is disclosed in the compilation report.

.94 Assume CPA B is an employee of ABC Construction Company (a CPA in industry). This CPA is the
CFO of the company and is not in public practice. In this position, CPA B performs a number of typical
management functions in his or her position as CFO, including the preparation of monthly financial
statements for use by management. Further, assume that CPA B sends a copy of the internally prepared
financial statements to the bank each month.
.95 Question: Should CPA B compile and attach a compilation report to those financial statements that
he or she prepares?
.96 Answer: No. CPA B is a member of management, and the financial statements are his or her repre
sentations. Therefore, it would not be appropriate to attach a compilation report to those financial statements.
.97 Assume CPA C is a CPA in public practice and performs various services (tax returns, payroll,
write-up, consulting, compilations, and so on) for a number of different clients. Further, assume that CPA C
has one or more clients for which he or she serves as a fee-basis controller (not an employee). He or she
performs a number of typical management functions in his or her position as controller, including preparation
of monthly financial statements for use by management.

.98 Question: Should CPA C compile and attach a compilation report to those financial statements that
he or she prepares for those clients?
.99 Answer: There is no clear answer. On one hand, CPA C is in public practice, and the argument can be
made that the financial statements should be compiled with a report attached (because the CPA is submitting
financial statements). On the other hand, CPA C is, in substance, part of management. Consequently, the
argument can be made that the financial statements are his or her own representations and, therefore,
compiling the financial statements with a report is not appropriate. Keep in mind, however, that most
accountants believe that CPA C would be at greater risk if the decision is that he or she is part of management
(and does not attach a compilation report). The potential risk stems from the fact that a compilation report
communicates to the reader the accountant's responsibility (no assurance is provided) and the limitations in
the financial statements. If the financial statements are not expected to be used by third parties, then a
management-use only compilation may be appropriate. In other situations, CPA C may be able to minimize
risk with an appropriately worded engagement letter.

.100 ARSC has not reached any conclusion on this issue. They are considering various alternatives and
kinds of guidance. In the meantime, use your professional judgment as a guide to your interpretation of this
issue.

Financial Statements Included in Written Business Valuations
What is the current status of the ARSC's deliberations on
financial statements included in business valuations?
What is the status of the exposure draft that would have created an exemption from
SSARS 1 for financial statements included in written business valuations?
.101 In December 1999, the ARSC issued an exposure draft entitled Financial Statements Included in Written
Business Valuations. The exposure draft would have exempted historical financial statements from SSARS 1
if the financial statements were only for use in a business valuation and were not to be used to obtain credit
or for any other purpose. In other words, the accountant would not be required to compile or report on
financial statements included in a written business valuation as long as those conditions were met. At its
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August 2000 meeting, the ARSC voted to defer action on this proposal until more study could be done on
the larger issue of exemptions. Currently, the following are the three specific exemptions from SSARS 1 for
historical financial statements:
•

Personal financial statements included in written personal financial plans (See SSARS 6.)

•

Financial statements included in certain prescribed forms (See SSARS 3.)

•

Financial statements submitted in conjunction with certain litigation support services (See Interpre
tation No. 20, "Applicability of Statements on Standards for Accounting and Review Services to
Litigation Services," of SSARS 1.)

.102 The ARSC is attempting to develop a conceptual framework for exemptions under which any future
deliberations should take place. Until that happens, the proposed exemption for financial statements
included in business valuations has been tabled.
Executive Summary—Ongoing Issues and Future Developments
•

Although SSARS contains guidance for situations when you are not independent, there is no
specific guidance for situations if you go beyond simply being not independent and actually
perform substantial management functions for a client.

•

A number of practitioners believe that if a CPA performs management functions for a client, SSARS
does not apply.

•

Until the ARSC issues guidance in this area, you should use your professional judgment to
determine the appropriate course of action.

•

In December 1999, the ARSC issued an exposure draft entitled Financial Statements Included in Written
Business Valuations that would have exempted historical financial statements from SSARS 1 if the
financial statements were only for use in a business valuation and were not to be used to obtain
credit or for any other purpose.

•

The ARSC has delayed action on this exposure draft while they examine the broader issue of
exemptions from SSARS 1.

Recent GAAP Pronouncements
What recently issued GAAP pronouncements are important for your consideration?
.103 In addition to the pronouncements and other issues described previously in this Alert that directly
affect reviews and compilations, we include other recent pronouncements here for your consideration.
Included are pronouncements from the FASB and the Accounting Standards Executive Committee (AcSEC).
For updates on additional pronouncements see the AICPA general Audit Risk Alert—2000/01 [AAM
section 8010].
FASB Pronouncements

FASB Statement No. 140, Accounting for
Transfers and Servicing of Financial Assets
and Extinguishments of Liabilities

This Statement replaces FASB Statement No. 125,
Accounting for Transfers and Servicing of Financial Assets
and Extinguishments of Liabilities, and revises the
standards for accounting for securitizations and other
transfers of financial assets and collateral and requires
certain disclosures, but carries over most of the provisions
of FASB Statement No. 125.
FASB Statement No. 140 is effective for transfers and the
servicing of financial assets and extinguishments of liabil
ities occurring after March 31,2001; and for the recognition
(continued)
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FASB Pronouncements
and reclassification of collateral and for disclosures
relating to securitization transactions and collateral for
fiscal years ending after December 15, 2000. There is no
reporting requirement for disclosures about securitization
and collateral accepted for periods ending on or before
December 15, 2000, for which financial statements are
presented for comparative purposes.

FASB Statement No. 139, Rescission of FASB
Statement No. 53 and amendments to FASB
Statements No. 63,89, and 121

FASB Statement No. 139 rescinds FASB Statement No. 53,
Financial Reporting by Producers and Distributors of
Motion Picture Films. An entity that previously was
subject to the requirements of FASB Statement No. 53,
Financial Reporting by Producers and Distributors of Motion
Picture Films, shall follow the guidance in AICPA
Statement of Position 00-2, Accounting by Producers or
Distributors of Films. This Statement also amends FASB
Statements Nos. 63, Financial Reporting by Broadcasters; 89,
Financial Reporting and Changing Prices; and 121, Accounting
for the Impairment of Long-Lived Assets and for Long-Lived
Assets to Be Disposed Of.

FASB Statement No. 139 is effective for financial state
ments for fiscal years beginning after December 15, 2000.
Earlier application is permitted only upon early adoption
of the Statement of Position.
FASB Statement No. 138, Accounting for
Certain Derivative Instruments and Certain
Hedging Activities

This Statement addresses a limited number of issues
causing implementation difficulties for numerous entities
that apply FASB Statement No. 133, Accounting for
Derivative Instruments and Hedging Activities. This Statement
amends the accounting and reporting standards of FASB
Statement No. 133 for certain derivative instruments and
certain hedging activities.
This Statement is effective for an entity that has not
adopted FASB Statement No. 133 before June 15, 2000,
concurrently with FASB Statement No. 133 according to
the provisions of paragraph 48 of FASB Statement No. 133.
For an entity that has adopted FASB Statement No. 133
prior to June 15, 2000, this Statement is effective for all
fiscal quarters beginning after June 15,2000, in accordance
with certain transition provisions.

FASB Interpretation No. 44, Accounting
for Certain Transactions Involving Stock
Compensation

Among other issues, Interpretation No. 44 clarifies (a) the
definition of employee for purposes of applying Opinion
25, (b) the criteria for determining whether a plan qualifies
as a noncompensatory plan, (c) the accounting conse
quence of various modifications to the terms of a
previously fixed stock option or award, and (d) the
accounting for an exchange of stock compensation awards
in a business combination.

AcSEC Statements of Position

SOP 00-2, Accounting by Producers or
Distributors of Films

AAM §8015.103

This SOP provides guidance on generally accepted
accounting principles for all kinds of films, except where
specifically noted, and is applicable to all producers or
distributors that own or hold rights to distribute or exploit
films. The SOP is effective for financial statements for fiscal
years beginning after December 15, 2000, with earlier
application encouraged.
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Resource Central
On the Bookshelf
What other AICPA publications may be of value to my practice?
AICPA Audit and Accounting Guides

.104 Although the audit guidance contained in many of the Audit and Accounting Guides may not affect
practitioners performing compilation and review engagements significantly, the industry background,
accounting guidance, and illustrative financial statements provided should help you acquire knowledge of
a specific industry. The following Audit and Accounting Guides summarize the practices applicable to
specific industries and describe relevant matters, conditions, and procedures unique to these industries. The
accounting guidance included in AICPA Audit and Accounting Guides is in the GAAP hierarchy as
authoritative GAAP. These Guides are updated for authoritative pronouncements through May 1, 2000
(unless otherwise indicated), and are available from the AICPA (product numbers are shown in parentheses).
•

Agricultural Producers and Cooperatives 2000—(012355kk)

•

Airlines 2000—(013184kk)

•

Banks and Savings Institutions 2000—(011179kk)

•

Brokers and Dealers in Securities 2000—(012182kk)

•

Casinos 2000—(013151kk)

•

Common Interest Realty Associations 2000—(012489kk)

•

Construction Contractors 2000—(012097kk)

•

Credit Unions 2000—(012061kk)

•

Employee Benefit Plans 2000—(012340kk)

•

Entities With Oil and Gas Producing Activities 2000—(012107kk)

•

Federal Government Contractors 2000—(012439kk)

•

Finance Companies 2000—(012467kk)

•

Health Care Organizations 2000—(012441kk)

•

NEW AUDIT AND ACCOUNTING GUIDE! Investment Companies 2000—(012364kk)

•

NEW AUDIT AND ACCOUNTING GUIDE! Life and Health Insurance Companies 2000—(012500kk)

•

Not-for-Profit Organizations 2000—(013393kk)

•

Property and Liability Insurance Companies 2000—(011923kk)

•

State and Local Governmental Units 2000—(012061kk)

.105 The following general Audit Guides also may be of interest to CPAs performing audit and attest
engagements:
•

Consideration of Internal Control in a Financial Statement Audit 1997—(012451kk)

•

Personal Financial Statements 2000—(011136kk)

•

Prospective Financial Information 1999—(011179kk)
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•

Use of Real Estate Appraisal Information 1997—(013159kk)

•

NEW AUDIT GUIDE! Auditing Derivative Instruments, Hedging Activities and Investments in Securities—
Practical Guidance for Applying SAS No. 92—(012520kk)

New Compilation and Review Alert With Implementation Guidance for the Recent Changes
in SSARS

.106 During the two years of discussions, debates, and comment letters, the ARSC continually stressed the
need for educating practitioners about the changes that were being proposed. Consequently, in 2000, the AICPA
developed a new Compilation and Review Alert, Practical Guidancefor Implementing SSARS 8 [AAM section 8180],
that contains detailed explanations and examples of the changes that become effective January 1,2001.

AICPA—At Your Service
How do I obtain AICPA publications and services related to my compilation and review practice?
What other AICPA services may be of interest to me?
Order Department (Member Satisfaction)

.107 To order AICPA products, call (888) 777-7077; write AICPA Order Department, CLA10, P.O. Box
2209, Jersey City, NJ 07303-2209; fax (800) 362-5066. For best results, call Monday through Friday between
8:30 A.M. and 7:30 P.M. EST. Obtaining product information and placing online orders can be done at the
AICPA's Web site, http://www.aicpa.org.
Accounting and Auditing Technical Hotline

.108 The AICPA Technical Hotline answers members' inquiries about accounting, auditing, attestation,
compilation, and review services. Call (888) 777-7077.

Ethics Hotline

.109 Members of the AICPA's Professional Ethics Team answer inquiries concerning independence and other
behavioral issues related to the application of the AICPA Code of Professional Conduct. Call (888) 777-7077.
Internet Web Site

.110 What's a good way to stay current on developments in the compilation and review arena? The
AICPA has a Web site (www.aicpa.org). This site offers CPAs the unique opportunity to stay abreast of
developments in compilation and review. The Web site is updated daily and includes the newsletter of the
AICPA Audit and Attest Standards Team, In Our Opinion, which includes information on technical activities
and developments in compilation and review matters. The Web site also offers highlights of ARSC meetings.
New! Online CPE Offer!

.111 The AICPA has launched a new online learning tool, AICPA InfoBytes. An annual fee ($95 for
members and $295 for nonmembers) will offer unlimited access to over one thousand hours of online CPE
in one- and two-hour segments. Register today as our guest at http://infobytes.aicpaservices.org.
CD-ROMs Available

.112 The AICPA is currently offering a new CD-ROM product, entitled reSOURCE: AICPA's Accounting
and Auditing Literature. This CD-ROM enables subscription access to the following AICPA Professional
Literature products in a Windows format: Professional Standards, Technical Practice Aids, and Audit and
Accounting Guides (available for purchase as a set that includes all Guides and the related Audit Risk Alerts,
AAM §8015.106
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or as individual publications). This dynamic product allows you to purchase the specific titles you need and
includes hypertext links to references within and between all products. To order any publications included
on the CD-ROM, call (888) 777-7077.
.113 CPE CD-ROM The Practitioner's Update (Product No. 738110kk). Keep on top of the latest standards
with this interactive, computer-based auditing, and accounting update course. Issued twice a year, this
cutting-edge course focuses primarily on new pronouncements that will become effective during the
upcoming audit cycle.

.114 Practitioners Publishing Company (PPC) and the AICPA are currently offering publications issued
by PPC, the AICPA, and the FASB on one CD-ROM disk, entitled The Practitioner's Library—Accounting and
Auditing. The FASB publications include Original Pronouncements, Current Text, EITF Abstracts, and FASB
Implementation Guides; and the AICPA publications include Professional Standards, Technical Practice Aids,
Audit and Accounting Guides, and Peer Review Program Manual. The disk also contains eighteen PPC engage
ment manuals. The disk may be customized so that purchasers pay for and receive only selected segments
of the material. For more information about this product call (800) 323-8724.

Test Your Knowledge
.115 For each multiple choice or true false question below, select the best answer. Correct answers are
included at the end of the test.
.116 After you have read and studied this Alert, find out how well you have mastered the material by
completing the test below. The answers to the questions are also included.
1.

______ 2.

The new definition of submission of financial statements includes which of the following?

a.

Materially modifying client-prepared financial statements

b.

Generating financial statements on a computer

c.

Preparing financial statements either manually or through the use of computer software

d.

Printing financial statements

Compiled financial statements do not need to have a report if they are restricted to employee use
only.
TRUE

______ 3.

FALSE

The new kind of compilation engagement is for financial statements restricted for which of the
following?

a.

Management's use only

b.

Employee use only

c.

Internal use only

d.

Bank use only

4.

Making material modifications to a client's computerized accounting database will "trigger"
SSARS 1.
TRUE
FALSE

5.

All SSARS apply to every compilation and review engagement and must be followed for every
engagement.

TRUE

6.

FALSE

SSARS 4 recommends that the successor accountant communicate with the predecessor
accountant on every compilation and review engagement.

TRUE
AICPA Audit and Accounting Manual
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7.

A written engagement letter is required for all compilation and review engagements.
TRUE
FALSE

8.

The engagement letter for a compilation of financial statements for management's use only,
must include all of the following, except
a. A description of the nature and limitations of the services to be provided
b. An acknowledgment of management's representation and agreement that the financial
statements will not be used by third parties
c. A statement that the engagement cannot be relied upon to disclose fraud, errors, or illegal acts
d. A statement that the client will indemnify the accountant from any liability and related
legal cost arising from third-party use of the financial statements

9.

An accountant can be sued by a third party in a compilation engagement.
TRUE
FALSE

10.

Inquiries and analytical procedures are required in which of the following:
a. All SSARS engagements
b. Review engagements only
c. Review engagements and management-use only compilation engagements
d. Management-use only compilation engagements only

11.

A management representation letter is required for all engagements to compile financial
statements for management's use only.
TRUE
FALSE

12.

All financial statements compiled or reviewed under SSARS must contain a reference or legend.
TRUE
FALSE

13.

Comprehensive income information may be omitted from compiled GAAP financial
statements.
TRUE
FALSE

14.

All of the following could be considered supplementary information, except
a. Cost of goods sold schedule
b. Budgets for an expired period
c. Income statement
d. Details of marketable securities

15.

Disclosures may be omitted from all of the following, except
a. Compiled financial statements
b. Reviewed financial statements
c. Compiled financial statements for management's use only
d. Compiled personal financial statements

16.

A firm that only performs compilation engagements (some with selected disclosures), would
have which of the following kinds of peer review?
a. System review
b. Engagement review
c. Selected disclosure review
d. Report review

17.

Which of the following engagements is permitted by existing compilation and review
standards?
a. A restricted use compilation engagement (with a report)
b. An assembly service that is restricted to internal use
c. Plain paper financial statements (no restriction, no report)
d. None of the above

AAM §8015.116
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18.

In compiled tax-basis financial statements, which of the following disclosures is required?
a. Identification of the basis of accounting
b. Reconciliation of the basis used to GAAP
c. Quantification of the differences from GAAP
d. All of the above
e. None of the above

19.

An accountant is required to perform a review engagement only when engaged to do so.
TRUE
FALSE

20.

If personal financial statements omit substantially all disclosures, which of the following
disclosures is (are) required?
a. Reconciliation of the estimated current value of assets to their cost
b. Quantification of the differences between estimated current values of assets and estimated
current amounts of liabilities and their original cost or amount
c. A statement that the assets are presented at their estimated current values and the liabilities
are presented at their estimated current amounts
d. All of the above
e. None of the above

Test Your Knowledge—Answers
.117
1.

c—The new definition of submission of financial statements does not include the terms generating,
modifying, or printing.

2.

FALSE—The only compiled financial statements that will not include a report are those restricted to
management's use only.

3.

a—The changes to SSARS 1 are very specific in that the financial statements are to be restricted to
management's use only—not for employee or internal use.

4.

FALSE—The new definition of submission offinancial statements does not include materially modifying.

5.

FALSE

6.

TRUE

7.

FALSE—An understanding with the client is required for all compilation and review engagements; a
written engagement letter is required only when the financial statements are restricted for manage
ment's use only.

8.

d—An indemnity clause is not required.

9.

TRUE—The extent of your liability depends upon the principle used in your state.

10.

b—Inquiries and analytical procedures are required only in review engagements—not in compilation
engagements.

11.

FALSE—Management representation letters are required only in review engagements. (although
they are recommended in all personal financial statement engagements—even compilations)

12.
13.

TRUE—The type of reference or legend depends on the kind of engagement.
TRUE—The omission is identified in the compilation report in the same way as an omission of the
statement of cash flows.

AICPA Audit and Accounting Manual
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14. c—An income statement is, by definition, a financial statement and could not be considered supple
mentary information.
15. b—Substantially all disclosures may be omitted from any compiled financial statements by adding
appropriate language to the compilation report or to the engagement letter (for financial statements
compiled for management's use only).

16. b
17. a—Assembly service and plain paper financial statements are not permitted under existing standards.
18. a

19. TRUE
20. c

.118 This Compilation and Review Alert replaces Compilation and Review Alert—1999/2000.
.119 The Audit Risk Alert is published annually. As you encounter audit issues that you believe warrant
discussion in next year's Audit Risk Alert, please feel free to share those with us. Any other comments that
you have about the Audit Risk Alert would also be greatly appreciated. You may e-mail these comments to
lgivarz@aicpa.org or write to:
Leslye Givarz
AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
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Appendix A
Compilation of Financial Statements
START

This flowchart was designed by ARSC to
explain how compilation engagements may
change due to the issuance of SSARS 8.

Will you
submit1
financial
statements?

NO

SSARS 1 is not
applicable.

YES

Are any
exemptions
from SSARS 1
applicable?

YES

Follow applicable guidance, as follows:
• Personal financial statements included in a personal financial
plan (SSARS 6)
• Certain prescribed forms (SSARS 3)
• Litigation support services (Interpretation No. 20)

NO

Were you
engaged to
compile2 and
report on financial
statements?

YES

Establish an understanding with the client and follow performance
requirements in SSARS 1, AR Section 100.07-.10
• Possess or obtain a general understanding of the industry.
• Possess or obtain a general understanding of the client's
business.
• Take certain actions if the information supplied by the client
appears to be incorrect, incomplete, or otherwise unsatisfactory,
for the intended use.
• Read the compiled financial statements and consider whether
they appear to be appropriate in form and free of obvious
material errors. Follow the reporting requirements in SSARS 1,
AR Sections 100.11-.19.

NO

Do you
reasonably
expect a third
party3 to use the
compiled financial
statements?

YES

NO

AICPA Audit and Accounting Manual

Establish an understanding with the client and follow performance
requirements in SSARS 1, AR Sections 100.07-.10.
• Possess or obtain a general understanding of the industry.
• Possess or obtain a general understanding of the client's
business.
• Take certain actions if the information supplied by the client
appears to be incorrect, incomplete, or otherwise unsatisfactory,
for the intended use.
• Read the compiled financial statements and consider whether
they appear to be appropriate in form and free of obvious
material errors.
Follow communication requirements in SSARS 1, AR Sections
100.20-.23.
• Issue a compilation report, or follow the next bullet.
• Document understanding with client with a written engagement
letter, preferably signed by management.4
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Notes to the flowchart

1

Submission of financial statements—Presenting to a client or third parties financial statements that the accountant has prepared
either manually or through the use of computer software.

2

Compilation of financial statements—Presenting in the form of financial statements information that is the representation of
management (owners) without undertaking to express any assurance on the statements.

3

Third parties—All parties except for management who are generally knowledgeable and understand the nature of the procedures
applied and the basis of accounting and assumptions used in the preparation of the financial statements.

The engagement letter should include the following matters:

4

•

•

A description of the nature and limitations of the services to be performed
A statement that a compilation is limited to presenting in the form of financial statements information that is the
representation of management

•

A statement that the financial statements will not be audited or reviewed

•

A statement that no opinion or any other form of assurance on the financial statements will be provided

•

An acknowledgment that management has knowledge about the nature of the procedures applied and the basis of
accounting and assumptions used in the preparation of the financial statements

•

An acknowledgment of management's representation and agreement that the financial statements are not to be used by
third parties

•

A statement that the engagement cannot be relied upon to disclose errors, fraud, or illegal acts

The engagement letter should also include the following additional matters, if applicable:
•

A statement that material departures from GAAP or OCBOA may exist and the effects of those departures on the financial
statements may not be disclosed

•

A statement that substantially all disclosures (and the statement of cash flows, if applicable) required by GAAP or OCBOA
may be omitted

•

A statement that the accountant is not independent

•

A reference to any supplementary information that may be included
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Appendix B
Compilation of Financial Statements Not Intended for Third-Party Use—
Illustrative Engagement Letter
This illustrative engagement letter was designed by ARSC to be used in compilation engagements when the
financial statements are not expected to be used by third parties.
[Appropriate Salutation]

This letter is to confirm our understanding of the terms and objectives of our engagement
and the nature and limitations of the services we will provide.
We will perform the following services:
1.

We will compile, from information you provide, the [monthly, quarterly, or other fre
quency] financial statements of XYZ Company for the year 20XX. A compilation is
limited to presenting in the form of financial statements information that is the repre
sentation of management. We will not audit or review the financial statements and,
accordingly, will not express an opinion or any other form of assurance on them. The
financial statements will not be accompanied by a report.

Based upon our discussions with you, these financial statements are for management's use
only and are not intended for third-party use.

Material departures from generally accepted accounting principles (GAAP) or other com
prehensive bases of accounting (OCBOA) may exist and the effects of those departures, if
any, on the financial statements may not be disclosed. In addition, substantially all disclo
sures required by GAAP (or OCBOA) may be omitted. [The accountant may wish to identify
known departures.] Notwithstanding these limitations, you represent that you have knowl
edge about the nature of the procedures applied and the basis of accounting and assump
tions used in the preparation of the financial statements that allows you to place the financial
information in the proper context. Further, you represent and agree that the use of the
financial statements will be limited to members of management with similar knowledge.
The financial statements are intended solely for the information and use of [Include list of
specified members of management.] and are not intended to be and should not be used by any
other party. [optional]
2.

We will also [discussion of other services—optional]

Our engagement cannot be relied upon to disclose errors, fraud, or illegal acts that may exist.
However, we will inform the appropriate level of management of any material errors that
come to our attention and any fraud or illegal acts that come to our attention, unless clearly
inconsequential.
We are not independent with respect to [name of entity—if applicable]

[The other data accompanying the financial statements are presented only for supplemen
tary analysis purposes and will be compiled from information that is the representation of
management, without audit or review, and we will not express an opinion or any other form
of assurance on such data. [if applicable]]
AICPA Audit and Accounting Manual
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In view of the limitations described above, you agree not to take, or assist in, any action
seeking to hold us liable for damages due to any deficiency in the financial statements we
prepare and you agree to hold us harmless from any liability and related legal costs arising
from any third party use of the financial statements in contravention of the terms of this
agreement, [optional]
Our fees for these services are [fill in amount].

Should you require financial statements for third-party use, we would be pleased to discuss
with you the requested level of service. Such engagement would be considered separate and
not deemed to be part of the services described in this engagement letter.
If the foregoing is in accordance with your understanding, please sign the copy of this letter
in the space provided and return it to us.
*

Sincerely yours,
[Signature of accountant]
Accepted and agreed to:

XYZ Company

[Title]
[Date]

* Some accountants prefer not to obtain an acknowledgment, in which case their letter would omit the paragraph beginning, "If the
foregoing..." and the spaces for the acknowledgment. The first paragraph of their letter might begin as follows: "This letter sets forth
our understanding of the terms and objectives of our engagement..."
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Appendix C
The Internet—An Accountant's Research Tool
Here is a list of some useful Web sites that may provide valuable information to accountants doing
compilations and reviews.
General Web Sites of Interest
Name of Site

Content

Internet Address

http://www.aicpa.org

American Institute of CPAs

Summaries of recent auditing and
other professional standards as well as
other AICPA activities

Financial Accounting Standards
Board

Summaries of recent accounting pro http://www.fasb.org
nouncements and other FASB activities
World Wide Web magazine that fea http:.//www.
tures up-to-the-minute news for electronicaccountant.com
accountants
Electronic communications among http://www.cowan.edu.au/
mra/home.htm
audit professionals

The Electronic Accountant

AuditNet
CPAnet

Links to other Web sites of interest to
CPAs

http://www.cpalinks.com/

Accountant's Home Page

Resources for accountants and fi
nancial and business professionals
A weekly newsletter on accounting
and auditing around the world

http://www.computercpa.com/

U.S. Tax Code Online

A complete text of the U.S. Tax Code

http://www.fourmilab.ch/
ustax/ustax.html

Federal Reserve Bank of New York

Key interest rates

Cybersolve

Online financial calculators, such as
ratio and breakeven analysis

http:/ /www.ny.frb.org/
pihome/statistics/dlyrates
http://www.cybersolve.com/
toolsl.html

FedWorld.Gov

U.S. Department of Commercesponsored site providing access to
government publications

http://www.fedworld.com

Hoovers Online

Online information on various
companies and industries
Search engine that uses a user-friendly
question format. Provides simultane
ous search results from other search
engines as well (e.g., Excite, Yahoo,
AltaVista)

http://www.hoovers.com

Double Entries

Ask Jeeves

Vision Project

Internet Bulletin for CPAs

Governmental Accounting Stand
ards Board

Information on the profession's vision
project
CPA tool for Internet sites, discussion
groups, and other resources for CPAs
Summaries of recent accounting
pronouncements and other GASB
activities

http://www.csu.edu.au/lists.
anet/ADBLE-L/index.html

http://www.askjeeves.com

http://www.cpavision.org/
horizon
http://www.kentis.com/ib.html
http://www.gasb.org

[The next page is 8105.]
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AAM Section 8030
Health Care Industry
Developments—2000/01
In This Year's Alert . . .
•

What are the industry and economic conditions facing health care organizations in the current year?

•

What are some of the recent regulatory developments that auditors of health care organizations
should be aware of?

•

What are some of the recent National Association of Insurance Commissioners developments
affecting managed care organizations?

•

What are some of the recent Internal Revenue Service developments that auditors of health care
organizations should know about?

•

What are the new auditing and attestation pronouncements that auditors of health care organizations
should be aware of?

•

What effect do the allegations of violations of laws and regulations in the health care industry have
on this year's audits?

•

What are some of the issues that auditors should consider when auditing health care organizations
affected by the new Medicare prospective payment system regulations for outpatient services and
home health agencies?

•

What are some of the conforming changes made to the May 2000 edition of the AICPA Audit and
Accounting Guide Health Care Organizations?

•

What are the requirements of FASB Statement No. 136, Transfers of Assets to a Not-for-Profit Organiza
tion or Charitable Trust That Raises or Holds Contributions for Others?

•

What are some of the recent developments affecting the accounting for derivatives and hedging
activities?

•

What are the requirements of the new FASB Statement No. 140, Accounting for Transfers and Servicing
of Financial Assets and Extinguishments of Liabilities?

•

What are some of the recent SEC developments that may affect health care organizations subject to
SEC regulations?

•

What are some of the exposure drafts that have been issued by the FASB for comment?

•

What exposure draft has been issued by the ASB for comment?

•

What other AICPA publications, services, and products can be of value to auditors of health care
organizations?
* * * *
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Economic and Industry Developments
What are the industry and economic conditions facing
health care organizations in the current year?
.01 The positive growth in the U.S. economy of recent years continued through the end of 1999 and the
third quarter of 2000, fueled in part by increased workforce productivity and consumer spending. In February
2000, the current period of economic expansion became the longest in history.

.02 Among the economic statistics and other developments through the first three quarters of 2000 are
the following:
•

The U.S. jobless rate remained under 4.5 percent, reaching a thirty-year low of 3.9 percent in April
and September 2000.

•

The much-anticipated Year 2000 Issue, with its potential for negative economic implications, has so
far passed without any major impact.

•

The equities markets continued to display periods of volatility. Both the Dow Jones Industrial
Average (DJIA) and the National Association of Securities Dealers Automated Quotation (NASDAQ)
composite ended 1999 at record highs, nearly 11,500 for the DJIA and over 4,000 for the NASDAQ.
By March 2000, the NASDAQ reached a new milestone, closing over 5,000 for the first time. After
reaching these milestones, however, both the DJIA and NASDAQ experienced steep declines, as well
as periodic gains back upward toward these earlier milestones.

.03 Keep in mind that this section of this Audit Risk Alert notes only a few of the recent economic statistics
and developments. Also, there are regional differences that may need to be taken into consideration. For
example, unemployment statistics might show a variation when comparing one region in the United States
with another. Also, not all segments of the health care industry may benefit equally during a period of
economic prosperity.

.04 The auditor should review the guidance in Statement on Auditing Standards (SAS) No. 22, Planning
and Supervision (AICPA, Professional Standards, vol. 1, AU sec. 311), regarding the specific procedures that
should be considered in planning an audit in accordance with generally accepted auditing standards (GAAS).
The auditor should obtain a knowledge of matters that relate to the nature of the entity's business, its
organization, and its operating characteristics, and consider matters affecting the health care industry overall,
as well as the industry segment in which the entity operates, including, among other matters, economic
conditions, as they relate to his or her audit.
.05 Operating margins for hospitals and other health care providers, on average, deteriorated during
1999, with the initial impact of the Balanced Budget Act of 1997 (BBA) often cited as a reason for the decline
in operating margins. While the 1999 Balanced Budget Refinement Act includes provisions to provide some
marginal relief for certain providers of health care services, the next few years may continue to be a financial
and operating challenge for health care industry executives and boards of directors. Meanwhile, a number
of managed care organizations experienced financial difficulties, and health care costs and health insurance
premiums continued to rise. Also, a number of nursing homes in the United States are either owned or
operated by companies that are in bankruptcy.
.06 Some health care organizations that may have just spent significant resources addressing the Year
2000 Issue may now be experiencing additional financial pressures as they focus on addressing and
implementing the requirements of the new prospective payment systems (PPS) rules from Medicare for
outpatient services and home health agencies that went into effect in 2000, along with the requirements of
the Administrative Simplification provisions of the Health Insurance Portability and Accountability Act of
1996 (HIPAA). Managed care organizations additionally are likely addressing the adoption of the National
AAM §8030.01
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Association of Insurance Commissioners (NAIC) codification of statutory accounting principles. See the related
discussions, "The Health Insurance Portability and Accountability Act of 1996," "Prospective Payment Systems
for Outpatient Services and Home Health Care Agencies," and "Codification of Statutory Accounting Principles"
in the "Regulatory Issues and Developments" section of this Audit Risk Alert, and "Implementing New
Prospective Payment Systems" in the "Audit Issues and Developments" section of this Audit Risk Alert.

.07 Many health care organizations continue to address the needs of consumers of health care services
who are without insurance coverage. While the unemployment rate has remained low, not all of the jobs
created have provided workers with health insurance benefits. A large segment of the population in the
United States, estimated at approximately 44 million individuals, working and nonworking, are without
health insurance.

.08 As the baby boomer segment of the U.S. population continues to age and the life expectancy of the
U.S. population has increased, so has the number of health care consumers enrolled in the federal Medicare
Program. The federal Medicare Program, which is administered by the Health Care Finance Administration
(HCFA), insures approximately 40 million beneficiaries. The HCFA established the Medicare+Choice
Program as an option to allow Medicare Program beneficiaries to participate in health maintenance organi
zations (HMOs). Currently, while most Medicare Program beneficiaries continue to keep the traditional
fee-for-service Medicare insurance, about 16 percent of Medicare Program participants have elected to join
Medicare HMOs. While Medicare HMOs must provide the same benefits as traditional fee-for-service
Medicare, Medicare HMOs also can provide additional benefits, such as coverage of pharmaceutical costs.
During 2000, a number of Medicare Program participants who elected to enroll in Medicare HMOs were
affected by the decision of some of these managed care companies to drop their coverage of Medicare plans
in certain areas of the United States. This decision has been attributed by a number of Medicare HMOs to
the increasing gap between the amounts paid out and the reduced federal payments received as a result of
the BBA. Other Medicare HMOs also have reduced the benefits they provide to certain participants.
.09 In 2000, as in prior years, federal and state governments have been aggressive in pursuing health care
cost savings and developing strategies to eliminate fraud, waste, and abuse in governmental health care programs.
For additional information on government regulation and programs established to identify and eliminate fraud
and abuse in health care programs, see the related discussions, "The Health Insurance Portability and Account
ability Act of 1996," and "Other Governmental Regulations and Investigations Relating to Fraud and Abuse
Violations," in the "Regulatory Issues and Developments" section and "Fraud and Abuse in the Health Care
Industry" in the "Audit Issues and Developments" section of this Audit Risk Alert.

.10 Overall, enrollment by health care consumers in managed care plans continued to be strong during
2000. In an effort to maintain and grow market share in recent years, managed care plans did not increase
premiums sufficiently to cover significant cost increases. As a result, many managed care plans found
themselves with significant operating losses. Some have changed their focus from increased market share to
increased profits. Premium increases that had moderated in recent years began to rise in 1999 and continued
to rise in 2000. Some health care consumers participating in managed care plans have sought and gained
changes to rules that limit accessibility to their choice of doctor. Some managed care plans, responding to
demands of the consumers and providers of health care, have changed established policies to enable doctors
to make final decisions about the health care procedures that will be provided.
Technological Developments

.11 New technological developments continue to expand the available options in health care products
and services, in some cases resulting in higher-costing alternatives to existing products and services.
Meanwhile, some health care payers are promoting telemedicine as a cost-saving method of medical delivery.
Telemedicine uses electronic communications technology to provide patient care and diagnosis over dis
tances. Federal and state legislators, as well as health care payers, are addressing issues related to the use of
telemedicine as an alternative to traditional delivery of health care.
AICPA Audit and Accounting Manual
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.12 Health care organizations continue to focus on information technology developments to meet the
need for greater efficiency and the demands of consumers for up-to-date medical services, as well as to
implement the improvements needed to facilitate electronic commerce in areas such as claims processing.
Among the top priorities of health care organizations is the computerization of patient records.

.13 Asa growing number of consumers of health care services are using the Internet to obtain information
about available health care services and products, so are many health care organizations using the Internet
in a number of ways. Web sites have been used, for example, to communicate medical information to patients
and enable the public to view Form 990 filings by exempt health care organizations, subjecting the informa
tion in Form 990 filings to greater public scrutiny. In addition to using the Internet for marketing and
communication, some health care organizations are using the Internet to store patient records and process
claims. In such circumstances, auditors may need to consider relevant provisions of the professional
literature, including the provisions of—
•

SAS No. 31, Evidential Matter (AICPA, Professional Standards, vol. 1, AU sec. 326), as amended. SAS
No. 31, as amended, provides guidance to auditors who have been engaged to audit the financial
statements of an entity that transmits, processes, maintains, or accesses significant information
electronically.

•

SAS No. 55, Consideration of Internal Control in a Financial Statement Audit (AICPA, Professional
Standards, vol. 1, AU sec. 319). Note that control risk may be changed (as discussed in SAS No. 55) by
such factors as new or revamped information systems, new technologies, and other circumstances.

. 14 Consumers of health care services have expressed concerns over the privacy of health information.
The federal government is addressing the issue of privacy concerns associated with individually identifiable
health information that is transmitted or maintained in electronic form. See the related discussion, "The
Health Insurance Portability and Accountability Act of 1996," in the "Regulatory Issues and Developments"
section of this Audit Risk Alert.

Merger and Acquisition Activity
. 15 During recent years, merger and acquisition activity was a dominant factor in many sectors of the health
care industry. Consolidation of health care organizations continued in 2000 as health care organizations found
themselves trying to achieve the dual objectives of meeting consumer demand for quality health care and cutting
health care costs. However, the level of merger and acquisition activity in certain sectors of the health care industry
decreased during 2000, when compared with the level of merger and acquisition activity of recent years. The
health care industry has also seen some of the merger and acquisition transactions of recent years break apart,
bringing the possibility for significant impact on the affected health care organizations.
. 16 Auditing and accounting issues that can arise from a consolidation, or from the unwinding of a
merger, can be numerous and varied. Auditors should consider the particular circumstances of the client to
identify the specific accounting and auditing issues, and then develop the appropriate audit strategy. For
example, auditors should consider whether an acquisition has been appropriately accounted for by the client.
Goodwill arising from a purchase transaction, for example, may be an especially judgmental area and is
therefore likely to require close scrutiny.1 The issue of goodwill as it relates to entities reporting to the
Securities and Exchange Commission (SEC) is discussed in SEC Staff Accounting Bulletin (SAB) No. 100,
Restructuring and Impairment Charges. See the related discussion "SEC Issues and Developments" in the
"Accounting Issues and Developments" section of this Audit Risk Alert. Also, see the newly introduced
Audit Risk Alert—SEC Alert. The SEC Alert provides valuable insights into SEC staff perspectives on
important accounting and auditing matters, along with updates on recent SEC activities.
1 The Financial Accounting Standards Board (FASB) issued an exposure draft of a proposed Statement of Financial Accounting
Standards in September 1999, Business Combinations and Intangible Assets, which among its provisions discusses accounting for
goodwill. Auditors should be alert for the issuance of a final statement or other developments related to this FASB project. Further
information related to FASB projects can be obtained from the FASB Web site at www.fasb.org.
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. 17 Also, with consolidation, there can be dramatic changes in the structure of an entity. In an effort to
create greater cost efficiencies, departments are combined and duplicate functions are eliminated. At the
same time, the entity continues to need skilled personnel with knowledge of the unique regulatory and
accounting considerations for organizations in the health care industry. With an unwinding of a merger and
acquisition, there is a potential for effects on many areas of the health care organization, such as on existing
contracts, including managed care contracts, financing arrangements, and staffing.
. 18 Auditors should consider the impact of such changes on the health care organization's internal
control when making the assessment of control risk. Auditors should obtain a sufficient understanding of
internal control to plan the audit and determine the nature, timing, and extent of tests to be performed. SAS
No. 55, Consideration of Internal Control in a Financial Statement Audit, outlines the auditor's responsibilities
with regard to considering a client's internal control in planning and performing an audit.

Risks and Uncertainties
. 19 Auditors should consider the extent to which changes in the health care industry can result in any
new risks or uncertainties that would require management to make appropriate disclosure in the financial
statements in accordance with the requirements of Statement of Position (SOP) 94-6, Disclosure of Certain
Significant Risks and Uncertainties. SOP 94-6 states that the volatile business and economic environment
underscores a need for improved disclosure about the significant risks and uncertainties that face reporting
entities. For additional discussions regarding consideration of the requirements of SOP 94-6, see "Fraud and
Abuse in the Health Care Industry" in the "Audit Issues and Developments" section of this Audit Risk Alert
and "SOP 00-1, Auditing Health Care Revenues and Related Receivables" in the "New Audit and Attestation
Pronouncements " section of this Audit Risk Alert.

Fraud Risk Factors
. 20 Auditors should consider whether any current health care industry developments represent a fraud
risk factor that should be considered in the assessment of the risk of material misstatement due to fraud
under SAS No. 82, Consideration of Fraud in a Financial Statement Audit (AICPA, Professional Standards, vol. 1,
AU sec. 316). SAS No. 82 provides guidance to auditors in fulfilling their responsibility to plan and perform
the audit to obtain reasonable assurance about whether the financial statements are free of material
misstatement, whether caused by error or fraud. SAS No. 82 includes a list of examples of risk factors relating
to misstatements arising from fraudulent financial reporting, including risk factors related to industry
conditions. SAS No. 82 lists the following examples among the risk factors that can relate to misstatements
arising from fraudulent financial reporting:
•

New accounting, statutory, or regulatory requirements that could impair the financial stability or
profitability of the entity.

•

High degree of competition or market saturation, accompanied by declining margins.

•

Rapid changes in the industry, such as high vulnerability to rapidly changing technology or rapid
product obsolescence.

•

Assets, liabilities, revenues, or expenses based on significant estimates that involve unusually
subjective judgments or uncertainties, or that are subject to potential significant change in the near
term in a manner that may have a financially disruptive effect on the entity—such as ultimate
collectibility of receivables, timing of revenue recognition, realizability of financial instruments based
on the highly subjective valuation of collateral or difficult-to-assess repayment sources, or significant
deferral of costs.

•

Adverse consequences on significant pending transactions, such as a business combination or
contract award, if poor financial results are reported.
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Help Desk—Further information on implementing SAS No. 82 is available in the AICPA
publication, Considering Fraud in a Financial Statement Audit: Practical Guidance for Applying
SAS No. 82 (Product No. 008883kk). This Practice Aid provides an in-depth understanding
of SAS No. 82, supplemented by practice aids and examples including common fraud
schemes and expanded audit procedures; sample engagement letters, representation letters,
and workpaper documentation; and industry-specific fraud risk factors and guidance for
several specialized industries, including health care organizations. See the "Resource Cen
tral" section of this Audit Risk Alert for information on ordering AICPA publications.

Going-Concern Issues
. 21 Auditors of health care organizations may identify information about certain conditions or events that,
when considered in the aggregate, indicate that there could be substantial doubt about the entity's ability to
continue as a going concern for a reasonable period of time. The significance of such conditions and events will
depend on the circumstances, and some may have significance only when viewed in conjunction with others.
SAS No. 59, The Auditor's Consideration of an Entity's Ability to Continue as a Going Concern (AICPA, Professional
Standards, vol. 1, AU sec. 341), provides examples of such conditions and events. The examples include—

•

Negative trends (for example, recurring financial losses, working capital deficiencies, negative cash
flows from operating activities, adverse key financial ratios).

•

Other indications of possible financial difficulties (examples include the need to seek new sources or
methods of financing or to dispose of substantial assets).

•

Internal matters (examples include the need to significantly revise operations).

•

External matters that have occurred (examples include legal proceedings, legislation, or similar
matters that might jeopardize an entity's ability to operate).

. 22 SAS No. 59, among other matters, provides guidance to the auditor in conducting an audit of financial
statements in accordance with GAAS with respect to evaluating whether there is substantial doubt about the
entity's ability to continue as a going concern. Continuation of an entity as a going concern is assumed in
financial reporting in the absence of significant information to the contrary. Ordinarily, information that
significantly contradicts the going concern assumption relates to the entity's inability to continue to meet its
obligations as they become due without substantial disposition of assets outside the ordinary course of
business, restructuring of debt, externally forced revisions to its operations, or similar actions.

Executive Summary—Economic and Industry Developments
•

The positive growth in the U.S. economy in recent years continued through the end of 1999 and
the third quarter of 2000.

•

Operating margins for hospitals and other health care providers, on average, deteriorated during
1999, with the initial impact of the BBA often cited as a reason for the decline in operating margins.

Some health care organizations that may have just spent significant resources addressing the Year
2000 Issue may now be experiencing additional financial pressures as they focus on addressing
and implementing the requirements of the new PPS rules from Medicare for outpatient services
and home health agencies that went into effect in 2000, along with the Administrative
Simplification provisions of HIPAA. Managed care organizations additionally are likely dealing
with the adoption of the NAIC codification of statutory accounting principles.
• In 2000, as in prior years, federal and state governments have been aggressive in pursuing health
care cost savings and developing strategies to eliminate fraud, waste, and abuse in governmental
health care programs.
• Health care organizations continue to focus on information technology developments to meet the need
for greater efficiency and the demands of consumers for up-to-date medical services, as well as to
implement the improvements needed to facilitate electronic commerce in areas such as claims processing.

•
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Executive Summary—Economic and Industry Developments—continued
•

The level of merger and acquisition activity in certain sectors of the health care industry decreased in
2000 when compared with the level of merger and acquisition activity of recent years. The health care
industry has also seen some of the merger and acquisition transactions of recent years break apart.

•

Auditors should consider whether any current industry developments represent a fraud risk
factor that should be considered in the assessment of the risk of material misstatement due to fraud
under SAS No. 82, Consideration of Fraud in a Financial Statement Audit.

• Auditors of health care organizations may identify information about certain conditions or events
that, when considered in the aggregate, indicate that there could be substantial doubt about the
entity's ability to continue as a going concern for a reasonable period of time.

Regulatory Issues and Developments2
What are some of the recent regulatory developments that
auditors of health care organizations should be aware of?
.23 Federal and state governments continue to uncover instances of fraud, waste, and abuse in govern
mental health care programs. Continuing the trend of recent years, in 1999 the federal government won or
negotiated more than $524 million in judgments, settlements, and administrative impositions in health care
fraud cases and proceedings. Also in 1999, a National Health Care Fraud Task Force was launched, where
the Department of Health and Human Services (HHS) Office of Inspector General (OIG), the HCFA, the
Department of Justice, and state and local prosecutors work together to formulate strategies to combat health
care fraud and abuse.

The Health Insurance Portability and Accountability Act of 1996
.24 The Administrative Simplification provisions of HIPAA were enacted to improve the efficiency
and effectiveness of the health care system by standardizing electronic data interchange while protecting
the security and privacy of health care information, and reducing the costs and administrative burdens
of health care.
.25 To address the Administrative Simplification provisions of HIPAA, HHS announced several pro
posed rules in 1998 in a series of Notices of Proposed Rulemaking. These were followed in 1999 with HHS
issuing proposed standards to protect the privacy of individually identifiable health information. Then, in
2000, HHS issued a final rule under the Administrative Simplification provisions that adopted standards for
eight electronic transactions, and code sets to be used in those transactions. A brief discussion of the proposed
rule issued in 1999 and the final rule issued in 2000 follows.
•

Health care transactions. HHS issued a final rule that establishes standard data content and formats
for submitting electronic claims and other administrative health transactions. The standards were
adopted for the following administrative and financial health transactions:
1.

Health claims or equivalent encounter information

2.

Eligibility for a health plan

3.

Referral certification and authorization

2 The brief summaries provided in this section of the Audit Risk Alert are for informational purposes only. Readers should refer to
the full text of the regulations and regulatory publications discussed in this section of the Audit Risk Alert. Auditors should also be alert
for amendments or updates to the topics discussed in this section of the Audit Risk Alert and for other recent developments related to
regulatory and Internal Revenue Service activities. Appendix A to this Audit Risk Alert provides a list of Internet resources, including
some Web sites that can provide information on regulatory and tax issues that may affect health care organizations.
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Health care claim status

5.

Enrollment and disenrollment in a health plan

6.

Health care payment and remittance advice

7.

Health plan premium payments

8.

Coordination of benefits
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.26 The final rule contains the requirements concerning the use of these standards by private and
government sector health plans, health care clearinghouses, and certain health care providers. Health plans,
with the exception of small plans, health care clearinghouses, and health care providers that choose to
transmit their transactions in electronic form, have to comply within twenty-six months from the publication
date. The standards are published in the August 17, 2000, Federal Register.
•

Privacy protection. HHS proposed standards for privacy of individually identifiable health informa
tion were published in the November 3,1999, Federal Register. The proposed standards would—

•

Apply to medical records created by hospitals, health plans, health care clearinghouses, and health
care providers that are transmitted or maintained in an electronic form and the paper printouts
created from these records.

•

Apply to consumers whether they are privately insured, uninsured, or participants in public pro
grams such as Medicare or Medicaid.

•

Require each covered organization to establish clear procedures to protect a patient's privacy,
designate an official to monitor that system, and notify its patients about privacy protection practices.

•

Include new penalties for violations, including civil monetary penalties and substantial criminal
penalties that apply to certain types of violations of the statute, done knowingly.

.27 The proposed standards would apply to all health plans, all health care clearinghouses, and all health
care providers that transmit health information in an electronic form in connection with a standard
transaction, referred to in the proposed rules as "covered entities." HHS does not have authority to apply
these standards to any entity that is not a covered entity. Attempting in part to fill this gap in legislative
authority, the proposed standards would require covered entities to take specific steps to ensure that
protected health information disclosed to business partners is protected. A business partner could include
auditors, accountants, contractors, consultants, and others. Under the proposed standards, a business partner
could have no more authority to use or disclose protected health information than the covered entity from
which the business partner received the information. The business partner's use and disclosure of protected
health information would be limited by the terms of the business partner's contractual agreement with the
covered entity.
.28 For health care organizations that are affected by the HIPAA Administrative Simplification regula
tions, compliance efforts may require a multi-year effort with the potential for significant resource outlays,
including major changes to existing processing systems. Noncompliance with Administrative Simplification
regulations can subject affected health care organizations to monetary penalties.
.29 HIPAA also provides for hundreds of millions of dollars designed to detect fraud and abuse in the
delivery of health care. HIPAA established a Health Care Fraud and Abuse Control Program to help fund
Medicare and Medicaid anti-fraud and abuse activities. HIPAA also authorized the establishment of the
Medicare Integrity Program to ensure that Medicare pays only for covered services that are reasonable and
medically necessary, and should not be paid by other insurers. Also among the developments during the
past year is the creation of the Healthcare Integrity and Protection Data Bank (HIPDB), a national data bank
that would receive and disclose certain final adverse actions against health care providers, suppliers, or
practitioners.
AAM §8030.26
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.30 HIPAA significantly revised and strengthened the OIG's existing civil money penalty authorities
pertaining to violations under Medicare and state health care programs. The OIG issued final regulations,
published in the April 26, 2000, Federal Register3 that revised the OIG's civil money penalty authorities in
conjunction with the new and revised provisions that were set forth in HIPAA and codified a number of
technical corrections.

Executive Summary—The Health Insurance Portability and Accountability Act of 1996

•

HHS issued a final rule in 2000 under the HIPAA Administrative Simplification provisions that
establishes standard data content and formats for submitting electronic claims and other
administrative health transactions.

•

In 1999, HHS proposed privacy protection standards for individually identifiable health information.

•

For health care organizations affected by the HIPAA Administrative Simplification regulations,
compliance efforts may require a multi-year effort with the potential for significant resource
outlays.

•

The HIPDB was created to receive and disclose certain final adverse actions against health care
providers, suppliers, or practitioners.

Other Governmental Regulations and Investigations Relating to Fraud and
Abuse Violations
Anti-Kickback Statute Safe Harbors

.31 In November 1999, the OIG published eight new regulatory safe harbors to the federal anti-kickback
statute. Violations of the federal anti-kickback law are punishable by up to five years in prison, criminal fines
of up to $25,000, administrative civil money penalties of up to $50,000, and exclusion from participation in
federal health care programs.
.32 The eight new safe harbors, which protect certain arrangements from prosecution under the anti
kickback statute, address the following payment or business practices:
1. Investments in underserved areas

2. Practitioner recruitment in underserved areas
3. Obstetrical malpractice insurance subsidies for underserved areas

4. Sales of physician practices to hospitals in underserved areas
5. Investments in ambulatory surgical centers
6. Investments in group practices
7. Referral arrangements for specialty services
8. Cooperative hospital service organizations

.33 In addition, the OIG clarified six of the eleven safe harbors published in 1991, and published an
interim final rule establishing two additional safe harbors for shared-risk arrangements.

Help Desk—Further information is available on the HHS/OIG Web site at www.dhhs.gov.
The final rule and interim final rule were published in the November 19,1999, Federal Register.
3 Correction amendments were published in the June 5, 2000, Federal Register.
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Patient Anti-Dumping Statute
.34 In November 1999 the OIG issued a special advisory bulletin making clear that the federal patient
anti-dumping law (Emergency Medical Treatment and Active Labor Act) requires that medical screening
and stabilizing treatment be provided in an emergency, despite the terms of any managed care agreements
among plans, hospitals, doctors, and enrollees. Under the 1986 patient anti-dumping law, all Medicare
participating hospitals with emergency rooms must provide all patients requesting emergency care with an
appropriate medical screening to determine if the person has an emergency medical condition. If the person
has an emergency medical condition the hospital must provide stabilizing care within its capabilities.
Violators of the anti-dumping law face penalties including civil money penalties of up to $50,000 for each
offense for large hospitals and doctors who negligently violate any requirements, and $25,000 per violation
for hospitals with fewer than 100 beds.
Help Desk—Further information is available on the HHS/OIG Web site at www.dhhs.gov.
The advisory bulletin was published in the November 10,1999, Federal Register.

Other Regulatory Developments
.35 The OIG issued a special advisory bulletin in 1999, The Effect of Exclusion From Participation in Federal
Health Care Programs, stating that health care providers should determine whether potential and current
employees and contractors have been excluded from federal health care program participation. Civil money
penalties can be imposed by the OIG against excluded individuals and entities seeking reimbursement from
federal health care programs and health care providers that employ or enter into contracts with excluded
individuals to provide items or services to federal program beneficiaries.

.36 See the related discussion "Fraud and Abuse in the Health Care Industry" in the "Audit Issues and
Developments" section of this Audit Risk Alert for a discussion of audit considerations and the auditor's
responsibilities with respect to detecting fraud and abuse during a financial statement audit.
Executive Summary—Other Governmental Regulations and
Investigations Relating to Fraud and Abuse Violations
•

The OIG published eight new regulatory safe harbors to the federal anti-kickback statute.

• In November 1999 the OIG issued a special advisory bulletin making clear that the federal patient
anti-dumping law requires that medical screening and stabilizing treatment be provided in an
emergency, despite the terms of any managed care agreements among plans, hospitals, doctors,
and enrollees.
•

The OIG issued a special advisory bulletin, The Effect of Exclusion From Participation in Federal Health
Care Programs.

Prospective Payment Systems for Outpatient Services and Home Health
Care Agencies
.37 The BBA, as amended, authorized the HCFA to establish and implement a Medicare PPS for
outpatient services. Final rules for the PPS for outpatient services were published in the April 7,2000, Federal
Register. Medicare claims received by the HCFA for outpatient services provided on or after August 1,2000,
are paid under new PPS rules, which use Ambulatory Payment Classification (APC) Groups to classify
outpatient services. A payment rate is established for each APC. Payments for outpatient services by
Medicare will be made at set amounts, rather than on the basis of how much was spent to care for the patient.
The final rules also make changes to beneficiary co-payment provisions.
.38 In addition, in June 2000 the HCFA finalized a Medicare PPS for home health care agencies as
mandated by the BBA, as amended, to replace the retrospective reasonable-cost-based system. Under the
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new PPS for home health care agencies, Medicare will pay home health agencies for sixty-day episodes of
care. For each episode of care, the home health care agency will receive the national payment rate, adjusted
for area wage differences. Outlier payments will be made for beneficiaries whose resource needs are
unusually large. Cost reports will continue to be used to settle some reimbursement issues and will impact
future rates. The final rules were published in the July 3, 2000, Federal Register and take effect on October 1,
2000. See the related discussion "Implementing New Prospective Payment Systems" in the "Audit Issues
and Developments" section of the Audit Risk Alert.

Corporate Compliance
.39 Government enforcement activities such as those discussed in previous sections have brought
corporate compliance to the planning forefront for many health care organizations. Implementation of a
corporate compliance program can assist a health care organization in avoiding unlawful activities, detecting
such activities before significant potential damages are incurred, and establishing that any unlawful activities
in which it was engaged were inadvertent. A written corporate compliance program should consist of
procedures and controls to prevent, detect, and correct wrongdoing within an organization based on the
standards included in the Federal Sentencing Guidelines.

.40 Compliance plans are voluntary for health care organizations, unless imposed by the OIG under a
corporate integrity agreement (CIA).4
.41 SOP 99-1, Guidance to Practitioners in Conducting and Reporting on an Agreed-Upon Procedures Engagement
to Assist Management in Evaluating the Effectiveness of Its Corporate Compliance Program, provides guidance to
practitioners in conducting and reporting on an agreed-upon procedures engagement performed pursuant to the
AICPA Statements on Standards for Attestation Engagements (SSAEs) to assist a health care provider in
evaluating the effectiveness of its corporate compliance program consistent with the requirements of a CIA.

.42 The OIG has issued compliance program guidance for clinical laboratories; hospitals; home health
agencies; third-party medical billing companies; hospices; the durable medical equipment, prosthetics,
orthotics, and supply industry; Medicare+Choice organizations; nursing facilities; and individual and small
group physician practices. These publications are intended to help health care organizations develop
effective controls that promote adherence to applicable federal and state laws and program requirements of
federal, state, and private health plans. The components of the compliance guidelines are—
1. Written compliance policies and procedures.
2. Designated compliance officer and compliance committee.

3. Training and education for affected employees.
4. Anonymous lines of communication for complaints.
5. Enforcement standards through disciplinary guidelines.
6. Auditing and monitoring.

7. Procedures for responding to reported offenses and developing corrective action initiatives.

.4 3 Appendix B of this Audit Risk Alert provides a detailed discussion of each of these program
components. Also, the OIG's Web site, www.dhhs.gov/progorg/oig, contains the full text of all its compli
ance program guidance as well as its semiannual reports and work plans.
4 The OIG issued guidance, including an annual report checklist and answers to frequently asked questions about corporate integrity
agreements, to assist health care providers operating under corporate integrity agreements (CIAs). The CIA annual report checklist and
answers to frequently asked questions are available on the OIG Web site at www.hhs.gov/oig/new.html.
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Executive Summary—Corporate Compliance

• The OIG has issued compliance program guidance for clinical laboratories; hospitals; home health
agencies; third-party billing companies; hospices; the durable medical equipment, prosthetics,
orthotics, and supply industry; Medicare+Choice plans; nursing facilities; and individual and small
group physician practices.
•

SOP 99-1, Guidance to Practitioners in Conducting and Reporting on an Agreed-Upon Procedures
Engagement to Assist Management in Evaluating the Effectiveness of Its Corporate Compliance Program,
provides guidance to practitioners in conducting and reporting on an agreed-upon procedures
engagement performed pursuant to the AICPA SSAEs to assist a health care provider in evaluating
the effectiveness of its corporate compliance program consistent with the requirements of a CIA.

National Association of Insurance Commissioners Developments
What are some of the recent National Association of Insurance
Commissioners developments affecting managed care organizations?
Model Audit Rule for HMOs
.44 The National Association of Insurance Commissioners (NAIC) amended the Annual Statement
Instructions for 1999 HMO filings to include the Model Audit Rule in the Annual Statement Instructions.
Guidance pertaining to the 2000 Annual Statement Instructions is scheduled for issuance in December 2000.
Among other matters, the Model Audit Rule requires that:

• All insurers have an annual audit by a CPA, notify the state insurance commissioner if the auditors
resign or are dismissed, and provide a letter to the state insurance commissioner regarding disagree
ments with the former accountants.

• The audit engagement partner may not continue in that capacity in an insurance engagement for more
than seven consecutive years, unless this requirement is waived by the state insurance commissioner.
• The audit firm provides the insurer and state insurance commissioner with certain written
communications—CPA Qualifications Letter and Notice of Adverse Financial Condition and Signifi
cant Deficiencies in Internal Control Letter.
.45 A number of state departments of insurance have either adopted the NAIC Annual Statement
Instructions for HMOs or included some or all of its communications requirements in their annual filing
checklists. Because many state departments of insurance have explicitly adopted the NAIC Annual Instruc
tions as part of their state reporting package for HMOs, this may result in changes for HMOs and auditors
alike. For example, in certain situations an audit of the financial statements will be required, where previously
it was not. CPA firms may need to provide specific reports or correspondence to the health plan (and in
certain circumstances to the state insurance commission) and CPAs auditing health plans must agree to
certain engagement terms and conditions.

Codification of Statutory Accounting Principles
.46 The NAIC, having completed its project to codify statutory accounting principles for certain insurance
companies, including managed care companies, issued Accounting Practices and Procedures Manual that is effective
for years beginning on or after January 1,2001. Eight of the Statements of Statutory Accounting Principles included
in the manual have been specifically modified or written to address issues related to managed care.

.47 Certain AICPA literature, including SOPs and Audit Interpretations, contains references to statutory
accounting. The NAIC/AICPA Task Force has prepared a working draft of proposed conforming changes
to SOPs and an Audit Interpretation to reflect conforming changes necessitated by the issuance of the
Accounting Practices and Procedures Manual, a result of the completion of the NAIC codification project. The
working draft is available on the AICPA Web site at www.aicpa.org/ members/div/auditstd/naicchgs.htm .
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.48 Additional discussion on the NAIC codification project and recent NAIC developments can be found
in the Audit Risk Alert Insurance Industry Developments—2000/01 [AAM section 8040].

Internal Revenue Service Developments
What are some of the recent Internal Revenue Service developments
that auditors of health care organizations should know about?
Proposed Regulation on Intermediate Sanctions

.49 The U.S. Department of the Treasury released proposed regulations that were published in the
August 4, 1998, Federal Register relating to the three excise taxes on excess benefit transactions between
tax-exempt organizations and disqualified persons. The proposed regulations define an excess benefit
transaction as any transaction in which an economic benefit is provided to any disqualified person if the
value of the economic benefit provided exceeds the value of the consideration received. An excess benefit
also includes certain revenue sharing transactions and can occur through entities controlled by or affiliated
with tax-exempt organizations. A disqualified person is defined as any person who, at any time during the
five-year period ending on the date of the transaction, was in a position to exercise substantial influence over
the affairs of the organization. Readers should be alert for the issuance of final regulations.

Acquisition Financing Arrangements
.50 During the past year, the Internal Revenue Service (IRS) has undertaken examinations of acquisition
financing transactions by several major not-for-profit health care systems. In an acquisition financing
arrangement, debt belonging to the separate entities in the acquisition is combined under a new single
indenture. If the IRS determines that the new debt should be classified as a refunding, rather than as a new
issuance, the debt would be subject to strict guidelines regarding tax exemption, adversely affecting the new
indenture's tax-exempt status.

IRS CPE Text
.51 The IRS Exempt Organization Division publishes annually a series of articles of interest to tax-exempt
organizations known currently as Exempt Organizations Continuing Professional Education Technical Instruction
Program (CPE Text) for its employees.

.52 The material in the CPE Text is designed specifically for training purposes only. Although not to be
used or cited as authority for setting or sustaining a technical position, the CPE Text can provide auditors
with insight into the IRS's views on current issues that may affect not-for-profit health care organizations.
The CPE Text includes chapters on specific issues, as well as a current developments section with a synopsis
of the current developments concerning exempt organizations. Additional information on the CPA Text is
available on the IRS Web site at www.irs.ustreas.gov/prod/bus_info/eo/cpe.html.

Tax Exempt and Governmental Entities Division
.53 As part of its modernization plan, the IRS has created the Tax Exempt and Government Entities
(TE/GE) Division, comprised of three segments to deal separately with exempt organizations, employee
plans, and governmental entities. The TE/GE Division's mission is "to provide tax-exempt and governmen
tal entities customers top quality service by helping them understand and comply with applicable tax laws
and to protect the public interest by applying the tax law with integrity and fairness to all." With the focus
on customer service in the TE/GE Division's mission, its tax compliance strategy will mix educational
outreach activities with traditional enforcement activities. That is, when the TE/GE Division identifies
significant tax compliance issues, it not only will undertake efforts to identify and correct individual instances
of noncompliance, it also will educate the tax-exempt community and governmental community about the
nature of the requirements and ways to improve individual compliance.
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Executive Summary—Internal Revenue Service Developments
•

Readers should be alert for the issuance of final regulations relating to the three excise taxes on excess
benefit transactions between tax-exempt organizations and disqualified persons.

•

The IRS has undertaken examinations of acquisition financing transactions by several major not-forprofit health care systems. An IRS determination that new debt issued in the transaction should be
classified as a refunding, rather than as a new issuance, could adversely affect the new debt's
tax-exempt status.

•

The IRS publishes annually an Exempt Organizations Continuing Professional Education Technical
Instruction Program (CPE Text). Although not to be used or cited as authority for setting or
sustaining a technical position, the CPE Text can provide auditors with insight into the IRS's views
on current issues that may affect not-for-profit health care organizations.

•

As part of its modernization plan, the IRS has created the TE/GE Division, comprised of three
segments to deal separately with exempt organizations, employee plans, and governmental entities.

New Auditing and Attestation Pronouncements
What are the new auditing and attestation pronouncements that
auditors of health care organizations should be aware of?
.54 In this section we present brief summaries of auditing pronouncements issued since the publication
of last year's Alert. The summaries are for informational purposes only and should not be relied on as a
substitute for a complete reading of the applicable standard. For a full listing and description of all new
auditing and attestation standards, see the AICPA general Audit Risk Alert 2000/01 [AAM section 8010].
For information on auditing pronouncements issued subsequent to the writing of this Alert, please refer to
the AICPA Web site at www.aicpa.org/members/div/auditstd/technic.htm. You may also look for an
nouncements of newly issued standards in the CPA Letter and Journal of Accountancy.
SOP 00-1, Auditing Health Care Third-Party Revenues and Related Receivables

.55 In March 2000, the Auditing Standards Board (ASB) issued SOP 00-1, Auditing Health Care Third-Party
Revenues and Related Receivables. SOP 00-1 provides guidance to auditors regarding uncertainties inherent in
health care third-party revenue recognition and the sufficiency of evidential matter and reporting on financial
statements of health care entities exposed to material uncertainties. SOP 00-1 also discusses matters to
consider in testing third-party revenues and related receivables. SOP 00-1 applies to audits of health care
organizations falling within the scope of the AICPA Audit and Accounting Guide Health Care Organizations
and its provisions are effective for audits of periods ending on or after June 30,2000.

.56 SOP 00-1 extracts guidance from a number of existing SASs:

• SAS No. 31, Evidential Matter
• SAS No. 47, Audit Risk and Materiality in Conducting an Audit (AICPA, Professional Standards, vol. 1,
AU sec. 312)
• SAS No. 57, Auditing Accounting Estimates (AICPA, Professional Standards, vol. 1, AU sec. 342)
• SAS No. 79, Amendment to Statement on Auditing Standards No. 58, Reports on Audited Financial
Statements (AICPA, Professional Standards, vol. 1, AU sec. 508)
• SAS No. 85, Management Representations (AICPA, Professional Standards, vol. 1, AU sec. 333)

A summary of the guidance in SOP 00-1 follows.
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Auditor's Responsibilities

.57 With respect to auditing third-party revenues, in addition to the usual revenue recognition considera
tions, the auditor considers whether amounts ultimately realizable are or should be presently known or are
uncertain because they are dependent on some other future, prospective actions or confirming events. Manage
ment is responsible for preparing the estimates contained in the financial statements and the auditor evaluates
the adequacy of the evidence supporting those estimates, reviews the facts supporting management's judgments,
and evaluates the judgments made based on conditions existing at the time of the audit. The fact that net revenues
recorded at the time services are rendered differ materially from amounts that ultimately are realized does not
necessarily mean the audit was not properly planned or carried out. Similarly, the fact that future events may
differ materially from management's assumptions or estimates does not necessarily mean that management's
estimates were not valid or the auditor did not follow GAAS with respect to auditing estimates.
Management's Responsibilities

.58 Management is responsible for the fair presentation of its financial statements in conformity with
generally accepted accounting principles (GAAP). Despite inherent uncertainties, management is responsi
ble for estimating the amounts recorded in the financial statements and making the required disclosures in
accordance with GAAP, based on management's analysis of existing conditions. Management is responsible
for assuring that revenues are not recognized until their realization is reasonably assured. Management is
responsible for preparing and certifying cost reports submitted to federal and state government agencies in
support of claims for payment for services rendered to government program beneficiaries.

Evidential Matter
.59 In the current health care environment, conclusive evidence concerning amounts ultimately realiz
able cannot be expected to exist at the time of the financial statement audit. The fact that information related
to the effects of future program audits, administrative reviews, regulatory investigations, or other actions
does not exist does not lead to a conclusion that the evidential matter supporting management's assertions
is not sufficient to support management's estimates. Rather, the auditor's judgment regarding the sufficiency
of the evidential matter is based on the evidential matter that is available or can reasonably be expected to
be available in the circumstances. If, after considering the existing conditions and available evidence, the
auditor concludes that sufficient evidential matter supports management's assertions about the valuation of
revenues and receivables, and their presentation and disclosure in the financial statements, an unqualified
opinion ordinarily is appropriate. If relevant evidential matter exists that the auditor needs and is unable to
obtain, the auditor should consider the need to express a qualified opinion or to disclaim an opinion because
of a scope limitation. Pursuant to SAS No. 85, the auditor should obtain written representations from
management concerning the absence of violations or possible violations of laws or regulations whose effects
should be considered for disclosure in the financial statements or as a basis for recording a loss contingency.
Paragraph 20 of SOP 00-1 provides examples of some specific representations that the auditor should obtain.

Potential Departures From GAAP-Related Estimates and Uncertainties
.60 In addition to examining the evidence in support of management's estimates, the auditor determines that
there has not been a departure from GAAP with respect to the reporting of those estimates in the financial statements.
•

Unreasonable accounting estimates. In evaluating the reasonableness of management's estimates, the
auditor considers the basis for management's assumptions regarding the nature of future adjust
ments and management's calculations as to the effects of such adjustments.5 The auditor cannot
determine with certainty whether such estimates are right or wrong, because the accuracy of
management's assumptions cannot be confirmed until future events occur. If the auditor believes the
estimated amount included in the financial statements is unreasonable, he or she should treat the

5 The lack of such analyses may call into question the reasonableness of recorded amounts.
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difference between that estimate and the closest reasonable estimate in the range as a likely misstate
ment and aggregate it with other likely misstatements. The auditor also should consider whether the
difference between estimates best supported by the audit evidence and the estimates included in the
financial statements, which are individually reasonable, indicate a possible bias on the part of the
entity's management. The auditor recognizes that approaches and estimates will vary from entity to
entity. Normally, the auditor considers the historical experience of the entity as well as the risk of
potential future adjustments. In evaluating valuation allowances, the auditor may consider the
entity's historical experience and potential future adjustments in the aggregate. Amounts that
ultimately will be realized by an entity are dependent on a number of factors, many of which may
be unknown at the time the estimate is first made. Further, even if two entities had exactly the same
clinical and coding experience, amounts that each might realize could vary materially due to factors
outside of their control. As a result, because estimates are a matter of judgment and their ultimate
accuracy depends on the outcome of future events, different entities in seemingly similar circum
stances may develop materially different estimates. The auditor may conclude that both estimates
are reasonable in light of the differing assumptions.
•

Inappropriate accounting principles. The auditor also determines that estimates are presented in the
financial statements in accordance with GAAP. If the auditor believes that the accounting principles
have not been applied correctly, causing the financial statements to be materially misstated, the
auditor expresses a qualified or adverse opinion. Valuation allowances are recorded so that revenues
are not recognized until the revenues are realizable. Valuation allowances are not established based
on the provisions of Financial Accounting Standards Board (FASB) Statement of Financial Account
ing Standards No. 5, Accounting for Contingencies.

•

Inadequate disclosure. If the auditor concludes that a matter involving a risk or an uncertainty is not
adequately disclosed in the financial statements in conformity with GAAP, the auditor should express a
qualified or adverse opinion. SOP 94-6, Disclosure of Certain Significant Risks and Uncertainties, provides
guidance on the information that reporting entities should disclose regarding risks and uncertainties
existing as of the date of the financial statements. In the health care environment, it is almost always at
least reasonably possible that estimates regarding third-party payments could change in the near term
as a result of one or more future confirming events. For most entities with significant third-party revenues,
the effect of the change could be material to the financial statements. Where material exposure exists, the
uncertainty regarding revenue realization is disclosed in the notes to the financial statements. Because
representations from legal counsel are often key audit evidence in evaluating the reasonableness of
management's estimates of potential future adjustments, the inability of an attorney to form an opinion
on matters about which he or she has been consulted may be indicative of an uncertainty that should be
specifically disclosed in the financial statements. Paragraph 37 of SOP 00-1 provides an illustration of a
disclosure that may be appropriate for health care organizations regarding the reasonable possibility of
material changes in third-party estimates in the near term.
Executive Summary—
SOP 00-1, Auditing Health Care Third-Party Revenues and Related Receivables

•

In March 2000, the ASB issued SOP 00-1, Auditing Health Care Third-Party Revenues and Related Receivables.

SOP 00-1 provides guidance to auditors regarding uncertainties inherent in health care third-party
revenue recognition and the sufficiency of evidential matter and reporting on financial statements of
health care entities exposed to material uncertainties.
• SOP 00-1 includes discussions of auditor's and management's responsibilities, departures from
GAAP-related estimates and uncertainties, unreasonable accounting estimates, inappropriate
accounting principles, and inadequate disclosures.
• Pursuant to SAS No. 85, the auditor should obtain written representations from management concerning
the absence of violations or possible violations of laws or regulations whose effects should be considered
for disclosure in the financial statements or as a basis for recording a loss contingency. Paragraph 20 of
SOP 00-1 provides examples of some specific representations that the auditor should obtain.
•
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Auditing Standards
SAS No. 88, Service Organizations and Reporting on Consistency

.61 In December 1999, the AICPA ASB issued SAS No. 88, Service Organizations and Reporting on
Consistency (AICPA, Professional Standards, vol. 1, AU secs. 324 and 420). Part 1, "Service Organizations,"
amends SAS No. 70, Reports on the Processing of Transactions by Service Organizations (AICPA, Professional
Standards, vol. 1, AU secs. 324.03 and 324.06-10) to—
1. Clarify the applicability of SAS No. 70 by stating that the SAS is applicable if an entity obtains services
from another organization that are part of the entity's information system. It also provides guidance
on the types of services that would be considered part of an entity's information system.
2. Revise and clarify the factors a user auditor should consider in determining the significance of a
service organization's controls to a user organization's controls.
3. Clarify the guidance on determining whether information about a service organization's controls is
necessary to plan the audit.

4. Clarify that information about a service organization's controls may be obtained from a variety of sources.
5. Change the title of SAS No. 70 from Reports on the Processing of Transactions by Service Organizations
to Service Organizations.

.6 2 Part 2, "Reporting on Consistency," amends SAS No. 1, Codification of Auditing Standards and
Procedures (AICPA, Professional Standards, vol. 1, AU sec. 420, "Consistency of Application of Generally
Accepted Accounting Principles") to—

1. Conform the list of changes that constitute a change in the reporting entity (AU sec. 420.07) to the
guidance in paragraph 12 of Accounting Principles Board (APB) Opinion No. 20, Accounting Changes.
2. Clarify that the auditor need not add a consistency explanatory paragraph to the auditor's report
when a change in the reporting entity results from a transaction or event.

3. Eliminate the requirement for a consistency explanatory paragraph in the auditor's report if a pooling
of interests is not accounted for retroactively in comparative financial statements.
4. Eliminate the requirement to qualify the auditor's report and consider adding a consistency explana
tory paragraph to the report if single-year financial statements that report a pooling of interests do
not disclose combined information for the prior year.

All of the amendments contained in SAS No. 88 were effective upon issuance.
SAS No. 89, Audit Adjustments
.63 In December 1999, the ASB issued SAS No. 89, Audit Adjustments (AICPA, Professional Standards, vol.
1, AU secs. 310, 333, and 380), which amends three SASs to establish audit requirements designed to
encourage client management to record financial statement adjustments aggregated by the auditor. It also
clarifies management's responsibility for the disposition of financial statement misstatements brought to its
attention. SAS No. 89 amends SAS No. 83, Establishing an Understanding With the Client (AICPA, Professional
Standards, vol. 1, AU sec. 310); SAS No. 85, Management Representations; and SAS No. 61, Communication With
Audit Committees (AICPA, Professional Standards, vol. 1, AU sec. 380), as follows:
1. SAS No. 83 is amended to include, in the understanding with the client, management's responsibility
for determining the appropriate disposition of financial statement misstatements aggregated by the
AICPA Audit and Accounting Manual
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auditor. Specifically, SAS No. 89 adds the following to the list of matters that generally are included
in the understanding with the client:
Management is responsible for adjusting the financial statements to correct material
misstatements and for affirming to the auditor in the representation letter that the effects
of any uncorrected misstatements aggregated by the auditor during the current engage
ment and pertaining to the latest period presented are immaterial, both individually
and in the aggregate, to the financial statements taken as a whole.

2. SAS No. 85 is amended to require that the management representation letter include an acknow
ledgment by management that it has considered the financial statement misstatements aggregated
by the auditor during the current engagement and pertaining to the latest period presented, and has
concluded that any uncorrected misstatements are immaterial, both individually and in the aggre
gate, to the financial statements taken as a whole. It also requires that a summary of the uncorrected
misstatements be included in or attached to the representation letter. It also amends the illustrative
management representation letter in paragraph 6 of appendix A to SAS No. 85.
3. SAS No. 61 is amended to require the auditor to inform the audit committee about uncorrected
misstatements aggregated by the auditor during the current engagement and pertaining to the latest
period presented, whose effects management believes are immaterial, both individually and in the
aggregate, to the financial statements taken as a whole.
.64 These amendments are effective for audits of financial statements for periods beginning on or after
December 15,1999. Early adoption is permitted.
SAS No. 90, Audit Committee Communications

.65 SAS No. 90, Audit Committee Communications (AICPA, Professional Standards, vol. 1, AU secs. 380 and
722), issued by the ASB in December 1999, amends SAS No. 61 and SAS No. 71, Interim Financial Information
(AICPA, Professional Standards, vol. 1, AU sec. 722). SAS No. 90 was issued in response to recommendation
numbers 8 and 10 of the report of the Blue Ribbon Committee on Improving the Effectiveness of Corporate
Audit Committees, which suggest changes to GAAS.
.66 Among other things, the amendment to SAS No. 61 requires an auditor to discuss with the audit
committees of SEC clients certain information relating to the auditor's judgments about the quality, not just
the acceptability, of the company's accounting principles and underlying estimates in its financial statements.
It also encourages a three-way discussion among the auditor, management, and the audit committee. This
amendment is effective for audits of financial statements for periods ending on or after December 15,2000,
with earlier application permitted.

.67 The amendment to SAS No. 71 clarifies that the accountant should communicate to the audit
committee or be satisfied, through discussions with the audit committee, that matters described in SAS No.
61 have been communicated to the audit committee by management when they have been identified in the
conduct of interim financial reporting. This amendment also requires the accountant of an SEC client to
attempt to discuss with the audit committee the matters described in SAS No. 61 prior to the filing of the
Form 10-Q. This amendment is effective for reviews of interim financial information for interim periods
ending on or after March 15, 2000, with earlier application permitted.
SAS No. 91, Federal GAAP Hierarchy
.68 In April 2000, the ASB issued SAS No. 91, Federal GAAP Hierarchy (AICPA, Professional Standards, vol.
1, AU sec. 411). SAS No. 91 amends SAS No. 69, The Meaning of Present Fairly in Conformity With Generally
Accepted Accounting Principles in the Independent Auditor's Report (AICPA, Professional Standards, vol. 1, AU
sec. 411), to establish a hierarchy of accounting principles for federal governmental entities. SAS No. 91
became effective upon issuance.
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SAS No. 92, Auditing Derivative Instruments, Hedging Activities, and Investments in Securities
.69 In September 2000 the ASB issued SAS No. 92, Auditing Derivative Instruments, Hedging Activities, and
Investments in Securities (AICPA, Professional Standards, vol. 1, AU sec. 391), that will assist auditors with
planning and performing auditing procedures for financial statement assertions about derivative instru
ments, hedging activities, and investments in securities. The guidance in SAS No. 92, which supersedes SAS
No. 81, Auditing Investments (AICPA, Professional Standards, vol. 1, AU sec. 332), applies to—
•

Derivative instruments, as that term is defined in FASB Statement No. 133, Accounting for Derivative
Instruments and Hedging Activities.

•

Hedging activities in which the entity designates a derivative or a nonderivative financial instrument
as a hedge of exposure for which FASB Statement No. 133 permits hedge accounting.

•

Debt and equity securities, as those terms are defined in FASB Statement No. 115, Accounting for
Certain Investments in Debt and Equity Securities.

.70 The matters addressed by SAS No. 92 include—
•

The need for special skills or knowledge. Auditors may need special skills or knowledge to plan and
perform auditing procedures for certain assertions about derivatives and securities, such as the ability
to identify a derivative that is embedded in a contract or agreement.

•

Consideration of audit risk and materiality. SAS No. 92 offers examples of factors that affect inherent
risk for assertions about derivatives or securities. SAS No. 92 also discusses control risk assessment.

•

Designing substantive procedures based on risk assessment. Auditors assess inherent and control risk for
assertions about derivatives and securities to determine the nature, timing, and extent of the
substantive procedures to be performed. Substantive procedures for derivatives and securities
should address the five categories of assertions presented in SAS No. 31:
1.

Existence or occurrence

2.

Completeness

3.

Rights and obligations

4.

Valuation

5.

Presentation and disclosure

SAS No. 92 also discusses hedging activities.

.71 SAS No. 92 is effective for audits of financial statements for fiscal years ending on or after June 30,
2001. Earlier application is permitted.

.72 An Audit Guide to complement the SAS has been developed by the ASB and is expected to be
available in January 2001. The Guide provides practical guidance for implementing the SAS in all types of
audit engagements. The objective of the Guide is both to explain SAS No. 92 and to provide practical
illustrations through the use of case studies.
.73 The Guide will include an overview of derivatives and securities, and the general accounting considera
tions for them, as well as case studies that address such topics as the use of interest rate futures contracts to hedge
the forecasted issuance of debt, the use of put options to hedge available-for-sale securities, separately accounting
for a derivative embedded in a bond, the use of interest rate swaps to hedge existing debt, the use of
foreign-currency put options to hedge a forecasted sale denominated in a foreign currency, changing the
classification of a security to held-to-maturity, control risk considerations when service organizations provide
securities services, inherent and control risk assessment, and designing substantive procedures based on risk
assessments. See the "Resource Central" section of this Audit Risk Alert for order information.
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SAS No. 93, Omnibus Statement on Auditing Standards—2000
.74 Issued by the ASB in October 2000, SAS No. 93, Omnibus Statement on Auditing Standards—2000
(AICPA, Professional Standards, AU secs. 622,508, and 315)—
1. Withdraws SAS No. 75, Engagements to Apply Agreed-Upon Procedures to Specified Elements, Accounts,
or Items of a Financial Statement (AICPA, Professional Standards, vol. 1, AU sec. 622). The guidance in
SAS No. 75 will be incorporated in SSAE No. 10, Attestation Standards: Revision and Recodification, to
consolidate the guidance on agreed-upon procedures engagements in professional standards. The
withdrawal of SAS No. 75 is concurrent with the effective date of SSAE No. 10, scheduled to be issued
in January 2001. The guidance in SSAE No. 10 on agreed-upon procedures engagements is effective
when the subject matter or assertion is as of or for a period ending on or after June 1,2001, with earlier
application permitted.

2. Amends SAS No. 58, Reports on Audited Financial Statements (AICPA, Professional Standards, vol. 1, AU
sec. 508), to include an identification in the auditor's report of the country of origin of the accounting
principles used to prepare the financial statements and the auditing standards that the auditor
followed in performing the audit. This amendment withdraws Auditing Interpretation No. 13,
"Reference to Country of Origin in the Auditor's Standard Report" of SAS No. 58, Reports on Audited
Financial Statements (AICPA, Professional Standards, vol. 1, AU sec. 9508.53-.55). This amendment is
effective for reports issued or reissued on or after June 30,2001. Earlier application is permitted.
3. Amends SAS No. 84, Communications Between Predecessor and Successor Auditors (AICPA, Professional
Standards, vol. 1, AU sec. 315), to clarify the definition of a predecessor auditor. This amendment is
effective for audits of financial statements for periods ending on or after June 30, 2001. Earlier
application is permitted.

Auditing Interpretations
.7

5 Seven new Auditing Interpretations were issued since the publication of last year's Audit Risk Alert:

1. Interpretation No. 3, "Responsibilities of Service Organizations and Service Auditors With Respect
to Information About the Year 2000 Issue in a Service Organization's Description of Controls," of
SAS No. 70, Service Organizations (AICPA, Professional Standards, vol. 1, AU sec. 9324.19-.31).

2. Interpretation No. 13, "Reference to Country of Origin in the Auditor's Standard Report," of SAS No.
58, Reports on Audited Financial Statements (AICPA, Professional Standards, vol. 1, AU sec. 9508.53-.55).6
3. Interpretation No. 7, "Management's and Auditor's Responsibilities With Regard to Related Party
Disclosures Prefaced by Terminology Such As 'Management Believes That,"' of SAS No. 45, Related
Parties (AICPA, Professional Standards, vol. 1, AU sec. 9334.22-.23).

4. Interpretation No. 1, "The Meaning of the Term Misstatement" of SAS No. 47, Audit Risk and Materiality
in Conducting an Audit (AICPA, Professional Standards, vol. 1, AU sec. 9312.01-.04).
5. Interpretation No. 2, "Evaluating Differences in Estimates" of SAS No. 47, Audit Risk and Materiality
in Conducting an Audit (AICPA, Professional Standards, vol. 1, AU sec. 9312.05-.09).

6. Interpretation No. 3, "Quantitative Measures of Materiality in Evaluating Audit Findings" of SAS
No. 47, Audit Risk and Materiality in Conducting an Audit (AICPA, Professional Standards, vol. 1, AU
sec. 9312.10-.14).
7. Interpretation No. 4, "Considering the Qualitative Characteristics of Misstatements" of SAS No. 47,
Audit Risk and Materiality in Conducting an Audit (AICPA, Professional Standards, vol. 1, AU sec.
9312.15-17).
6 Withdrawn by SAS No. 93. See the discussion "SAS No. 93, Omnibus Statement on Auditing Standards—2000" in this section of this
Audit Risk Alert for further information.
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.7 6 Auditing Interpretations are issued by the Audit Issues Task Force (AITF) of the ASB to provide
timely guidance on the application of ASB pronouncements. Interpretations are reviewed by the ASB but
are not as authoritative as ASB pronouncements. Nevertheless, auditors may have to justify a departure from
an Interpretation if the quality of their work is questioned.

New Attestation Standard
SSAE No. 10, Attestation Standards: Revision and Recodification

.7 7 The ASB expects to issue SSAE No. 10, Attestation Standards: Revision and Recodification, in January
2001. SSAE No. 10 does the following:
•

Changes the title of AT section 101 to Attest Engagements

•

Changes the definition of an attest engagement into a statement of applicability of the standard, as follows:
This statement applies to engagements in which a certified public accountant in the practice
of public accounting (hereinafter referred to as a practitioner) is engaged to issue or does
issue an examination, a review or an agreed-upon procedures report on subject matter, or
an assertion about the subject matter, that is the responsibility of another party.

•

Revises the third general standard to focus on the essential elements of criteria: the criteria must be
suitable and must be available to users. The subject matter also must be capable of reasonably
consistent evaluation against the criteria.

•

Enables true direct reporting on subject matter by eliminating the requirement to make reference to
the assertion in the practitioner's report.

•

Provides expanded guidance on the circumstances in which the use of attest reports should be
restricted to specified parties.

•

Supersedes SSAE Nos. 1 through 9.

. 78

The new standard also revises and renumbers the AT sections as follows:

Attest Engagements
Agreed-Upon Procedures Engagements
Financial Forecasts and Projections
Reporting on Pro Forma Financial Information
Reporting on an Entity's Internal Control
Over Financial Reporting
Compliance Attestation
Management's Discussion and Analysis

New
AT section

Existing
AT section

101
201
301
401

100
600
200
300

501
601
701

400
500
700

.79 The new SSAE also eliminates the requirement in AT section 201, Agreed-Upon Procedures Engage
ments, for the practitioner to obtain a written assertion in an agreed-upon procedures attest engagement. It
also incorporates changes needed as a result of the withdrawal of SAS No. 75, Engagements to Apply
Agreed-Upon Procedures to Specified Elements, Accounts, or Items of a Financial Statement. That withdrawal is
reflected in SAS No. 93, Omnibus Statement on Auditing Standards—2000.

.80 SSAE No. 10 is effective when the subject matter or assertion is as of or for a period ending on or after
June 1, 2001. Early application is permitted.
Help Desk—Look for a new AICPA Practice Aid on how to understand and apply the
provisions of SSAE No. 10. It is expected to become available during the first quarter of 2001.
AICPA Audit and Accounting Manual
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Executive Summary—New Auditing and Attestation Pronouncements
In December 1999, the ASB issued SAS No. 88, Service Organizations and Reporting on Consistency.
In December 1999, the ASB issued SAS No. 89, Audit Adjustments, which amends three SASs to
establish audit requirements designed to encourage client management to record financial
statement adjustments aggregated by the auditor.
In December 1999 the ASB issued SAS No. 90, Audit Committee Communications. SAS No. 90 revises
SAS Nos. 61 and 71.
In April 2000, the ASB issued SAS No. 91, Federal GAAP Hierarchy. SAS No. 91 amends SAS No. 69
to establish a hierarchy of accounting principles for federal governmental entities.
The ASB issued SAS No. 92, Auditing Derivative Instruments, Hedging Activities, and Investments in
Securities, that will assist auditors with planning and performing auditing procedures for financial
statement assertions about derivative instruments, hedging activities, and investments in
securities. The guidance in SAS No. 92 supersedes SAS No. 81, Auditing Investments.
The ASB issued SAS No. 93, Omnibus Statement on Auditing Standards—2000.
SSAE No. 10 is expected to be issued in January 2001.
Seven new Auditing Interpretations have been issued during the past year.

Audit Issues and Developments
Fraud and Abuse in the Health Care Industry
What effect do the allegations of violations of laws and regulations
in the health care industry have on this year's audits?
Many health care organizations that are providers of services to patients covered under Medicare or
other federal health care programs have potential exposure to fines and penalties as a result of laws and
regulations governing the billing and cost-reporting process.
.81

.82 Allegations of violations of laws and government regulations continued in the health care industry
in 2000. The allegations concern violations of a wide variety of laws and regulations, such as the Medicare
and Medicaid Anti-Kickback Statute and the False Claims Act, among others. Penalties for violating the laws
may include denial of otherwise valid Medicare and Medicaid claims, fines, and civil money penalties (for
example, treble damages, plus $5,000 to $10,000 per claim) and exclusion from the Medicare and Medicaid
programs. Many lawsuits seeking damages under the civil False Claims Act have been initiated by private
individuals (sometimes referred to as qui tam relators or "whistle-blowers") seeking to recover a part of the
financial penalty assessed against the health care organization.

.83 Auditors should consider including language in the audit engagement letter to clarify the auditor's
responsibilities with respect to detecting fraud and abuse during a financial statement audit. SAS No. 83,
Establishing an Understanding With the Client, provides guidance to auditors about establishing an under
standing with a client regarding the services to be performed for each engagement. The understanding
should include the objectives of the engagement, management's responsibilities, the auditor's responsibili
ties, and limitations of the engagement.
.84 In addition, the auditor should discuss the auditor's responsibilities under GAAS for communica
tions with members of the organization's audit committee or equivalent body. SAS No. 61, Communication
With Audit Committees, as amended by SAS No. 90, Audit Committee Communications (AICPA, Professional
Standards, vol. 1, AU sec. 380), establishes a requirement for the auditor to determine that certain matters
related to the conduct of an audit are communicated to those who have responsibility for oversight of the
financial reporting process. In communicating the auditor's responsibility under GAAS, SAS No. 61 notes
that it is important for the audit committee to understand that an audit conducted in accordance with GAAS
is designed to obtain reasonable, rather than absolute, assurance about the financial statements. Also, SAS
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No. 54, Illegal Acts by Clients (AICPA, Professional Standards, vol. 1, AU sec. 317), provides guidance regarding
communications with audit committees. SAS No. 54 notes that the auditor should be assured that the audit
committee or others with equivalent authority and responsibility are adequately informed with respect to
illegal acts that come to the auditor's attention.

.85 SAS No. 54 also prescribes the nature and extent of the consideration that auditors should give to the
possibility of illegal acts by a client in an audit of financial statements conducted in accordance with GAAS.
SAS No. 54 also provides guidance on the auditor's responsibilities when a possible illegal act is detected.
Determining whether a particular act is illegal generally would be based on the advice of an informed expert
qualified to practice law or may have to await final determination by a court of law. The auditor's training,
experience, and understanding of the client and the industry may provide a basis for recognizing that some
acts coming to the auditor's attention may be illegal. Whether an act is, in fact, illegal is a determination that
is normally beyond the auditor's professional competence. For example, determining whether admitting a
patient or providing a service is medically necessary, whether a resident's participation in an operation was
properly supervised, or whether a particular medical procedure or device was properly approved, is not
within the auditor's professional competence.
.86 SAS No. 54 notes that even in the absence of evidence concerning illegal acts, auditors should make
certain inquiries of management about such matters as the client's policies relative to the prevention of illegal
acts, the use of directives issued by the client, and periodic representations obtained by the client from
management at appropriate levels of authority concerning compliance with laws and regulations. Certain
procedures, although not specifically designed to detect illegal acts, may bring possible illegal acts to an
auditor's attention. Such procedures include—
•

Reading minutes of board of directors meetings.

•

Inquiring of the client's management and legal counsel concerning litigation, claims, and assessments.

•

Performing substantive tests of details of transactions or balances.

.87 SAS No. 54 states that when the auditor concludes, based on information obtained and, if necessary,
consultation with legal counsel, that an illegal act has or is likely to have occurred, the auditor should consider
the effect on the financial statements as well as the implications for other aspects of the audit.
.88 Chapter 2 of the AICPA Audit and Accounting Guide Health Care Organizations provides additional
discussion of the application of SAS No. 54 in audits of financial statements of health care organizations.
Also, the Appendix to SOP 00-1, Auditing Health Care Third-Party Revenues and Related Receivables, discusses
considerations related to governmental investigations. See the related discussion "SOP 00-1, Auditing Health
Care Third-Party Revenues and Related Receivables" in the "New Auditing and Attestation Pronouncements"
section of the Audit Risk Alert.
.89 Financial Accounting Standards Board (FASB) Statement No. 5, Accounting for Contingencies, ad
dresses the accounting and reporting for loss contingencies, including those arising from litigation, claims,
and assessments. The auditor considers management's application of FASB Statement No. 5 in evaluating
the adequacy of accrual for or disclosure of the potential effects of illegal acts (that is, fines and penalties) in
the financial statements of health care organizations. If investigations of alleged illegal acts are currently in
process, or if claims have been threatened or asserted, additional disclosures may be required by FASB
Statement No. 5. Auditors also should consider whether, in view of the far-reaching nature of alleged
violations of laws and regulations in the health care industry, management has appropriately considered the
disclosure requirements of SOP 94-6, Disclosure of Certain Significant Risks and Uncertainties.
.90 Representations from legal counsel are often key audit evidence. The inability of an attorney to form
an opinion on matters about which he or she has been consulted may be indicative of an uncertainty that
should be disclosed in the financial statements in accordance with FASB Statement No. 5 or SOP 94-6. SAS
No. 58, Reports on Audited Financial Statements, as amended by SAS No. 79, states that if the auditor concludes
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that a matter involving a risk or an uncertainty is not adequately disclosed in the financial statements in
conformity with generally accepted accounting principles (GAAP), the auditor should express a qualified or
an adverse opinion. Such judgments should be made in the context of the financial statements taken as a
whole and in light of the surrounding circumstances. When considering procedures for identifying litigation,
claims, and assessments and for the financial accounting and reporting for such matters when performing
an audit in accordance with GAAS, auditors should refer to the guidance set forth in SAS No. 12, Inquiry of
a Client's Lawyer Concerning Litigation, Claims, and Assessments (AICPA, Professional Standards, vol. 1, AU sec.
337). SAS No. 12 provides guidance on the procedures an independent auditor should consider for identi
fying litigation, claims, and assessments and for satisfying the auditor as to the financial accounting and
reporting for such matters when performing an audit in accordance with GAAS.
Executive Summary—Fraud and Abuse in the Health Care Industry
Allegations of violations of laws and government regulations (such as the Medicare and Medicaid
Anti-Kickback Statute and the False Claims Act, among others) continued in the health care
industry in 2000.
• Auditors should consider including language in the audit engagement letter to clarify the auditor's
responsibilities with respect to detecting fraud and abuse during a financial statement audit. SAS No.
83 provides guidance to auditors about establishing an understanding with a client regarding the
services to be performed for each engagement.
• SAS No. 54 prescribes the nature and extent of the consideration that auditors should give to the possibility
of illegal acts by a client in an audit of financial statements conducted in accordance with GAAS. SAS No.
54 also provides guidance on the auditor's responsibilities when a possible illegal act is detected.
• FASB Statement No. 5, Accounting for Contingencies, addresses the accounting and reporting for loss
contingencies, including those arising from litigation, claims, and assessments. The auditor
considers management's application of FASB Statement No. 5 in evaluating the adequacy of
accrual for or disclosure of the potential effects of illegal acts (that is, fines and penalties) in the
financial statements of health care organizations.

•

Implementing New Prospective Payment Systems
What are some of the issues that auditors should consider when auditing
health care organizations affected by the new Medicare prospective payment
system regulations for outpatient services and home health agencies?

. 91 Payments to health care organizations from Medicare for outpatient services and home health
agencies will be affected by new PPS regulations that went into effect in 2000. Inpatient rehabilitation services
are scheduled for implementation under a PPS in 2001, and the PPS for skilled-nursing facilities is being
phased in over a three-year period that began in 1998.

. 92 The new PPS rules may have a significant impact on affected health care organizations. Health care
organizations may need to implement new computer systems or make significant modifications to existing
systems. These changes to computer systems may be taking place at the same time that the organization is
addressing other new regulatory requirements, such as HIPAA Administrative Simplification rules. Person
nel will require training in the coding of billing records.

. 93 Auditors of health care organizations that will be affected by new PPS rules for outpatient services and
home health agencies may want to consider whether these changes in payment regulations create any incentive
for clients to look for inappropriate methods of maximizing income, creating opportunities for greater incidences
of errors in the financial statements. Some health care organizations may choose to eliminate such programs and
services in anticipation of possible adverse financial effects of the new PPS rules.
. 94 Auditors may need to consider the impact of these new PPS rules when selecting and performing
substantive audit procedures to achieve the audit objectives that the auditor has developed, along with
the guidance in SAS No. 31. SAS No. 31 states that in obtaining evidential matter in support of financial
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Copyright © 2000, American Institute of Certified Public Accountants, Inc.

47

8120-9

Health Care Industry Developments—2000/01

12-00

statement assertions, auditors develop specific audit objectives in the light of those assertions. In developing the
audit objectives of a particular engagement, auditors should consider the specific circumstances of the entity,
including the nature of its economic activity and the accounting practices unique to its industry. In selecting the
particular substantive tests to achieve the audit objectives that the auditor has developed, auditors should
consider, among other things, the risk of material misstatement of the financial statements, including the assessed
levels of control risk, and the expected effectiveness and efficiency of particular substantive tests.

.95 Auditors of health care organizations that will be affected by new PPS rules for outpatient services
and home health agencies may also need to consider the impact of these new rules on the comparability of
financial information when performing analytical procedures on the financial statements of health care
organizations. Analytical procedures are used to assist auditors in planning the nature, timing, and extent
of other auditing procedures; as a substantive test to obtain evidential matter about particular assertions
related to account balances or classes of transactions; and as an overall review of the financial information
in the final review stage of the audit. Analytical procedures are an important part of the audit process and
consist of evaluations of financial information made by a study of plausible relationships among both
financial and nonfinancial data. Analytical procedures involve comparisons of recorded amounts, or ratios
developed from recorded amounts, to expectations developed by the auditor. The auditor develops such
expectations by identifying and using plausible relationships that are reasonably expected to exist based on
the auditor's understanding of the client and of the industry in which the client operates. As an example,
auditors of health care organizations affected by new PPS rules may consider comparing recorded net
revenue for a home health agency to the number of episodes of care times the average payment rate.

.96 SAS No. 56, Analytical Procedures (AICPA, Professional Standards, vol. 1, AU sec. 329), provides
guidance on the use of analytical procedures in the planning and overall review stages of an audit. A basic
premise underlying the application of analytical procedures is that plausible relationships among data may
reasonably be expected to exist and continue in the absence of known conditions to the contrary. Particular
conditions that can cause variations in these relationships include, for example, specific unusual transactions
or events, accounting changes, business changes, random fluctuations, or misstatements.
Help Desk—The AICPA has developed an Auditing Practice Release (APR), Analytical
Procedures (Product No. 021069kk), to provide guidance on the effective use of analytical
procedures. The APR includes a series of questions and answers, plus an illustrative case
study. See the "Resource Central" section of this Audit Risk Alert for order information.

.97 See the related discussion "Prospective Payment Systems for Outpatient Services and Home Health
Care Agencies" in the "Regulatory Issues and Developments" section of this Audit Risk Alert.

Revision of SOP 98-3

.98 The illustrative auditor's reports on the financial statements included in SOP 98-3, Audits of States,
Local Governments, and Not-for-Profit Organizations Receiving Federal Awards, have been revised for changes
required by Government Auditing Standards: Amendment No. 2, Auditor Communication. Specifically, in the
paragraph that refers to the Government Auditing Standards report on the consideration of internal control
over financial reporting and tests of compliance with the provisions of laws, regulations, contracts and grants,
the following sentence was added:
That report is an integral part of an audit performed in accordance with Government
Auditing Standards and should be read in conjunction with this report in considering the
results of our audit.

Help Desk—The updated illustrative auditor's reports on the financial statements are
posted on the AICPA Web site at www.aicpa.org/belt/a133main.htm. The AICPA Audit Risk
Alert State and Local Governmental Developments—2000 [AAM section 8070], provides an
overview of regulatory developments that may affect audits of state and local governments,
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including a discussion of the two 1999 General Accounting Office (GAO) amendments to
government auditing standards and a Single Audit Guidance update. Auditors should be alert
for updates related to the regulatory issues discussed in the Audit Risk Alert State and Local
Governmental Developments—2000 [AAM section 8070], and for other recent regulatory develop
ments that may affect the audits of governmental entities.

2000 AICPA Health Care Organizations Audit and Accounting Guide
What are some of the conforming changes made to the May 2000 edition of the
AICPA Audit and Accounting Guide Health Care Organizations?
.99 The 2000 edition of the AICPA Audit and Accounting Guide Health Care Organizations (Guide), with
conforming changes as of May 1,2000, has been updated to reflect the issuance of recent authoritative pronounce
ments. Among other matters, the 2000 edition of the Guide includes discussions alerting readers to the issuance of
FASB Statement Nos. 136, Transfers of Assets to a Not-for-Profit Organization or Charitable Trust That Raises or Holds
Contributions for Others, and 137, Accounting for Derivative Instruments and Hedging Activities—Deferral of the Effective
Date ofFASB Statement No. 133; Governmental Accounting Standards Board (GASB) Statement No. 34, Basic Financial
Statements—and Management's Discussion and Analysis—for State and Local Governments; and SAS Nos. 89 and 90. Also,
a brief summary discussion about GASB Statement No. 34 has been added in paragraphs 1.09 through 1.11 that,
among other matters, notes that the governmental health care organizations included within the scope of the AICPA
Audit and Accounting Guide Health Care Organizations are considered special purpose governments engaged in
business-type activities for purposes of applying GASB Statement No. 34. The Guide will be modified to conform
to the requirements of these authoritative pronouncements in a future edition of the Guide. The Guide has been
updated to reflect the guidance in recent authoritative pronouncements, including SAS No. 88; FASB Statement No.
135, Rescission of FASB Statement No. 75 and Technical Corrections; GASB Technical Bulletin 2000-1, Disclosures about
Year 2000 Issues—a rescission of Technical Bulletins 98-1 and 99-1; and SOP 00-1. Paragraph 10.18 in the Guide has been
revised to add a footnote noting that not-for-profit health care organizations that have early-adopted FASB Statement
No. 133, Accounting for Derivative Instruments and Hedging Activities, should also report unrealized gains and losses
on derivatives that do not qualify as a fair value hedge under FASB Statement No. 133, except for the effect of changes
in interest accruals, separate from the performance indicator. SOP 99-1, SOP 00-1, and a summary discussion of FASB
No. 136 have been added as new appendices to the Guide. Also, chapter 2 of the Guide has an updated discussion
of the NAIC risk-based capital requirements for managed care organizations and the NAIC codification project of
statutory accounting principles for managed care organizations.

Help Desk—Copies of the Guide may be obtained by calling the AICPA Order Department
(Member Satisfaction) at (888) 777-7077 or faxing a request to (800) 362-5066.

Impact of New Accounting Pronouncements
.100 Some health care organizations will be implementing new financial accounting standards that can
have a significant impact on their accounting procedures and financial statements, such as FASB Statement
No. 133, Accounting for Derivative Instruments and Hedging Activities, and 136, Transfers of Assets to a Not-forProfit Organization or Charitable Trust That Raises or Holds Contributions for Others. See the related discussions
in the "Accounting Issues and Developments" section of this Audit Risk Alert. SAS No. 55, Consideration of
Internal Control in a Financial Statement Audit, as amended, provides guidance on the independent auditor's
consideration of internal control in planning the audit of financial statements in accordance with GAAS,
including a discussion of the entity's risk assessment for financial reporting purposes. Risks relevant to
financial reporting include external and internal events and circumstances that may occur and adversely
affect an entity's ability to record, process, summarize, and report financial data consistent with the assertions
of management in the financial statements. Risks can arise or change due to circumstances such as, among
other circumstances, the adoption of new accounting pronouncements or changing accounting principles.
Auditors should obtain a sufficient knowledge of the client's risk assessment process to understand how
management considers risks relevant to financial reporting objectives and decides how to address those risks,
and be alert to the implications on the internal control of the client.
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.101 Auditors should also give consideration to the effect of standards that have been issued but are not
yet effective, such as GASB Statement No. 33, Accounting and Financial Reporting for Nonexchange Transactions,
and GASB Statement No. 34. AICPA Auditing Interpretation No. 3, "The Impact on an Auditor's Report of
a FASB Statement Prior to the Statement's Effective Date", of AU sec. 410 (AICPA, Professional Standards, vol.
1, AU sec. 9410.13-.18), discusses the effect on the financial statements and the auditor's report if the future
application of an issued standard will require the future restatement of the financial statements because of
the retroactive application of the new standard by prior period adjustment. Although the Interpretation is
written in terms of FASB standards, it is equally applicable to GASB standards.
.102 The Interpretation states that an auditor should not qualify his or her opinion if an entity does not
adopt a FASB standard early. However, for financial statements that are prepared in conformity with GAAP
that are acceptable at the financial statement date but that will not be acceptable in the future, auditors should
consider whether disclosure of the impending change in principle and the resulting restatement are data that
are essential for a fair presentation in conformity with GAAP. If the auditor decides that the matter should
be disclosed and it is not, the auditor should express a qualified or adverse opinion on conformity with
GAAP, as required by SAS No. 58, Reports on Audited Financial Statements.
.103 The Interpretation gives guidance to evaluate whether prospective changes in GAAP, such as those
associated with GASB Statement Nos. 33 and 34, are adequately disclosed. The Interpretation says that even
if the auditor decides that the disclosure of the forthcoming change and its effects are adequate and,
consequently, decides not to qualify the opinion, he or she nevertheless may decide to include an explanatory
paragraph in the report if the effects of the change are expected to be unusually material.

PITF Practice Alerts
.104 The Professional Issues Task Force (PITF), established by the SEC Practice Section (SECPS) Executive
Committee, formulates guidance based on issues arising in peer reviews, firm inspections, and litigation to
facilitate the resolution of emerging audit practice issues. This guidance takes the form of Practice Alerts. These
Practice Alerts—which are based on existing audit literature, the professional experience of the members of the
PITF, and information provided by SECPS member firms—provide auditors with information that may help
them improve the efficiency and effectiveness of their audits. The information contained the Practice Alerts is
nonauthoritative. It represents the views of the members of the PITF and does not represent official positions of
the AICPA. As of the writing of this Audit Risk Alert, four new Practice Alerts were issued in 2000:

1. Practice Alert No. 00-4, Quarterly Review Procedures for Public Companies

2. Practice Alert No. 00-3, Auditing Construction Contracts7
3. Practice Alert No. 00-2, Quality of Accounting Principles—Guidance for Discussion with Audit Committees

4. Practice Alert No. 00-1, Accounting for Certain Equity Transactions
Help Desk—Copies of these Practice Alerts and a listing of recently and previously issued
Practice Alerts are available on the AICPA Web site at www.aicpa.org/members/div/
secps/lit/practice.htm.

Official Statements Offering Securities for Sale and Municipal Securities Disclosures
.105 Auditors of health care organizations with tax-exempt debt offerings may wish to consider the
information in chapter 19, "Association With Financial Statements Included in Official Statements," of the
AICPA Audit and Accounting Guide Audits of State and Local Governmental Units, which includes guidance
on the auditor's responsibilities with respect to an official statement offering securities for sale. Paragraph
19.05 states that an auditor is not required to participate in, or undertake, any procedures with respect to an
7 PITF 00-3, for example, is intended to serve as a reminder of the important concepts, and provide some best practices, for auditing
entities using the percentage of completion method of accounting for long-term contracts.
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official statement. In the following situations, however, the auditor should refer to SAS No. 8, Other
Information in Documents Containing Audited Financial Statements (AICPA, Professional Standards, vol. 1, AU
sec. 550), for guidance on responsibilities concerning information in the official statement other than the
financial statements covered by his or her opinion:
•

Manually signing the independent auditor's report included in the offering document.

•

Providing written consent to the use of the independent auditor's report in the official statement.

•

Reviewing a draft of the official statement at the client's request.

•

Assisting in the preparation of the financial information included in an official statement.

•

Issuing an agreed-upon procedures or comfort letter on information included in an official statement.

.106 Auditors may also wish to consider the guidance in Audit Interpretation No. 2, "Consenting to be
Named as an Expert in an Offering Document in Connection With Securities Offerings Other Than Those
Registered Under the Securities Act of 1933," of SAS No. 37, Filings Under Federal Securities Statutes (AICPA,
Professional Standards, vol. 1, AU sec. 9711.12-15), and Audit Interpretation No. 3, "Consenting to the Use of
an Audit Report in an Offering Document in Securities Offerings Other Than One Registered Under the
Securities Act of 1933," of SAS No. 37 (AICPA, Professional Standards, vol. 1, AU sec. 9711.16-17), which
address consenting to be named as an expert in an offering document in connection with securities offerings
other than those registered under the Securities Act of 1933 and consenting to the use of an audit report in
an offering document in securities offerings other than one registered under the Securities Act of 1933.

.107 The discussion "Municipal Securities Disclosure" in the "Accounting Issues and Developments" section
of this Audit Risk Alert includes recent SEC developments in the municipal securities sector, including secondary
market disclosure. Currently, there is no specific guidance available in the AICPA professional literature
regarding the auditor's responsibility with respect to secondary market disclosure filings.
Executive Summary—Audit Issues and Developments

•

Payments to health care organizations from Medicare for outpatient services and home health
agencies will be affected by new PPS regulations that went into effect in 2000. The new PPS rules
may have a significant impact on affected health care organizations. Auditors may need to
consider the impact of these new PPS rules when selecting and performing substantive audit
procedures to achieve the audit objectives that the auditor has developed, and when performing
analytical procedures on the financial statements of health care organizations.

•

The illustrative auditor's reports on the financial statements included in SOP 98-3, Audits of States,
Local Governments, and Not-for-Profit Organizations Receiving Federal Awards, have been revised for
changes required by Government Auditing Standards: Amendment No. 2, Auditor Communication.

•

The 2000 edition of the AICPA Audit and Accounting Guide Health Care Organizations, with
conforming changes as of May 1, 2000, has been updated to reflect the issuance of recent
authoritative pronouncements.

•

Some health care organizations will be implementing new financial accounting standards that can
have a significant impact on their accounting procedures and financial statements.

•

Auditors should give consideration to the effect of standards that have been issued but are not yet
effective. AICPA Audit Interpretation No. 3 discusses the effect on the financial statements and
the auditor's report if the future application of an issued standard will require the future
restatement of the financial statements because of the retroactive application of the new standard
by prior period adjustment.

•

Four PITF Practice Alerts were issued in 2000.

•

Chapter 19, "Association With Financial Statements Included in Official Statements," of the
AICPA Audit and Accounting Guide Audits of State and Local Governmental Units includes guidance
on the auditor's responsibilities with respect to an official statement offering securities for sale.
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Accounting Issues and Developments8
Transfers of Assets
What are the requirements of FASB Statement No. 136,
Transfers of Assets to a Not-for-Profit Organization or
Charitable Trust That Raises or Holds Contributions for Others?

.108 FASB Statement No. 136, Transfers of Assets to a Not-for-Profit Organization or Charitable Trust That
Raises or Holds Contributions for Others, establishes standards for transactions in which an entity—the
donor—makes a contribution by transferring assets to a not-for-profit organization or charitable trust—the
recipient organization—that accepts the assets from the donor and agrees to use those assets on behalf of or
transfer those assets, the return on investment of those assets, or both to another entity—the beneficiary—that
is specified by the donor. It also establishes standards for transactions that take place in a similar manner but
are not contributions because the transfers are revocable, repayable, or reciprocal.
.109 FASB Statement No. 136 requires a recipient organization that accepts cash or other financial assets
from a donor and agrees to use those assets on behalf of or transfer those assets, the return on investment of
those assets, or both to a specified unaffiliated beneficiary to recognize the fair value of those assets as a
liability to the specified beneficiary concurrent with recognition of the assets received from the donor.
However, if the donor explicitly grants the recipient organization variance power or if the recipient
organization and the specified beneficiary are financially interrelated organizations, the recipient organiza
tion is required to recognize the fair value of any assets it receives as a contribution received. Not-for-profit
organizations are financially interrelated if (a) one organization has the ability to influence the operating and
financial decisions of the other and (b) one organization has an ongoing economic interest in the net assets
of the other.
.110 FASB Statement No. 136 does not establish standards for a trustee's reporting of assets held on behalf
of specified beneficiaries, but it does establish standards for a beneficiary's reporting of its rights to assets
held in a charitable trust.

.111 FASB Statement No. 136 requires that a specified beneficiary recognize its rights to the assets held
by a recipient organization as an asset unless the donor has explicitly granted the recipient organization
variance power. Those rights are either an interest in the net assets of the recipient organization, a beneficial
interest, or a receivable. If the beneficiary and the recipient organization are financially interrelated organi
zations, the beneficiary is required to recognize its interest in the net assets of the recipient organization and
adjust that interest for its share of the change in net assets of the recipient organization. If the beneficiary has
an unconditional right to receive all or a portion of the specified cash flows from a charitable trust or other
identifiable pool of assets, the beneficiary is required to recognize that beneficial interest, measuring and
subsequently remeasuring it at fair value, using a valuation technique such as the present value of the
estimated expected future cash flows. If the recipient organization is explicitly granted Variance power, the
specified beneficiary does not recognize its potential for future distributions from the assets held by the
recipient organization. In all other cases, a beneficiary recognizes its rights as a receivable.
.112 FASB Statement No. 136 describes four circumstances in which a transfer of assets to a recipient
organization is accounted for as a liability by the recipient organization and as an asset by the resource
provider because the transfer is revocable or reciprocal. Those four circumstances are if (a) the transfer is
subject to the resource provider's unilateral right to redirect the use of the assets to another beneficiary, (b)
the transfer is accompanied by the resource provider's conditional promise to give or is otherwise revocable
8 The summaries provided in this section of the Audit Risk Alert are for informational purposes only. Readers should refer to the full
text of the accounting pronouncements and SEC releases that are discussed in this section of the Audit Risk Alert. Auditors should be
alert for any additional recent developments related to the activities of the standard-setting bodies.
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or repayable, (c) the resource provider controls the recipient organization and specifies an unaffiliated
beneficiary, or (d) the resource provider specifies itself or its affiliate as the beneficiary and the transfer is not
an equity transaction. If the transfer is an equity transaction and the resource provider specifies itself as
beneficiary, it records an interest in the net assets of the recipient organization (or an increase in a previously
recognized interest). If the resource provider specifies an affiliate as beneficiary, the resource provider records
an equity transaction as a separate line item in its statement of activities, and the affiliate named as beneficiary
records an interest in the net assets of the recipient organization. The recipient organization records an equity
transaction as a separate line item in its statement of activities.
.113 FASB Statement No. 136 requires certain disclosures if a not-for-profit organization transfers assets
to a recipient organization and specifies itself or its affiliate as the beneficiary or if it includes in its financial
statements a ratio of fundraising expenses to amounts raised.

.114 FASB Statement No. 136 incorporates without reconsideration the guidance in FASB Interpretation
No. 42, Accounting for Transfers of Assets in Which a Not-for-Profit Organization Is Granted Variance Power, and
supersedes that Interpretation.
.115 FASB Statement No. 136 is effective for financial statements issued for fiscal periods beginning after
December 15,1999, except for the provisions incorporated from Interpretation No. 42, which continue to be
effective for fiscal years ending after September 15,1996. Earlier application is encouraged. FASB Statement
No. 136 may be applied either by restating the financial statements of all years presented or by recognizing
the cumulative effect of the change in accounting principle in the year of the change.
.116 Additionally, the discussion of financially interrelated organizations in paragraph 14 of FASB
Statement No. 136 states that if a recipient organization and a specified beneficiary are financially interrelated
organizations and the recipient organization is not a trustee, the recipient organization shall recognize a
contribution received when it receives assets (financial or nonfinancial) from the donor that are specified for
the beneficiary. For example, a foundation that exists to raise, hold, and invest assets for the specified
beneficiary or for a group of affiliates of which the specified beneficiary is a member generally is financially
interrelated with the organization or organizations it supports and recognizes contribution revenue when it
receives assets from the donor.

.117 Appendix A to FASB Statement No. 136 provides a diagram to assist entities in the application of
FASB Statement No. 136, depicting the process for determining the appropriate accounting. The diagram is
a visual supplement to the written standards section of FASB Statement No. 136 and should not be interpreted
to alter any requirements of this Statement, nor be considered a substitute for any of those requirements. The
relevant paragraphs of the standards section of this Statement and FASB Statement No. 116, Accounting for
Contributions Received and Contributions Made, are identified in parenthetical notes in the diagram.
.118 Appendix A also includes ten examples that illustrate the application of this standard in specific
situations. (The examples do not address all possible situations.) In "Example 6—Cash Gift to a
Healthcare Foundation That Supports Three Affiliated Organizations" (paragraphs 41 through 45 of
FASB Statement No. 136), a corporation transfers cash to Healthcare Foundation and requests that
Healthcare Foundation use the gift to provide health care benefits to the community. Healthcare
Foundation's bylaws state that it is organized for the purpose of stimulating voluntary financial support
from donors for the benefit of Hospital, Nursing Home, and Walk-in Clinic, all of which are located in
the community. Hospital, Nursing Home, Walk-in Clinic, and Healthcare Foundation are affiliates that
are controlled by Healthcare System.

.119 Paragraph 42 in Example 6 states that Healthcare Foundation would recognize cash and contribu
tion revenue that increases unrestricted net assets because Corporation did not specify a beneficiary for its
gift. Healthcare Foundation can choose how to distribute the gift among the three affiliates.
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.120 Paragraph 43 in Example 6 states that periodically, in conjunction with preparing their financial
statements, Hospital, Nursing Home, and Walk-in Clinic recognize the changes in their interests in the net
assets of Healthcare Foundation. When measuring its interest in Healthcare Foundation, each affiliate would
include only the net assets of Healthcare Foundation that are restricted to that affiliate's use. None of them
would include in their individual interest the net assets resulting from the gift received from Corporation
because Healthcare Foundation can choose how to distribute the gift among the three affiliates. Healthcare
System would include the net assets resulting from the gift received from Corporation, as well as other
changes in the net assets of Healthcare Foundation, in its interest in the net assets of the foundation.9
.121 Paragraph 44 in Example 6 states that if Healthcare Foundation, Hospital, Nursing Home, and
Walk-in Clinic entered into an agreement that specified how unrestricted gifts to Healthcare Foundation
should be divided, each affiliate would also include its share of Healthcare Foundation's unrestricted net
assets, computed in accordance with that agreement, when it measured its interest in Healthcare Foundation.
Similarly, if Healthcare System directed that unrestricted gifts to Healthcare Foundation be distributed to
the three affiliates in accordance with a specified formula, each affiliate would include its share of unrestricted
net assets computed in accordance with that formula, when it measured its interest in Healthcare Foundation.
.122 Paragraph 45 in Example 6 states that if Corporation had specified that its gift be used for the benefit
of Walk-in Clinic rather than giving without restriction, Healthcare Foundation would recognize contribu
tion revenue that increases temporarily restricted net assets because Hospital, Nursing Home, Walk-in Clinic,
and Healthcare Foundation are financially interrelated organizations. Their relationship meets both require
ments of paragraph 13 of FASB Statement No. 136. Hospital, Nursing Home, and Walk-in Clinic can influence
the financial and operating decisions of Healthcare Foundation because all four organizations are under
common control and the bylaws of Healthcare Foundation limit its activities to support of its three affiliates.
Hospital, Nursing Home, and Walk-in Clinic each have an ongoing economic interest in the net assets of
Healthcare Foundation because their rights to the assets held by Healthcare Foundation are residual rights
in an ongoing relationship. Walk-in Clinic would include the net assets resulting from the gift received from
Corporation in its interest in the net assets of Healthcare Foundation.
Executive Summary—Transfers of Assets
•

FASB Statement No. 136, Transfers of Assets to a Not-for-Profit Organization or Charitable Trust That
Raises or Holds Contributions for Others, became effective for financial statements issued for fiscal
periods beginning after December 15,1999. The provisions incorporated from Interpretation No.
42 continue to be effective for fiscal years ending after September 15,1996.

• FASB Statement No. 136 requires a recipient organization that accepts cash or other financial assets from
a donor and agrees to use those assets on behalf of or transfer those assets, the return on investment of
those assets, or both to a specified unaffiliated beneficiary to recognize the fair value of those assets as a
liability to the specified beneficiary concurrent with recognition of the assets received from the donor.
FASB Statement No. 136 provides additional guidance for financially interrelated organizations.
•

FASB Statement No. 136 requires that a specified beneficiary recognize its rights to the assets held by a
recipient organization as an asset unless the donor has explicitly granted the recipient organization
variance power.

•

FASB Statement No. 136 describes four circumstances in which a transfer of assets to a recipient
organization is accounted for as a liability by the recipient organization and as an asset by the resource
provider because the transfer is revocable or reciprocal.

•

Appendix A to FASB Statement No. 136 provides a diagram to assist entities in the application of
this Statement. Appendix A also includes ten examples that illustrate the application of this
standard in specific situations.

9 An interest in the net assets of an affiliate would be eliminated if that affiliate were included in the consolidated financial statements
of the interest holder.

AICPA Audit and Accounting Manual

AAM §8030.122

8120-16

Audit Risk Alerts

47

12-00

Derivatives and Hedging Activities
What are some of the recent developments affecting the
accounting for derivatives and hedging activities?
.123 FASB Statement No. 133 establishes accounting and reporting standards for derivative instruments,
including certain derivative instruments embedded in other contracts (collectively referred to as derivatives),
and for hedging activities. It requires that an entity recognize all derivatives as either assets or liabilities in
the statement of financial position and measure those instruments at fair value. If certain conditions are met,
a derivative may be specifically designated as—

a. A hedge of the exposure to changes in the fair value of a recognized asset or liability or an
unrecognized firm commitment.
b. A hedge of the exposure to variable cash flows of a forecasted transaction.

c.

A hedge of the foreign currency exposure of a net investment in a foreign operation, an unrecognized firm
commitment, an available-for-sale security, or a foreign-currency-denominated forecasted transaction.

.124 The accounting for changes in the fair value of a derivative (that is, gains and losses) depends on
the intended use of the derivative and the resulting designation. FASB Statement No. 133 also contains
extensive disclosure requirements.
.125 FASB Statement No. 133 was amended as a result of the issuance of FASB Statement Nos. 137,
Accounting for Derivative Instruments and Hedging Activities—Deferral of the Effective Date of FASB Statement No.
133; and 138, Accounting for Certain Derivative Instruments and Certain Hedging Activities. Among other matters,
FASB Statement No. 137, which became effective upon issuance in June 1999, defers the effective date of
FASB Statement No. 133 to all fiscal quarters of fiscal years beginning after June 15, 2000. Among other
matters, FASB Statement No. 138 amends the accounting and reporting standards of FASB Statement No.
133 as follows:

a. The normal purchases and normal sales exception is expanded.
b. The specific risks that can be identified as the hedged risk are redefined so that in a hedge of interest
rate risk, the risk of changes in the benchmark interest rate would be the hedged risk.

c.

Recognized foreign-currency-denominated assets and liabilities for which a foreign currency trans
action gain or loss is recognized in earnings under the provisions of paragraph 15 of FASB Statement
No. 52, Foreign Currency Translation, may be the hedged item in fair value hedges or cash flow hedges.

d. Certain intercompany derivatives may be designated as the hedging instruments in cash flow hedges
of foreign currency risk in the consolidated financial statements if those intercompany derivatives
are offset by unrelated third-party contracts on a net basis.
.126 FASB Statement No. 138 also amends FASB Statement No. 133 for decisions made by the FASB relating
to the Derivatives Implementation Group (DIG) process. Certain decisions arising from the DIG process that
required specific amendments to FASB Statement No. 133 are incorporated in FASB Statement No. 138.

Transfers and Servicing of Financial Assets and Extinguishments of Liabilities
What are the requirements of the new FASB Statement No. 140, Accounting for Transfers
and Servicing of Financial Assets and Extinguishments of Liabilities?
.127 In September 2000, the FASB issued Statement No. 140, Accounting for Transfers and Servicing of
Financial Assets and Extinguishments of Liabilities. FASB Statement No. 140 replaces FASB Statement No. 125,
Accounting for Transfers and Servicing of Financial Assets and Extinguishments of Liabilities. It revises the
standards for accounting for securitizations and other transfers of financial assets and collateral and requires
certain disclosures, but it carries over most of FASB Statement No. 125's provisions without consideration.
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.128 Among other matters, FASB Statement No. 140 provides accounting and reporting standards for
transfers and servicing of financial assets and extinguishments of liabilities. Those standards are based on
consistent application of a financial-components approach that focuses on control. Under that approach, after
a transfer of financial assets, an entity recognizes the financial and servicing assets it controls and the liabilities
it has incurred, derecognizes financial assets when control has been surrendered, and derecognizes liabilities
when extinguished. FASB Statement No. 140 provides consistent standards for distinguishing transfers of
financial assets that are sales from transfers that are secured borrowings. FASB Statement No. 140 also
requires that a liability be derecognized if and only if either (a) the debtor pays the creditor and is relieved
of its obligation for the liability or (b) the debtor is legally released from being the primary obligor under the
liability either judicially or by the creditor. Therefore, a liability is not considered extinguished by an
in-substance defeasance.
.129 In addition to replacing FASB Statement No. 125, FASB Statement No. 140 rescinds FASB Statement
No. 127, Deferral of the Effective Date of Certain Provisions of FASB Statement No. 125, and carries forward the
actions taken by FASB Statement No. 125.
.130 FASB Statement No. 140 is effective for transfers and servicing of financial assets and extinguish
ments of liabilities occurring after March 31, 2001. FASB Statement No. 140 is effective for recognition and
reclassification of collateral and for disclosures relating to securitization transactions and collateral for fiscal
years ending after December 15, 2000. Disclosures about securitization and collateral accepted need not be
reported for periods ending on or before December 15, 2000, for which financial statements are presented
for comparative purposes. FASB Statement No. 140 is to be applied prospectively with certain exceptions.
Other than those exceptions, earlier or retroactive application of its accounting provisions is not permitted.

EITF Topic D-89, Accounting for Costs of Future Medicare Compliance Audits
.131 A number of health care providers have entered into settlement agreements with the U.S. govern
ment regarding allegations of Medicare fraud. In addition to the promise to pay specified penalties to the
U.S. government, the settlement agreements impose an obligation on the health care provider to engage an
independent review organization to test and report on compliance with Medicare requirements each year
for the following five years. The FASB staff has been asked whether the commitment to incur the costs of
future Medicare compliance audits may be accrued as a liability (equal to the present value of the estimated
costs of the audits) when the settlement is agreed to.
.132 Emerging Issues Task Force (EITF) Topic D-89, Accounting for Costs of Future Medicare Compliance
Audits, states that the FASB staff believes that the settlement agreement represents a promise by a health care
provider to perform future compliance audits and a duty or responsibility on which others are justified in
relying is created by that promise. However, that promise creates a present duty or responsibility only if an
obligating event has already occurred that leaves the health care provider with little or no discretion to avoid
the future transfer or use of assets. The obligating event for the costs of the future compliance audits is not
entering into the agreement. Therefore, the provider should not recognize a liability for the future Medicare
compliance audits on the date the settlement is agreed to.

Other New FASB Pronouncements
.133
•

FASB Statement No. 139, Rescission of FASB Statement No. 53 and Amendments to FASB Statements No. 63,
89, and 121. A summary is included in the AICPA general Audit Risk Alert—2000/01 [AAM section 8010].

•

FASB Interpretation No. 44, Accounting for Certain Transactions involving Stock Compensation, an
interpretation of APB Opinion No. 25. A summary is included in the AICPA general Audit Risk
Alert—2000/01 [AAM section 8010].
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The status of issues considered recently by the EITF of the FASB, which can be found in the AICPA
general Audit Risk Alert—2000/01 [AAM section 8010] (EITF issues discussed through the September
2000 meeting).1011
See the discussion titled "EITF Topic D-89, Accounting for Costs of Future Medicare
Compliance Audits," in this section in this Audit Risk Alert.

.134 Also, in February 2000, the FASB issued FASB Concepts Statement No. 7, Using Cash Flow Information
and Present Value in Accounting Measurements. Unlike a Statement of Financial Accounting Standards, FASB
Concepts Statements do not establish GAAP. The purpose of the series of FASB Concepts Statements is to
set forth fundamentals on which financial accounting and reporting standards will be based, and more
specifically, to establish the objectives and concepts that the FASB will use in developing standards of
financial accounting and reporting.

SEC Issues and Developments11
What are some of the recent SEC developments that may affect
health care organizations subject to SEC regulations?
Credibility of Financial Reporting

.135 In September 1998, SEC Chairman Arthur Levitt made a speech outlining serious concerns about
the credibility of corporate financial reporting. In his speech, SEC Chairman Levitt expressed concern that a
climate has been fostered in which "earnings management," where the results of operations reflect the desires
of management rather than the underlying financial performance of the company, is on the rise.
.136 As a result of these concerns, SEC Chairman Levitt announced an "action plan" for restoring the
creditability and transparency of financial statements. This action plan, which is discussed in additional detail
in the AICPA Audit Risk Alert Health Care Industry Developments—1999/2000, includes a request to the
AICPA, FASB, SEC, and other accounting and auditing standard-setters to issue additional guidance in such
areas as revenue recognition, purchased research and development, restructurings, acquisition write-offs,
definition of a liability, and materiality assessment.
.137 Among the SEC developments that have taken place during the past year to address this request
were the release of two SABs12 addressing revenue recognition, restructuring, and asset impairment.
.138 In November 1999, the SEC staff released SAB No. 100, Restructuring and Impairment Charges, which
provides guidance on the accounting for and disclosure of certain expenses and liabilities commonly reported
in connection with restructuring activities and business combinations, and the recognition and disclosure of
asset impairment charges. Many health care organizations are dealing with restructuring and impairment
charges due to changes brought about by the implementation of the BBA and other regulatory developments.

.139 Among other matters, SAB No. 100 reiterates existing criteria in EITF Issue No. 94-3, Liability
Recognition for Certain Employee Termination Benefits and Other Costs to Exit an Activity (Including Certain Costs
Incurred in a Restructuring); EITF Issue No. 95-3, Recognition of Liabilities in Connection with a Purchase Business
Combination; and FASB Statement No. 121, Account ing for the Impairment of Long-Lived Assets and for Long-Lived
10 Among the EITF consensuses reached through the September 2000 meeting that may have relevance for certain health care
organizations includes EITF Issue 99-19, Reporting Revenue Gross as a Principal versus Net as an Agent.

11 Auditors should be alert for updates to the topics discussed in this section of the Audit Risk Alert and other recent SEC
developments. Appendix A to this Audit Risk Alert provides a list of Internet resources, including the SEC Web site that can provide
information on issues that may affect health care organizations. Also, see the newly introduced AICPA Audit Risk Alert—SEC Alert. The
SEC Alert provides valuable insights into SEC staff perspectives on important accounting and auditing matters, along with updates on
recent SEC activities.
12 SABs are not rules or interpretations of the SEC. SABs represent interpretations and practices followed by staff of the Office of the
Chief Accountant and the Division of Corporation Finance in administering the disclosure requirements of the federal securities laws.
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Assets to Be Disposed Of, and provides guidance on how the SEC staff interprets and applies the criteria in
EITF Issue Nos. 94-3 and 95-3 and FASB Statement No. 121. Costs or charges falling within the scope of EITF
Issue Nos. 94-3 and 95-3 or FASB Statement No. 121 should be accounted for in accordance with the
appropriate standard. EITF Issue Nos. 94-3 and 95-3 and FASB Statement No. 121 should not be applied to
events or circumstances falling outside of their respective scopes. SAB No. 100 states that depreciable lives,
amortization periods, and salvage values of long-lived assets need to be reviewed and where appropriate,
changed on a timely basis.

.140 SAB No. 100 also provides the SEC staff's views regarding:
•

Assessing and measuring enterprise level goodwill for impairment in accordance with APB Opinion
No. 17, Intangible Assets.

•

The measurement of liabilities and other loss accruals assumed in a purchase combination.

.141 In December 1999, the SEC staff released SAB No. 101, Revenue Recognition in Financial Statements,
which provides guidance on the recognition, presentation, and disclosure of revenue in financial statements
filed with the SEC. SAB No. 101 does not change existing accounting guidance on revenue recognition.
Rather, SAB No. 101 draws upon the existing rules and explains how the SEC staff applies those rules, by
analogy, to other transactions that the existing rules do not specifically address and spells out the basic criteria
that must be met before registrants can record revenue. The implementation date of SAB No. 101 was delayed
by SAB 101A, Amendment: Revenue Recognition in Financial Statements, and again by SAB No. 101B, Second
Amendment: Revenue Recognition in Financial Statements. SAB 101B delays the implementation date of SAB 101
until no later than the fourth fiscal quarter of fiscal years beginning after December 15,1999.

Help Desk—The full text of SAB No. 100 is available at the SEC Web site at www.sec.gov/
rules/acctreps/sablOO.htm. The full text of SAB No. 101 is available at the SEC Web site at
www.sec.gov/rules/acctreps/sabl01.htm.
.142 Since the issuance of SAB No. 101, the SEC staff has received inquiries from auditors, preparers, and
analysts about how the guidance in accounting standards and SAB No. 101 would apply to particular
transactions, and in response to those inquiries, has prepared Staff Accounting Bulletin No. 101: Revenue
Recognition in Financial Statements—Frequently Asked Questions and Answers.

Help Desk—Staff Accounting Bulletin No. 101: Revenue Recognition in Financial Statements—
Frequently Asked Questions and Answers is available at the SEC Web site at www.sec.gov.
.143 Additionally, the action plan called for a strengthening of the audit committee's role of "watchdog" over
corporate financial reporting. In response to this recommendation, in December 1999, the SEC adopted new rules
and amendments to existing rules to improve the disclosure related to the functioning of corporate audit
committees and to enhance the reliability and credibility of public company financial statements. The new rules
and amendments are largely based on recommendations made by the Blue Ribbon Committee on Improving the
Effectiveness of Corporate Audit Committees. See the related discussion "SAS No. 90, Audit Committee Commu
nications," in the "New Auditing and Attestation Pronouncements" section of this Audit Risk Alert.
Municipal Securities Disclosure

.144 Issuers of municipal bonds, including not-for-profit health care organizations that are conduit issuers
of municipal bonds, are exempt from the registration and reporting requirements of the federal securities laws.
However, they are not exempt from the antifraud provisions of the federal securities laws, which forbid making
misleading statements in or omitting material facts from disclosures made in official statements and annual
financial filings and other statements speaking to the market. The antifraud provisions of the federal securities
laws state in essence that no entity can make any untrue statement of a material fact or omit to state a material
fact necessary to make something said not misleading, in connection with the initial offering or subsequent trading
of a security. The focus of the law is on the information given to investors to make an investment decision.
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.145 The antifraud provisions apply to a municipal issuer whenever it releases information to the public
that is reasonably expected to reach investors and the trading markets. If a statement is made reaching
markets or investors, the antifraud provisions apply regardless of whether the statement is on paper or
delivered electronically. The SEC Interpretive Release Use of Electronic Media provides interpretive guidance
to corporate and municipal issuers on how securities fraud laws apply to such matters as the electronic
delivery of documents and electronic disclosures.

.146 The principal sources of SEC guidance on the operation of the municipal disclosure framework and
application of the antifraud provisions are:

1. SEC releases. In March 1994, the SEC issued the Interpretive Release Statement of the Commission
Regarding Disclosure Obligations of Municipal Securities Issuers and Others, which reviews numerous
municipal disclosure practices needing improvement in light of the antifraud provisions. In Novem
ber 1994, the SEC issued Secondary Market Disclosure, an amendment to Rule 15c2-12. This Release
requires that in addition to requiring municipal securities dealers to obtain a contractual commitment
from issuers to receive and distribute an official statement when bonds are initially issued, municipal
securities dealers must also contract with issuers for them to continue to provide continuing
disclosures at certain times thereafter for the life of the bond issue. Continuing disclosure, or
secondary market disclosure requirements, are made by issuers providing to nationally recognized
municipal securities information repositories (NRMSIRs) and state information depositories (SIDs)
(a) annual continuing disclosure documents and (b) material events notices. Annual continuing
disclosure documents are financial information, including audited financial statements that are
provided annually. Material events notices are required for eleven specific events with respect to
municipal securities, such as principal and interest payment delinquencies and nonpayment-related
defaults. Material event notices are provided through a press release or other written notification on
an "as-needed" basis and do not involve financial statements.

2. SEC enforcement actions in the municipal sector involving the antifraud provisions. The SEC has prepared
Municipal Securities Cases and Materials, a compilation of the over 140 enforcement proceedings that
the SEC has brought over the last thirty years, including actions against issuers, issuer officials,
accountants, underwriters, financial advisers, consultants, and bond counsels involved in municipal
securities proceedings. Several proceedings involve health care organizations. The compilation is
available on the SEC Web site at www.sec.gov/offices/munisec/mbonds/omstoc.htm.
.147 In May 2000, the SEC brought an enforcement action against a not-for-profit health care system, the
first municipal fraud case based solely on secondary market disclosures. This enforcement action also
represented the first time the SEC enforced Rule 102(e), which allows it to bar accountants from practicing
before the SEC in the municipal market. SEC representatives have described this enforcement action as "a
heads-up to the nonprofit health care sector" and a "wake up call to conduit health care borrowers and their
officers regarding their disclosure responsibilities under federal securities laws in both primary and secon
dary markets." The SEC has taken other enforcement actions in recent years for failure to disclose deterio
rating financial conditions in bond disclosures. Additional information on SEC enforcement actions is
available on the SEC Web site at www.sec.gov.

Formal Documentation Requirements of FASB Statement No. 133
.148 The SEC staff has observed compliance issues with the formal documentation requirements of FASB
Statement No. 133 among early adopters of this Statement.
.149 Contemporaneous formal documentation. The SEC staff noted that one of the fundamental require
ments of FASB Statement No. 133 is that formal documentation be prepared contemporaneously with designation
of a hedging relationship. In addition, on initial adoption, all hedging relationships must be redesignated anew
and documented pursuant to the Statement's requirements. The SEC staff has challenged the appropriateness of
hedge accounting in instances where contemporaneous documentation was not prepared.
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.150 Specific designation of the hedged forecasted transaction in cash flow hedges. The SEC staff noted
that FASB Statement No. 133 stresses that formal documentation must identify the hedged forecasted
transaction with sufficient specificity so that when a transaction occurs, it is clear whether that particular
transaction is the hedged transaction. Documentation should include reference to timing, nature, and amount
of the forecasted transaction. The SEC staff has found instances where this documentation was insufficient.

.151 Documenting how hedge effectiveness will be assessed. The SEC staff noted that while FASB
Statement No. 133 provides flexibility in determining how to assess hedge effectiveness, the methodology
used must be reasonable and be documented at the inception of the hedging relationship. The SEC staff has
noted instances where documentation was insufficient.

Executive Summary—SEC Issues and Developments
•

SEC SAB No. 100, Restructuring and Impairment Charges, provides guidance on the accounting for and
disclosure of certain expenses and liabilities commonly reported in connection with restructuring
activities and business combinations and the recognition and disclosure of asset impairment charges.

•

SAB No. 101, Revenue Recognition and Financial Statements, provides guidance on the recognition,
presentation, and disclosure of revenue in financial statements filed with the SEC.

• The principal sources of SEC guidance on the operation of the municipal disclosure framework and of
the antifraud provisions are SEC releases and SEC enforcement actions in the municipal sector involving
the antifraud provisions.
•

In May 2000, the SEC brought an enforcement action against a not-for-profit health care system, the
first municipal fraud case based solely on secondary market disclosures. This enforcement action also
represented the first time the SEC enforced Rule 102(e) in the municipal market.

•

The SEC staff has observed compliance issues with the formal documentation requirements of
FASB Statement No. 133 among early adopters of this Statement.

National Federation of Municipal Analysts Recommended Best Practices
.152 In August 2000 the National Federation of Municipal Analysts (NFMA) released "Recommended
Best Practices in Disclosure for Hospital Debt Transactions." This voluntary disclosure project was under
taken in response to complaints from investors and other parties about the quality and timing of hospital
bond secondary market disclosures. A separate voluntary disclosure project is under way to address
non-hospital-related health care organization financings, including nursing homes, assisted-living facilities,
and continuing-care facilities.
.153 Among other matters, the recommended best practices include guidelines that call for hospitals to
disclose on a quarterly basis unaudited financial statements that contain an income statement, cash flow
statement, and balance sheet. The recommendations would apply differently to stand alone hospitals,
individual hospitals and multi-hospital systems. The recommended best practices are posted on the NFMA
Web site at www.nfma.org.

New GASB Standards
.154 The Audit Risk Alert State and Local Governmental Developments—2000 [AAM section 8070] includes a
discussion of recently released GASB accounting pronouncements, including GASB Statement Nos. 33 and 34; GASB
Statement No. 35, Basic Financial Statements—and Management's Discussion and Analysis—for Public Colleges and
Universities—an amendment of GASB Statement No. 34; and GASB Statement No. 36, Recipient Reporting for Certain
Shared Nonexchange Revenues, as well as valuable information on current issues and audit risks facing governmental
organizations. Information on recently issued GASB Standards is available on the GASB Web site at www.gasb.org.

.155 As a reminder, GASB Statement No. 20, Accounting and Financial Reporting by Proprietary Funds and
Other Governmental Entities That Use Proprietary Fund Accounting, clarifies how FASB Statements affect
governmental entities with business-type accounting and financial reporting. In all cases, governmental
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health care organizations are required to follow GASB pronouncements unless excluded from the scope of
a particular pronouncement. GASB Statement No. 20 provides two alternatives for FASB pronouncements.
Under the first, governmental health care organizations should apply FASB pronouncements and those of
its predecessors, such as the APB, issued through November 30,1989, unless those pronouncements conflict
with or contradict GASB pronouncements. Under the second alternative, organizations may also elect to
apply FASB pronouncements issued after that date, again, provided that they do not conflict with or
contradict GASB pronouncements. Either alternative must be used consistently and disclosed in the sum
mary of significant accounting policies note to the financial statements.

On the Horizon13
FASB Exposure Drafts

What are some of the exposure drafts that have been issued by the FASB for comment?
Proposed Statement of Financial Accounting Standards on Consolidated Financial Statements
.156 In February 1999, the FASB issued an exposure draft of a proposed FASB Statement, Consolidated
Financial Statements: Purpose and Policy, a revision to an exposure draft issued in October 1995. This proposed
Statement would establish standards that specify when entities should be included in consolidated financial
statements. It would apply to business enterprises and not-for-profit organizations that control other entities
regardless of the legal form of the controlling and controlled entities. The proposed statement would—

1. Define control as the ability of an entity to direct the policies and management that guide the ongoing
activities of another entity so as to increase its benefits and limit its losses from that other entity's
activities. For purposes of consolidated financial statements, control involves decision-making ability
that is not shared with others.

2. Require that a controlling entity (parent) consolidate all entities that it controls (subsidiaries) unless
control is temporary at the time the entity becomes a subsidiary.
3. Preclude consolidation of a new subsidiary if a parent's control is temporary at the date that control
is obtained.
.157 The proposed Statement would supersede the provisions of paragraphs 1 through 3 and 5 of
Accounting Research Bulletin (ARB) No. 51, Consolidated Financial Statements, as amended, and would amend
ARB No. 51 to extend its provisions to not-for-profit organizations. The proposed Statement would also
supersede or amend other accounting pronouncements.

Proposed Statement of Financial Accounting Standards on Business Combinations and
Intangible Assets

.158 In September 1999, the FASB issued an exposure draft of a proposed FASB Statement, Business
Combinations and Intangible Assets. This proposed Statement is divided into two parts. Part I addresses the
method of accounting for business combinations. The FASB clarified the scope of Part I of the proposed
Statement so that all organizations that fall outside the definition of "not-for-profit organization" in FASB
Statement No. 116 are within the scope of this exposure draft, as is the acquisition of a not-for-profit
organization by a business enterprise. Part II would establish new accounting standards for both identifiable
13 This section briefly summarizes some of the exposure drafts that have been released by the FASB and the ASB for comment and
which were outstanding at the time of the writing of this Audit Risk Alert. They are nonauthoritative and cannot be used as a basis for
changing GAAS or GAAP. Auditors should be alert for the issuance of final standards or other developments related to FASB and ASB
projects. Further information related to the FASB projects can be obtained from the FASB Web site at www.fasb.org. Further information
related to the ASB projects can be obtained from the AICPA Web site at www.aicpa.org.

AAM §8030.156

Copyright © 2000, American Institute of Certified Public Accountants, Inc.

47

Health Care Industry Developments—2000/01

12-00

8120-23

and unidentifiable intangible assets acquired (including goodwill) whether acquired singularly, in a group,
or as part of a business combination. Part II would apply to both not-for-profit and for-profit organizations.

.159 The proposed Statement would amend APB Opinion No. 16, Business Combinations; supersede APB
Opinion No. 17, Intangible Assets; and would also amend or supersede other accounting pronouncements.

.160 The FASB has decided to address issues specific to combinations of not-for-profit organizations as
a separate project and has begun its deliberations on this project. As of the writing of this Audit Risk Alert,
the FASB has not issued any exposure drafts related to this project. A project summary, including the project
description and background, summary of tentative conclusions, and immediate plans is available on the
FASB Web site at www.fasb.org.
Proposed Statement of Financial Accounting Standards on Accounting for Obligations
Associated with the Retirement of Long-Lived Assets

.161 In February 2000, the FASB issued an exposure draft of a proposed FASB Statement, Accounting for
Obligations Associated with the Retirement of Long-Lived Assets, a revision to an exposure draft issued in 1996.
This proposed Statement would apply to all entities that incur obligations associated with the retirement of
tangible long-lived assets. The proposed statement would require—
1. An asset retirement obligation be recognized as a liability, initially measured at fair value, when incurred.

2. An offsetting amount, referred to as an asset retirement cost, be recognized as an increase in the
carrying amount of the associated long-lived asset.
3. Recognition of interest expense on the liability and depreciation expense on the capitalized asset
retirement cost after initial recognition and measurement.

Proposed Statement of Financial Accounting Standards on Asset Impairment and Disposals

.162 In July 2000, the FASB issued an exposure draft of a proposed FASB Statement, Accounting for the
Impairment or Disposal of Long-Lived Assets and for Obligations Associated with Disposal Activities, which would
supersede FASB Statement No. 121, Accounting for the Impairment of Long-Lived Assets and for Long-Lived Assets
to Be Disposed Of. The proposed Statement would establish a single accounting model for long-lived assets
to be disposed of. This accounting model would also apply to certain obligations associated with a disposal
activity, including the restructuring of an existing activity, whether or not it involves the disposal of
long-lived assets. The proposed Statement would retain the recognition and measurement provisions of
FASB Statement No. 121 for long-lived assets to be held and used and would provide additional guidance
for implementing those provisions. In addition, the proposed Statement would supersede the accounting
and reporting provisions of APB Opinion No. 30, Reporting the Results of Operations—Reporting the Effects of
Disposal of a Segment of a Business, and Extraordinary, Unusual and Infrequently Occurring Events and Transactions,
that address the disposal of a segment of a business and nullify most of the guidance provided by EITF Issue
No. 94-3, Liability Recognition for Certain Employee Termination Benefits and Other Costs to Exit an Activity
(Including Certain Costs Incurred in a Restructuring).

ASB Exposure Drafts
What exposure draft has been issued by the ASB for comment?
Proposed Statement on Auditing Standards—Amendment to Statement on Auditing
Standards No. 55, Consideration of Internal Control in a Financial Statement Audit, as
Amended by SAS No. 78, Consideration of Internal Control in an Financial Statement
Audit: An Amendment to Statement on Auditing Standards No. 55

.163 Issued in October 2000, this proposed statement on auditing standards amends SAS No. 55, to
provide guidance to auditors about the effect of information technology (IT) on internal control, and on the
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auditor's understanding of internal control and assessment of control risk. The ASB believes the guidance is
needed because entities of all sizes increasingly are using IT in ways that affect their internal control and the
auditor's consideration of internal control in a financial statement audit. Consequently, in some circum
stances, auditors may need to perform tests of controls to perform effective audits.

Resource Central
What other AICPA publications, services, and products can
be of value to auditors of health care organizations?

Order Department (Member Satisfaction)
.164 To order AICPA products, including AICPA products discussed in this Audit Risk Alert, call (888)
777-7077; write AICPA Order Department, CLA10, P.O. Box 2209, Jersey City, NJ 07303-2209; fax (800)
362-5066. For best results, call Monday through Friday between 8:30 A.M. and 7:30 P.M. EST. Obtaining
product information and placing online orders can be done at the AICPA's Web site, www.aicpa.org.

Health Care Organizations Checklists
.165 The AICPA Accounting and Auditing Publications Team has published a revised edition of
Checklists and Illustrative Financial Statements for Health Care Organizations, a nonauthoritative Practice Aid for
preparers or reviewers of financial statements of health care organizations.

National Health Care Industry Conference
.166 The AICPA National Health Care Industry Conference, developed in cooperation with the HFMA, is
designed to update auditors and health care financial executives on significant accounting, legal, financial, and
tax developments affecting the health care industry. Information on the conference may be obtained by calling
the AICPA CPE Conference Hotline at (888) 777-7077 or visiting the AICPA Web site at www.aicpa.org.

Continuing Professional Education Courses
.167 The AICPA offers continuing professional education (CPE) courses related to health care organiza
tions. Among the available titles are the following:
Group Study Courses

.168
•

Health Care Consulting: New Practice Opportunities

•

Health Care Industry and Medical Practice Valuation

•

Managed Care Issues—What the CPA Needs to Know

Self-Study Courses

.169
•

Health Care Consulting: New Practice Opportunities (Product No. 731740kk)

•

Fraud in the Health Care Industry (Product No. 735207kk)
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•

Corporate Compliance Plans for Health Care Providers: Minimizing the Risk of Fraud (Product No.
735111kk)

•

Managed Care Issues—What the CPA Needs to Know (Product No. 730081kk) [Text] or (Product No.
738140kk) [CD]

. 170 The AICPA has launched a new online learning tool, AICPA InfoBytes. An annual fee ($95 for
members and $295 for nonmembers) will offer unlimited access to over 1,000 hours of online CPE in oneand two-hour segments.
Help Desk—For more information about AICPA CPE courses, call the AICPA (Member
Satisfaction) at (888) 777-7077 or visit the AICPA Web site at www.aicpa.org. You can
register for AICPA InfoBytes at infobytes.aicpaservices.org.

Assurance Services Alerts
. 171 The Assurance Services Alert series, CPA ElderCare Services, WebTrustSM, and CPA SysTrustSM,
provides practitioners with information about those emerging practice areas. These Assurance Services
Alerts provide both an introduction to those who are unfamiliar with assurance services and an update of
important new developments for those who have expanded their practice to include these assurance services.
The 2000 Assurance Services Alerts are available from the AICPA for the following services:

•

WebTrustSM—2000 (Product No. 022249kk)

•

CPA ElderCare Services—2000 (Product No. 022248kk)

•

CPA SysTrustSM—2000 (Product No. 022253kk)

Accounting and Auditing Technical Hotline
.172 The AICPA Technical Hotline answers members' inquiries about accounting, auditing, attestation,
compilation, and review services. Call (888) 777-7077.

Ethics Hotline
.173 The AICPA Professional Ethics Team answers inquiries concerning independence and other behav
ioral issues related to the application of the AICPA Code of Professional Conduct. Call (888) 777-7077.

Technical Practice Aids
.174 AICPA Technical Practice Aids includes questions received by the AICPA Technical Hotline on
various subjects and the responses to those questions. Section 6400 of Technical Practice Aids includes
questions and answers specifically pertaining to health care organizations. Technical Practice Aids is available
both as a subscription service (Product No. G01013kk) and in paperback form (Product No. 005059kk).

References for Additional Guidance
.175 Auditors should also be aware of the economic, regulatory, and professional developments that may
affect the audits they perform, as described in the AICPA general Audit Risk Alert—2000/01 [AAM section 8010],
and AICPA Compilation and Review Alert—2000/01 [AAM section 8015]. The new AICPA Audit Risk Alert—SEC
Alert, (Product No. 022272kk), provides valuable insights into SEC staff perspectives on important accounting
and auditing matters, along with updates on recent SEC activities. The new AICPA Audit Risk Alert The ABC's
of Independence (Product No. 022271kk) is a must-read basic primer on the fundamentals of independence. The
AICPA Audit Risk Alert Insurance Industry Developments 2000/01 [AAM section 8040] provides information on
current issues and audit risks facing organizations with insurance-type operations.
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.176 The AICPA Audit Risk Alert State and Local Governmental Developments—2000 [AAM section 8070]
includes a discussion of recently released GASB accounting pronouncements and projects, as well as
information on current issues and audit risks facing governmental organizations. Also, the AICPA Audit
Risk Alert Not-for-Profit Organizations Industry Developments—2000 [AAM section 8120] provides information
on current issues and audit risks facing not-for-profit organizations. The 2001 editions of the Audit Risk Alert
State and Local Governmental Developments and Audit Risk Alert Not-for-Profit Organizations Industry Develop
ments will be available in the second quarter of 2001.
.177 These Alerts may be obtained by calling the AICPA Order Department (Member Satisfaction) at
(888) 777-7077 or faxing a request to (800) 362-5066. Obtaining product information and placing online orders
can be done at the AICPA's Web site, www.aicpa.org.

.178 Copies of FASB or GASB publications may be obtained directly from the FASB or GASB by calling
the Order Department at (800) 748-0659, or writing the FASB or GASB Order Department, 401 Merritt 7, P.O.
Box 5116, Norwalk, CT 06856-5116.
.179 This Audit Risk Alert replaces Health Care Industry Developments—1999/2000. The Health Care
Industry Developments Audit Risk Alert is published annually. As you encounter audit or industry issues that
you believe warrant discussion in next year's Alert, please feel free to share them with us. Any other
comments that you have about the Alert would be appreciated. You may e-mail these comments to
mkasica@aicpa.org or write to:
Maryann Kasica, CPA
AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
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Appendix A
The Internet—An Auditor's Research Tool
Some Web sites that may provide information to auditors are listed in the following table:

Name of Site

Content

Internet Address

American Institute of CPAs
(AICPA)

Information for CPAs on accounting, au www.aicpa.org
diting, industry activities, the activities of the
AICPA, and other matters

Financial Accounting
Standards Board (FASB)

Information on the activities of this standard www.fasb.org
setting body

General Accounting Office
(GAO)

Policy and guidance materials, reports on www.gao.gov
federal agency major rules

Governmental Accounting
Standards Board (GASB)

Information on the activities of this standard www.gasb.org
setting body

Healthcare Financial
Management Association
(HFMA)

HFMA information

www.hfma.org

Health Care Finance
Administration

Administration information and literature

www.hcfa.gov

Independence Standards
Board (ISB)

Information on the activities of the ISB

www.cpaindependence.org

IRS Information for
Tax-Exempt Organizations

Information and answers to frequently asked www.irs.ustreas.gov/ prod/
questions regarding tax-exempt organizations bus_mfo/eo

National Association of
Insurance Commissioners
(NAIC)

NAIC information and publications

www.naic.org

National Federation of
Municipal Analysts (NFMA)

NFMA information

www.nfma.org

U.S. Department of Health
and Human Services (HHS)

HHS information and literature

www.hhs.gov
www.dhhs.gov

U.S. Tax Code Online

A complete text of the U.S. Tax Code

www.fourmilab.ch/ustax/
ustax.html

U.S. Office of Management
and Budget (OMB)

OMB information and literature

www.whitehouse.gov/OMB/

U.S. Securities and Exchange
Commission (SEC)

SEC information and literature and EDGAR www.sec.gov
database
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Appendix B
Compliance Guidelines
Compliance Policies and Procedures

Compliance plans should require development and distribution of written compliance policies, standards,
and practices that identify specific areas of risk and vulnerability for the organization covered under the
plan, potentially including those listed in the applicable Office of the Inspector General (OIG) compliance
guidance. These policies, standards, and practices should be given to all individuals whom they might affect,
including employees, independent contractors, and any other agents. The organization should develop and
distribute to all affected employees written standards of conduct (updated regularly) that include a clear
commitment to compliance by senior management. These standards should emphasize the prevention of
fraud and abuse. Employees should be required to certify that they read and understood the standards of
conduct when they are first hired and whenever a new standard is issued. In addition to these general
standards, a comprehensive set of policies and procedures reflecting applicable legal requirements should
be established. The policies should be coordinated with appropriate training and educational programs and
emphasize issues of special concern to the OIG. These issues will differ depending upon the type of health
care services being offered and the nature of the organization providing them. A risk analysis identifying
and ranking compliance and business risks should serve as the basis for the organization's written policies.
OIG compliance program guidance may include specific suggested provisions.
Compliance Officer and Compliance Committee
The organization should designate an individual of high integrity to serve as its compliance officer. He or
she may have other responsibilities, and need not be a company employee, that is, the compliance function
can be outsourced. However, the individual should be at a high level with access to the organization's
governing body, senior management, and legal counsel. The compliance officer should, among other things,
oversee and monitor implementation of the compliance program. The OIG also generally recommends
establishment of a compliance committee—consisting of individuals with a variety of skills—to advise the
compliance officer and assist in the implementation of the compliance program.

Training and Education
On an annual basis, each employee should be required to attend a general session on compliance, addressing
federal and state legal authorities, policies of private payers, corporate ethics, and the organization's
standards of conduct. Physicians, independent contractors, and other agents of the organization should also
attend. Participants should then be required to certify their knowledge and commitment to the organization's
standards of conduct; this written certification should be retained by the organization for its employees and
made part of its contract with consultants. In addition to specifically identified risk areas, the educational
programs should address, where appropriate—
•

Government and private payer reimbursement principles.

•

General prohibitions on paying or receiving remuneration for referrals.

•

Proper confirmation of diagnoses.

•

Claims for physician services rendered by nonphysicians (that is, the "incident to" rule and the
physician physical-presence requirement).

• Prohibitions against signing a form for a physician without the physician's authorization, altering
medical records, or prescribing medications and procedures without proper authorization.
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Proper documentation of services rendered.

•

Duty to report misconduct.

8120-29

Employees should be required to have a minimum number of hours of education each year. Periodic
programs addressing compliance issues should be made available to employees, as necessary.
Lines of Communication

Health care organizations should maintain an open line of communication between their employees and the
compliance officer. This should permit employees to seek clarification regarding a company policy, practice,
or procedure and to report fraud, waste, or abuse, including through use of hotlines, e-mail, written
memoranda, and newsletters. Employees should be permitted to report matters anonymously. Written
confidentiality and nonretaliation policies should be developed and distributed to encourage reporting.
Reports that suggest substantial violations of compliance policies, legal authorities, or private payer require
ments should be documented and investigated promptly. The compliance officer should maintain a log of
calls, the nature of the investigation, and its results. Information relating to reported incidents should be
reported to the organization's governing body, chief executive officer, and compliance committee. Based on
the need to examine complex issues on a case-by-case basis, the compliance officer should work closely with
legal counsel.

Enforcement Standards
An effective compliance program should include guidelines addressing disciplinary action for corporate
officers, managers, employees, physicians, and other health care professionals who fail to comply with the
organization's standards of conduct, policies and procedures, federal and state laws, or requirements of
private payers, or who have engaged in wrongdoing that could impair the organization's status as an honest
provider of health care services. Intentional or reckless noncompliance could result in significant sanctions.
Disciplinary actions also may result, based on a reasonable employee's failure to detect a violation resulting
from his or her negligence or recklessness. Disciplinary guidelines should be consistently applied to
employees on all levels; officers, managers, supervisors, and health care professionals should be held
accountable for the foreseeable failure of subordinates to comply with relevant rules and procedures.
Health care organizations should conduct a reasonable background investigation of new employees who
will have discretionary authority regarding legal compliance or compliance oversight, including a reference
check. Applicants should be required to disclose any prior criminal conviction or exclusion action. Employ
ment of individuals recently convicted of a criminal offense related to health care or listed as debarred,
excluded, or otherwise ineligible for participation in a federal health program should be prohibited.
Employees should not have direct responsibility for or involvement in federal health care programs while
charges are pending against them.

Auditing and Monitoring
A successful compliance program should include an ongoing evaluation process that monitors the plan's
implementation and reports to senior management on a regular basis. Many monitoring techniques are
available, but regular, periodic compliance audits by internal or external auditors with expertise in federal
and state regulatory requirements are an effective way to promote and ensure compliance. These audits
should address compliance with applicable legal requirements, particularly those that have been the focus
of government attention and areas of specific concern to the particular health care organization. Monitoring
techniques may include sampling protocols that permit review of variations from established baselines
followed by prompt, corrective action as appropriate, such as refund of overpayments.

A health care organization should evaluate periodically whether elements of its compliance program have
been satisfied through on-site visits, personnel interviews and questionnaires, review of records supporting
claims for payments, trend analyses to discover deviations, testing billing staff, or other evaluation tech
niques. Compliance reports should address the need for specific corrective actions and the implementation
AICPA Audit and Accounting Manual
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of corrective actions previously identified as necessary. The health care organization should document efforts
to comply with various regulatory requirements, including requests for advice from a government agency
and its reasonable reliance on any such advice received.
Responding to Reported Offenses and Developing Corrective Action Initiatives

The OIG emphasizes that "[d]etected but uncorrected misconduct can seriously endanger the mission,
reputation, and legal status" of the health care organization. Consequently, upon receipt of any report or
reasonable indication of suspected noncompliance, the organization should determine whether a material
violation of a law, regulation, or the compliance program has occurred, and if so, correct the problem,
including, as appropriate, an immediate referral to law enforcement authorities, a corrective action plan, a
report to the government, and return of any overpayments. If there is credible evidence of misconduct which
may be unlawful, the health care organization should report the misconduct to the appropriate government
authority within sixty days to "demonstrate [its] good faith and willingness to work with governmental
authorities to correct and remedy the problem."
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Appendix C
AICPA Industry Expert Panel
The AICPA will be developing an expert panel that focuses on identifying business reporting issues, with
an emphasis on audit and accounting matters, in the health care industry. The Health Care Expert Panel is
one of a number of industry-specific panels that have been created as part of the AICPA's effort to revamp
the Institute's volunteer structure.
The Expert Panel will identify and discuss industry-specific emerging issues and their effect on CPAs,
identify additional guidance, if any (both traditional and nontraditional), that members need to be effective
and to protect the public, and develop plans for providing input on initiatives that should be brought to the
attention of standard-setters or the AICPA prioritization mechanism, and other matters.
Joining the Expert Panel

Expert Panel members should be forward thinking, vision-aligned, cross-functional individuals. In addition,
Panel members may be non-CPA business professionals. Cross-functional is intended to include members
with expertise in the traditional areas of accounting and auditing, as well as awareness and, perhaps,
expertise beyond the traditional areas. For example, depending on the needs of the area covered by the Expert
Panel, the members might have expertise in assurance services, operational and management issues,
technology, corporate governance, legislation, and other areas, in addition to expertise in the traditional areas
of accounting and auditing.
Rewards of Joining the Panel

Serving on the Panel is a rewarding and enriching experience. Panel members interact with other top
professionals in their industry, and address and resolve key forces, issues, and trends shaping the health care
industry. Moreover, Expert Panel members take the knowledge and experience they gain on the Panel with
them, enriching themselves, their work, and their firms.
Panel members will serve one-year terms, generally for three consecutive years.
Apply now. For more information on the Expert Panels or to apply, visit AICPA Volunteer Central at
www.skillscape.com/aicpaonline.

[The next page is 8121.]
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AAM Section 8040
Insurance Industry
Developments—2000/01
In This Year's Alert . . .
•

What are the current and emerging economic and industry forces and trends?

•

The latest news on hot audit and accounting topics.

•

An extensive discussion about electronic commerce.

•

What important regulatory guidance has been issued recently?

•

What new auditing pronouncements and other matters do you need to be aware of?

•

What new accounting pronouncements and other matters do you need to be aware of?

•

Training courses, Web sites, publications, and other resources available to CPAs.
*

*

*

*

How This Alert Helps You
.01 This Alert helps you expand your knowledge and understanding of the business environment
your clients operate in. This Alert also helps you provide top-quality audit services and relevant
information to your clients in the insurance industry, thus adding value to the business decision-making
process. The information presented here bolsters your audit planning efforts in considering industry
matters. Moreover, this Alert helps you analyze and interpret relevant information and converging
information.
.02 If you understand what is happening in the insurance industry and can interpret and add value to
that information, you are able to offer valuable service and advice to your clients. This Alert assists you in
making solid and rapid strides in gaining that industry information and understanding it.
.03 It is best to read this Alert in conjunction with the AICPA general Audit Risk Alert—2000/01 [AAM
section 8010]. To order, call the AICPA Order Department at (888) 777-7077.

Industry and Economic Developments
What are the current and emerging economic and industry forces and trends?
The U.S. Economy

.04 The impressive performance of the U.S. economy persists, with economic activity expanding at a
rapid pace. Inflation and unemployment remain low, while productivity and personal income have surged.
Businesses continue to invest heavily in equipment and technology, and consumer spending remains high.
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All major macroeconomic indicators are strong. Indeed, this great period of economic expansion has been
marked by a transformation to an economy that is more productive as competitive forces become increasingly
intense and new technologies raise the efficiency of businesses.

.05 Signs of moderation exist, however; consumers have slowed their spending pace and inflation is
slightly higher than the previous year. Also, debt levels in the nation have risen to record levels and the U.S.
trade deficit has widened enormously.

What Lies Behind the Economic Expansion?
.06 The groundwork for this historic period of economic growth was laid in the 1980s through cuts in
tax rates, a strengthening of the dollar, trade globalization, the deregulation of key industries, the rebuilding
of the military, and the peace dividend that resulted from the Cold War victory. These factors generated
powerful entrepreneurial and technological forces that transformed the economy and unleashed a wave of
prosperity.

Hidden Risks
.07 The vast amounts of consumer and business debt piling up in the country are worrisome. Rising
interest rates or a mild economic downturn can lead to a surge in defaults and a liquidity crunch. Moreover,
the huge trade deficit is a major problem that, when combined with a falling stock market or a falling dollar,
could cause an economic crisis.

Executive Summary—The U.S. Economy

• The impressive performance of the U.S. economy persists and all major macroeconomic indicators
are strong.
• Signs of moderation exist however, as consumers have slowed their spending pace and inflation
is slightly higher than the previous year.
• Voluminous consumer and business debt, rising interest rates, and a huge trade deficit present
risks to the health of the economy.

Overview of Foreign Economies
Western Europe
.08 Economies in Western Europe generally are growing and show strong signs of expansion. Unem
ployment is at its lowest level since the early 1990s and inflation is very low, despite the huge increase in oil
prices. Domestic consumption and investment are high; in fact, domestic consumption is beginning to
outpace exports as the main driver of economic expansion. Western European governments have been
reducing taxes and running budget surpluses. Moreover, deregulation efforts have helped foster competition
and keep inflation in check.
.09 The euro. The euro has been falling substantially. Since its inception at the beginning of 1999, its
value is down 23 percent. This euro slide has many people worried. If the euro continues to fall, inflation
may shoot up and confidence in the currency and in Europe's economies will falter. A plunging euro is
hurting the earnings of U.S. companies that do business in the eleven-nation euro zone. More importantly,
the steady downward plight of the euro threatens global economic stability. Pressure has been mounting on
the European Central Bank to raise interest rates to support the Euro; but interest rate increases could ruin
the current economic growth in many European countries. Group of Seven (G-7) finance ministers are
addressing the risky euro situation.
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.10 Many factors lie behind the decline of the euro. Primary among them are the superior growth of the
U.S. economy, higher U.S. interest rates that make it worthwhile to hold dollar-denominated securities, and
a massive capital flow into the United States and away from Europe.

Asia
.11 Economic activity in many Asian countries, such as the Philippines, Indonesia, and Singapore,
continues to firm, but at varying rates. Some Asian currencies, like the Indonesian rupiah and the Thai baht,
have been undergoing significant devaluations lately. The main reason for these currency problems seems
to be specific political and economic difficulties in each nation suffering from the devaluations. Little evidence
exists, however, that the problems will spread to other Asian nations or become a serious global crisis like
the currency crisis of 1997-98.

.12 South Korea. South Korea's economy has been experiencing extremely fast growth and its currency
has appreciated because of the excellent economic picture. Economists predict that the current growth will
decrease in the future to more normal growth rates.
.13 Japan. The Japanese economy is showing signs of stronger performance, with particular strength
in private consumption and investment. Industrial production is expanding at a healthy pace and business
confidence has picked up. Unemployment is high, however, and outstanding public debt remains large and
growing. Deflation also remains a concern.
The Americas

.14 A general economic recovery in Latin America continues. Heightened political uncertainty in
Venezuela, Peru, Colombia, and Ecuador have sparked financial market pressures. In Argentina, the pace
of recovery appears to have slackened as the government's fiscal position and, in particular, its ability to
meet the targets of its International Monetary Fund program remain a focus of market concern.

.15 Mexico. In Mexico, economic activity has been strong, boosted by strong exports to the United
States, soaring private investment, and increased consumer spending. Nevertheless, the Mexican economy
is still vulnerable. Eighty-five percent of Mexico's exports go to the United States and oil production is a big
factor influencing the country's economic health. An economic downturn in the United States or a significant
drop in oil prices could quickly and seriously hurt Mexico's economy. The country's banking sector is still
shaky and lending activity is light.
.16 Canada. Economic activity in Canada is quite robust, generating strong gains in employment and
reducing the remaining slack in the economy. The expansion is supported by both domestic demand and
spillovers from the U.S. economy. Inflation remains low and interest rates have risen, matching increases in
U.S. rates.

.17 Brazil. In Brazil, inflation is remarkably well contained and interest rates have been lowered, but
unemployment remains high. An improved financial situation allowed the Brazilian government to repay
most of the funds obtained under its December 1998 international support package. However, Brazilian
financial markets exhibit continued volatility.
Russia

.18 Foreign investment in the Russian economy has all but dried up. Systemic corruption, unstable
economics, and the Russian government's 1998 default have all contributed to driving away foreign
investment. Russian accounting rules, which do not adhere to U.S. or international standards, make judging
the financial health of businesses in the country next to impossible. The Russian economy has been on an
upswing, due primarily to the great increase in oil prices, which is a main Russian export.
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Executive Summary—Overview of Foreign Economies
Western Europe, Canada, Mexico, and South Korea are all experiencing strong economic expansion.
Economic activity in other Asian nations is firm. A currency problem exists in some Asian
countries, but it does not appear to be threatening.
A general economic recovery in Latin America continues.
The euro has been falling substantially and could cause global economic instability.
Foreign investment in the Russian economy has all but dried up.

Insurance Industry Performance
Consolidation
.19 Although the pace of mergers and acquisitions has slowed, the insurance industry continues to
experience strong consolidation, along with other financial service industries. This consolidation trend is
expected to continue as companies strive to strengthen their competitive advantage, enhance effectiveness
through economies of scale, and increase size and access to additional products, markets, and distribution.
As these and future mergers occur, pressure builds on the remaining entities within the industry and on
companies in the rest of the financial services industry to consolidate, converge, or consider strategic alliances
to remain competitive and even viable.

Competition and Technology

Strong competition exists in the industry as well, fueled by technology and the Internet. Enterprises
are reacting to the competition by re-examining their business strategies and creating new alliances and
partnerships. Technology is also helping to improve financial performance: insurance enterprises are
investing in technology to find avenues to expand distribution, increase efficiency, and control costs. One
consequence of the technological advancements being made is the rapid rise of electronic commerce
(e-commerce) as a significant force in the industry.
.20

Volatile Stock Market
.21 The stock market has been volatile recently, affecting insurers in different ways. Many insurance
enterprises have experienced large realized and unrealized capital losses in the volatile stock market. Other
insurers have seen their stock prices perform much better as a result of investors changing the composition
of their stock portfolios in reaction to the recent decline in technology stocks.

.22 The volatile stock market has triggered several class-action lawsuits against corporations. Most of
the lawsuits, which seek class-action status, claim that the corporations being sued issued materially false
and misleading information concerning the company's financial and operating condition and prospects.

Executive Summary—Insurance Industry Performance
• Although the pace of mergers and acquisitions has slowed, the insurance industry continues to
experience strong consolidation, along with other financial service industries.

• Strong competition exists in the industry as well, fueled by technology and the Internet.
Enterprises are reacting to the competition by re-examining their business strategies and creating
new alliances and partnerships.
• The stock market has been volatile recently, affecting insurers in different ways. The volatile stock
market has triggered several class-action lawsuits against corporations.

Financial Modernization Legislation
.23 On November 12, 1999, the Gramm-Leach-Bliley Act (the GLB or the Act) became law, thus
modernizing the U.S. financial framework. Many aspects of the GLB became effective on March 11, 2000.
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.24 The recent passage of the Act is creating opportunities and competition for insurance enterprises.
Financial institutions, such as savings and loan associations and credit unions, are evaluating strategies and
options in the insurance industry. Some insurers are working to develop banks as an effective distribution
channel that could sell variable life products and corporate-owned life insurance policies, two popular
products in the life insurance industry. Still other insurance enterprises are developing products, such as
specialty mortgage insurance products, for distribution through the banking industry.
Summary of the Legislation

.25 The GLB repealed the last vestiges of the Glass Steagall Act of 1933. It modified portions of the 1956
Bank Holding Company Act to allow affiliations between banks and insurance underwriters. Although it
preserves the authority of states to regulate insurance, the Act prohibits state actions that have the effect of
preventing bank-affiliated firms from selling insurance on an equal basis with other insurance agents. The
GLB allows for the creation of a new financial holding company that is authorized to (1) engage in
underwriting and selling insurance and securities, (2) conduct both commercial and merchant banking, (3)
invest in and develop real estate and other "complementary activities." There remain limits on the kinds of
nonfinancial activities these new entities engage in.

.26 The Act restricts the disclosure of nonpublic customer information by entities. All entities must
provide customers the opportunity to "opt out" of the sharing of the customers' nonpublic information with
unaffiliated third parties. The Act imposes criminal penalties on anyone who obtains customer information
from an entity under false pretenses.

Help Desk—For much more detailed information on the GLB, visit the following Web sites:
• U.S. House Committee on Banking, www.house.gov/banking/s9001ang.htm
• Federal Reserve Bank of Philadelphia, www.phil.frb.org/src/glba.html
• U.S. Senate Banking Committee, www.senate.gov/~banking/conf/

.27 The National Association of Insurance Commissioners (NAIC) and state regulators are issuing and
drafting new regulations in connection with the GLB. CPAs should be alert to the issuance of new regulations
and laws that will follow in the wake of the GLB.
Some Issues Raised by Gramm-Leach-Bliley

.28 The NAIC has focused its attention on several issues raised by the GLB. Those issues include
consumer privacy, national charters for insurers, reciprocity or uniformity in agent licensing, and speed to
market products. The NAIC has set up working groups to address these issues. Following are summaries of
the activities of some of those working groups and their activities.

.29 Privacy. The NAIC and state regulators have been developing privacy rules for the insurance
industry that comply with the requirements of the GLB. A resolution that provides uniform compliance on
privacy regulations has been adopted by the fifty states and the District of Columbia. The agreement aligns
state insurance regulatory requirements with federal requirements for the banking and securities industries
with a compliance date of July 1,2001.
.30 Agent's licensing. The NAIC and state regulators have been working on uniform agent
licensing initiatives as part of a broad effort to implement the GLB. The NAIC adopted the Producer
Licensing Model Act for consideration by state legislatures. This Model Act provides specific
multistate reciprocity provisions to comply with the requirements of the GLB. An NAIC working
group on agent's licensing tracks the states' enactment of the Model Act. Twenty-nine states must
adopt reciprocity or uniformity in agents licensing by November 12, 2002. Failure to reach that goal
would trigger the establishment of the National Association of Registered Agents and Brokers,
preempting state licensing laws.
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.31 Speed to market. The NAIC's working group on speed to market is addressing the ability of insurers
to move their products to market quickly. Because of rate and form filing requirements mandated by the
state insurance departments, many insurers believe that they are at a competitive disadvantage compared
with other financial institutions offering similar products. This working group is addressing ways to expedite
the rate and form filing approval process.

Executive Summary—Financial Modernization Legislation

•

On November 12, 1999, the Gramm-Leach-Bliley Act (GLB) became law, thus modernizing the
U.S. financial framework. Many aspects of the GLB became effective on March 11,2000.

•

The NAIC and state regulators are issuing and drafting new regulations in connection with the
GLB. CPAs should be alert to the issuance of new regulations and laws that will follow in the wake
of the GLB.

•

The NAIC has focused its attention on several issues raised by the GLB. Those issues include
consumer privacy, national charters for insurers, reciprocity or uniformity in agent licensing, and
speed to market products. The NAIC has set up working groups to address these issues.

Tight Labor Market Generating Risks
.32 Like many organizations today, insurance enterprises have been affected by the tight labor market
and shortage of qualified applicants to fill needed positions, from clerks to senior management. Positions
have remained vacant for longer periods and entities are often forced to fill positions with individuals who
may not meet prior qualification standards. The unusually high employee turnover and the industry's
inability to fill open positions in a timely manner can have a serious effect on the insurance enterprise's
internal control and financial reporting and accounting systems.

Auditing Considerations
.33 You should be aware of the possible effect that key unfilled positions can have on internal control.
Entities that in prior years had strong financial reporting and accounting controls may see those controls
deteriorate due to a lack of qualified employees. Controls over other areas also could suffer. Moreover, the
tight labor market could pressure entities to compromise their standard hiring practices. This could create
additional exposure to possible internal fraudulent activity. You may want to consider these issues in
planning and performing the audit and in assessing control risk. Remember that gaps in key positions may
cause control weaknesses representing reportable conditions that should be communicated to management
and the audit committee in accordance with Statement on Auditing Standards (SAS) No. 60, Communication
of Internal Control Related Matters Noted in an Audit (AICPA, Professional Standards, vol. 1, AU sec. 325).

Globalization
.34 Globalization continues to affect the size and appearance of the leading insurance groups. Many
insurers are looking beyond traditional U.S. markets for new opportunities. Well-capitalized European
companies are aggressively seeking U.S. insurers, partly because there are fewer regulatory restrictions
overseas. Changes in the tax code put U.S. companies at a notable disadvantage with their foreign counter
parts, and certain differences exist between the U.S. insurance accounting model and other countries'
accounting models.
U.S. Accounting and International Accounting

.35 Difficulties may arise when the U.S. accounting model is applied to non-U.S. insurance products,
such as unit-linked products or non-U.S. participating contracts. To address some of those concerns, the
International Accounting Standards Committee (IASC), an independent private-sector body, is working to
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achieve uniformity in the accounting principles that are used by businesses and other organizations for financial
reporting around the world. A working group of practitioners and industry representatives from various
countries has been established to develop international accounting standards for insurance transactions. The
project addresses accounting for insurance contracts (or groups of contracts), rather than all aspects of
accounting by insurance enterprises. The IASC published an issues paper in December 1999 as a first step in
the project. You can check on the status of that issue paper by visiting the IASC Web site at www.iasc.org.uk.

Executive Summary—Tight Labor Market Generating Risks/Globalization

• Unusually high employee turnover and the industry's inability to fill open positions in a timely
manner can have a serious effect on the insurer's internal control and financial reporting and
accounting systems. You may want to consider these issues in planning and performing the audit
and in assessing internal control.
• Globalization continues to affect the size and appearance of the leading insurance groups.
• The IASC published an issues paper in December 1999 as a first step in creating uniform
accounting for insurance contracts. You can check the status of this project at www.iasc.org.uk.

Life and Health Sector

.36 Generally, earnings throughout the life and health sector are rising, capital is growing, and asset
quality is improving. Mergers, acquisitions, demutualizations, and restructurings continue to reshape the
industry. Companies are expanding distribution capabilities and implementing new technologies.
.37 Consumers' and investors' expectations, which are more sophisticated than in the past, have helped
grow and reshape the traditional life insurance line of business, which has been very modest over the past
few years. Expenses connected to traditional life insurance products remain relatively high compared with
expenses connected to newer products.

.38 Annuity deposits and sales of corporate-owned and bank-owned life insurance products continue to
be the dominant products being sold in the life and health insurance industry. The annuity product line has
benefited the most from the changing retirement savings arena. Variable annuities in particular have
benefited from favorable market conditions.
Annuity Products With Nontraditional Terms

.39 Annuity products with nontraditional terms continue to grow at a rapid pace. These products may
have both fixed and variable features, or other nontraditional features, such as the following:
•

Variable annuity contracts with a guaranteed return of principal, or a guaranteed return of principal
plus minimum stated interest rate

•

Fixed-annuity contracts with a guaranteed minimum interest rate plus a contingent return based on some
internal or external index, most often the Standard & Poor's 500 Stock Index (equity indexed annuities)

•

Contracts that provide for the return of principal and interest if held until maturity, or a specified
"market-adjusted value" if surrendered at an earlier date (market-value-adjusted annuity)

.40 It is now common practice for annuity companies to entice investors looking for higher returns with
sales inducements. For example, in recent years, insurance companies started offering an increased interest
crediting rate, or "teaser interest" rate, in the initial period(s) of an annuity contract, as a way of attracting
new business. At the end of that period, the crediting rate is reset to renewal rates equal to or lower than
renewal rates on nonteaser interest annuities. A common example of a teaser interest-product is a fixed,
single-premium deferred annuity that offers an additional 1 percent crediting rate in the first policy year. A
similar sales inducement would be a back-ended bonus provision earned by the customer after a specified
period of time. Such provisions are also called persistency bonuses.
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.41 The features, including the accounting aspects, of these nontraditional contracts are many and
complex. Accordingly, you should be alert to the existence of these new products and sales inducements.
The AICPA Accounting Standards Executive Committee (AcSEC) is currently studying the accounting and
reporting issues associated with these new products. In addition, the Financial Accounting Standards Board
(FASB) Derivatives Implementation Group (DIG) is addressing the accounting issues related to certain
insurance-related products.

.42 SEC examining variable annuities. The Securities and Exchange Commission (SEC) has been
focusing on these products and has cited a number of companies that sold variable annuities for not adhering
to regulations governing the sales of those products. Additionally, the SEC has posted an online brochure
on its Web site (www.sec.gov) to help investors better understand the benefits, risks, and cost of variable
annuities, which have become more complex in the past year.

Managed Care
.43 Numerous life insurance enterprises also engage in the managed care business. Many managed care
companies are experiencing an upswing in their financial performance. Helping profit margins are premium
increases, as well as a decrease in the length of hospital stays, which have offset rising expenses, such as
increasing pharmaceutical costs. In addition, a number of health maintenance organizations (HMOs) have
been leaving the Medicare market because of low reimbursement rates from the government. These Medicare
exits also have helped profit margins.

.44 Increasingly, managed care companies are facing lawsuits brought by doctors and hospital
groups. HMOs are being accused of unfair business practices, refusal to pay claims, unnecessarily
denying claims, delaying payments, and breach of contract. The U.S. Supreme Court recently disallowed
patients from using federal law to sue their HMOs. This decision could result in an increase in HMO
lawsuits filed in state courts.

Mutual Insurance Company Restructuring
.45 The difference between mutual insurance enterprises and stock insurance enterprises is attributable
to the differences in ownership. The mutual enterprise is owned by policyholders whose insurance contracts
provide their rights as insureds and as members of the mutual insurance enterprise. Many mutual insurance
enterprises are seeking enhanced financial flexibility and better access to capital markets to support long-term
growth and accomplish strategic initiatives.
.46 In light of these economic factors, as well as increased competition and regulatory considerations,
certain mutual insurance companies have demutualized or formed mutual insurance holding companies
(MIHC). Currently, the trend has been more substantial in the life insurance industry than in the property
casualty industry. Almost all states have some form of demutualization statute. Typically, these laws
contemplate a direct or full reorganization of the mutual insurer to a stock form. In accordance with some
demutualization statutes, eligible policyholders receive policy credits, stock, policyholder benefits, cash, or
subscription rights as consideration for their membership interest.
.47 An alternative to demutualization is for a mutual insurance enterprise to form an MIHC in
jurisdictions that permit this kind of organization. The mutual insurer is converted to a stock enterprise
and becomes a stockholder-owned entity that operates as a subsidiary of the newly formed MIHC. All
of the initial stock of the reorganized enterprise is issued to the MIHC, and governance of the MIHC is
established by the former mutual insurance enterprise's board of directors. Most of the past demutuali
zations and at least one of the past MIHC conversions have been accompanied or followed by an initial
public offering. AcSEC is scheduled to release a final Statement of Position (SOP) on the accounting and
reporting issues associated with these transactions by the end of 2000. See the AICPA Web site at
www.aicpa.org for the status of this AcSEC project.
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Executive Summary—Life and Health Sector

• Generally, earnings throughout the life and health sector are rising, capital is growing, and asset quality
is improving. Mergers, acquisitions, demutualizations, and restructurings continue to reshape the
industry. Companies are expanding distribution capabilities and implementing new technologies.
• Annuity products with nontraditional terms continue to grow at a rapid pace. These products
may have both fixed and variable features or other nontraditional features.
You should be alert to the existence of these nontraditional annuity products and to the existence
of related sales inducements.
• The SEC has been focusing on nontraditional annuities and has cited a number of companies that
sold variable annuities for not adhering to regulations governing the sales of those products.
•

• Many managed care companies are experiencing an upswing in their financial performance.
Helping profit margins are premium increases and a decrease in the length of hospital stays.

•

A number of HMOs have been leaving the Medicare market because of low reimbursement rates
from the government.

•

Increasingly, managed care companies are facing lawsuits brought by doctors and hospital groups.

• Certain mutual insurance companies have demutualized or formed MIHCs.
• AcSEC is scheduled to release a final SOP on the accounting and reporting issues associated with these
transactions by the end of 2000. See the AICPA Web site at www.aicpa.org for the status of this project.
Property Casualty Sector

.48 The property casualty insurance industry appears to be burdened by overcapacity, leading to flat
earnings and a prolonged soft market. Net income in the industry has been falling dramatically from the
prior year. The decline in net income reflects not only deterioration in underwriting results, but also a
decrease in realized capital gains. Net losses on underwriting have worsened despite acceleration in
premium growth and lower catastrophe losses. These net losses therefore reflect a growth in overall loss and
loss-adjustment expenses that exceeds premium growth. Insurers' underwriting results will continue to
deteriorate as long as prior-year reserves develop unfavorably and outpace premium growth. In response,
insurance companies have begun raising rates in most commercial lines and some personal lines.

.49 Disappointing investment income in the first half of 2000 did not help an insurance industry that has
traditionally relied on investment gains to overcome underwriting losses during soft markets. Under current
economic conditions, insurers apparently will not be able to rely on investment income to help offset poor
underwriting decisions and pricing.
.50 A series of catastrophic storms struck twelve states in April and May of 2000 and have negatively
affected financial results for many insurers. Insurers with a heavy concentration of business in the Midwest
are most likely to be affected. Also, some insurance companies that write auto policies have been experiencing
increased expenses, reflecting higher medical and auto repair costs.
Unicover Managers Inc.

.51 The workers' compensation business written through the Unicover Managers Inc. (now Cragwood
Managers LLC) pool generated gross underwriting losses estimated at over $1 billion. Consequently, insurers
involved in the Unicover pool have suffered class-action lawsuits, a drop in ratings, and a drop in earnings.
The Unicover difficulties have contributed to a tighter and more careful reinsurance market as well as a
decline in the high-risk worker's compensation reinsurance market.
Securitization and Alternative Risk Vehicles

.52 Property and casualty insurers are exploring the capital markets as a way to finance risks and provide
liquidity needed to expand their businesses. Insurers are looking to the capital markets as an alternative to
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traditional reinsurance. Some of the products include catastrophe-linked structured notes and traded
catastrophe options. Reinsurers also are looking at opportunities in the capital markets and have begun
assuming capital-market risks, such as protecting companies against financial risk from foreign exchange
and commodity price changes.

.53 Auditors need to evaluate these kinds of transactions carefully to determine whether management
has accounted for such transactions under the insurance or reinsurance generally accepted accounting
principles (GAAP) models, or as financial instruments.
Bermuda/Legislation

.54 Some believe that the flexibility and spontaneity of the Bermudan marketplace are the reasons why
the island has grown into one of the world's most important reinsurance company locations. Bermuda
maintains a less restrictive regulatory environment relative to the United States. Insurers and other compa
nies located in Bermuda can operate without having to endure interference from international financial
monitoring bodies, such as the Organization for Economic Cooperation and Development (OECD).
.55 On June 26, 2000, the OECD released a report containing a list of jurisdictions it considers to be tax
havens (Bermuda was included on that list). One of the criteria for gaining this tax-haven status is if a country
imposes no or nominal taxes and offers itself as a place to be used by nonresidents to escape taxation. The
OECD's action has no connection with the U.S. Congress's efforts to close so-called tax loopholes for
U.S.-based insurance companies operating in Bermuda or other foreign countries.

.56 That congressional effort is in the form of bill H.R. 4192. This bill would amend the Internal Revenue
Code of 1986 to prevent domestic non-life insurance companies from using reinsurance with foreign persons to
evade U.S. income taxation. H.R. 4192 would impose an additional tax on U.S.-based insurance companies
operating in Bermuda or other foreign locations. The proposal is stalled in the House Ways and Means Committee.
.57 If these matters are of interest to you, you can keep abreast of their status by visiting the following
Web sites:
•

U.S. House of Representatives H.R. 4192 status, thomas.loc.gov/cgi-bin/bdquery/z?d106:HR04192:
@@@L&summ2=m&

•

OECD tax haven report, www.oecd.org/daf/fa/first_en.htm

•

•

•

•

•
•

Executive Summary—Property Casualty Sector
The property casualty insurance industry appears to be burdened by overcapacity, leading to flat
earnings and a prolonged soft market. Net income in the industry has been falling dramatically
from the prior year, reflecting a deterioration in underwriting. In response, insurance companies
have begun raising rates in most commercial lines and some personal lines.
A series of catastrophic storms struck twelve states in April and May of 2000 and have negatively
affected financial results for many insurers. Insurers with a heavy concentration of business in the
Midwest are most likely to be affected.
The Unicover Managers Inc. difficulties have caused a decline in the worker's compensation
reinsurance market, class action lawsuits, a drop in ratings, and a drop in earnings.
Auditors need to evaluate certain capital market transactions carefully to determine whether such
transactions should be accounted for under the insurance or reinsurance GAAP models or as
financial instruments.
On June 26, 2000, the OECD released a report containing a list of jurisdictions it considers to be
tax havens.
A proposed bill, H.R. 4192, would impose an additional tax on U.S.-based insurance companies
operating in Bermuda or other foreign locations.
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Audit and Accounting Issues in the Spotlight
The latest news on hot audit and accounting topics.

Reinsurance Arrangements
.58 Reinsurance is an important part of many insurance companies' business, and accordingly, it is
important for auditors to obtain an understanding of the reinsurance programs of the insurance companies
they audit. The lack of an adequate reinsurance program may expose an insurance enterprise to unwanted
or excessive risks that can jeopardize its financial stability, particularly if its risks are concentrated by type
or geographic area. In contrast, excessive reinsurance coverage can significantly reduce the margins available
to cover fixed expenses.
.59 Integrated risk products have been gaining popularity. Typically, the insurer identifies a nontra
ditional risk that correlates with the insured's earnings and packages such risk within a broader
insurance policy. Often, the non-traditional risk may influence the retention levels of the traditional
insurance product. Non-traditional insurance risks include commodity prices, such as oil, S&P index
levels, or foreign currency risk.

.60 Accounting guidance for most integrated risk products is unclear and is currently being addressed
by an AICPA task force. For many integrated risk products sold today, it is possible that the portion of
coverage provided for uninsurable risks (for example, commodity price) could be fully funded within the
overall policy, comparable to multi-year retrospectively-rated policies, and as such be subject to the
provisions of Emerging Issues Task Force (EITF) Issues No. 93-6, "Accounting for Multiple-Year Retrospec
tively Rated Insurance Contracts by Ceding and Assuming Enterprises," and No. 93-14, "Accounting for
Multiple-Year Retrospectively Rated Insurance Contracts by Insurance Enterprises and Other Enterprises,"
and raise risk transfer issues. Additionally, such non-traditional coverage could be considered an embedded
derivative thereby requiring bifurcation under FASB Statement No. 133, Accounting for Derivative Instruments
and Hedging Activities.
Risk Transfer Issues

.61 Paragraph 9 of FASB Statement No. 113 provides the following two risk transfer conditions, both of
which must be met for short-duration reinsurance contracts to be accounted for as reinsurance:
1. The reinsurer assumes significant insurance risk under the reinsured portions of the underlying
insurance contracts.

2. It is reasonably possible that the reinsurer may realize a significant loss from the transaction.

.62 Long-duration reinsurance contracts require only the following to meet risk transfer criteria:
It must be reasonably possible for the reinsurer to realize significant loss from assuming
insurance risk, as that concept is contemplated in FASB Statement No. 60, Accounting and
Reporting by Insurance Enterprises, and FASB Statement No. 97, Accounting and Reporting by
Insurance Enterprises for Certain Long-Duration Contracts and for Realized Gains and Losses from
the Sale of Investments.

.63 FASB Statement No. 97 and FASB Statement No. 113 explicitly provide that long-duration life and
health insurance contracts that do not indemnify against mortality or morbidity risk should be accounted
for as investment contracts as defined and described in FASB Statement No. 97. Other reinsurance contracts
that do not meet the conditions for reinsurance accounting should be accounted for as deposits. Auditors
should carefully evaluate all significant contracts for risk transfer.
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.64 For many reinsurance contracts, a great deal of judgment is required and it may be difficult to
determine whether the risk transfer conditions are met, particularly for multiple-year, retrospectively rated
reinsurance contracts with one or more adjustable features and contracts with undefined terms. Such
contracts have become increasingly complex, containing many varieties of terms and features that may
influence the assessment of risk transfer. Consideration should be given to the guidance in EITF Issue No.
93-6 and No. 93-14, and EITF Topic D-79, Accounting for Retroactive Insurance Contracts Purchased by Entities
Other Than Insurance Enterprises, when accounting for and evaluating risk transfer or difficult contracts.
Reserve Guarantees

.65 The FASB made two staff announcements at EITF meetings, one in November 1996 and one in
November 1997, regarding the accounting by the purchaser for a seller's guarantee of the adequacy of
liabilities for the losses and loss-adjustment expenses of an insurance enterprise acquired in a purchase
business combination. The announcements can be found in EITF Topic D-54, Accounting by the Purchaser for
a Seller's Guarantee of the Adequacy of Liabilities for Losses and Loss Adjustment Expenses of an Insurance Enterprise
Acquired in a Purchase Business Combination, and provide guidance on the applicable accounting guidance for
those transactions.
Reinsurance Recoverables

.66 An important audit procedure in the reinsurance area is the evaluation of credit risk related to reinsurance
recoverables. The AICPA Audit and Accounting Guide Audits of Property and Liability Insurance Companies
discusses the controls or procedures that ceding companies should implement to evaluate and monitor the
financial stability of assuming companies. In addition, the AICPA Audit and Accounting Guide Life and Health
Insurance Entities provides guidance on auditing reinsurance for life and health insurance enterprises.
Disclosures About Reinsurance

.67 You should consider whether management's disclosures of concentrations of credit risk associated
with reinsurance receivables and prepaid reinsurance premiums are adequate as required by the provisions
of paragraph FASB Statement No. 107, Disclosures about Fair Value of Financial Instruments, as amended by
FASB Statement No. 133. Furthermore, auditors of financial statements of publicly held insurance companies
should be aware that the SEC staff has expressed concern about the adequacy of disclosures regarding
reinsurance arrangements.
.68 The SEC staff expects registrants with material reinsurance recoverables to disclose information
about the composition and quality of the asset balances. Meeting the SEC staff expectations may involve the
identification of individually material reinsurers and may also require disclosure of the reinsurers' related
balances. If the aggregate recoverable consists primarily of numerous small balances, breakdowns of the
aggregate balance according to claims-paying ratings also may be necessary. Significant delinquent balances
and allowances for uncollectible amounts should be disclosed, as should significant transactions and
balances with related parties.
Reinsurance Arrangements and Statutory Capital and Surplus

.69 Paragraph 60(h) of FASB Statement No. 60 requires that financial statements contain disclosures
regarding the amount of statutory capital and surplus of insurance enterprises calculated pursuant to
state-mandated statutory accounting principles (SAP). Auditors of insurance enterprises should carefully
review reinsurance agreements. Management may need to correspond directly with state insurance depart
ments for auditors to have sufficient evidence that material amounts of reserve credits used to reduce
statutory reserves and increase the insurance enterprise's statutory capital and surplus have been properly
computed in accordance with state laws. Most state insurance laws prohibit insurance enterprises from
recognizing reserve credits pursuant to reinsurance agreements that do not transfer a sufficient amount of
risk to the reinsurer. If material amounts of reserve credits associated with reinsurance arrangements do not
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qualify under state law, statutory capital and surplus may be materially misstated. Further, failure to meet the
state's minimum capital and surplus requirements can lead to state-imposed restrictions on the enterprise's ability
to sell insurance products in the state and to distribute dividends and may call into question an enterprise's ability
to operate as a going concern. In these situations, auditors should refer to SAS No. 59, The Auditor's Consideration
of an Entity's Ability to Continue as a Going Concern (AICPA, Professional Standards, vol. 1, AU sec. 341).
Reinsurance Assumed and Participation in Underwriting Pools

.70 Unicover's difficulties as well as other recent industry events have highlighted the business risk that
reinsurers and insurers may be exposed to when they do not develop adequate insight into insurance risks
assumed from others. For example, the reinsurers of the Unicover pool seem to have overrelied on the
representations of agents. Furthermore, pricing analyses of reinsurance assumed can be complex because
insurance risks are sometimes transferred through several parties. Therefore, it may become difficult to assess
the nature of the loss exposures retained by an assuming entity. Similar to the potential business risk created
when an insurer unduly relies on the underwriting of others, financial statement risk is increased when an
insurance entity unduly relies on financial information provided by ceding companies.
.71 For entities that assume material amounts of business, you may want to gain an understanding of
their applicable underwriting and claims processes. Additionally, you may want to obtain an understanding
of procedures for assessing the accuracy and reliability of data received from the ceding companies. If internal
controls are deemed to be deficient, substantive tests may need to be performed to obtain assurance regarding
the accuracy and reliability of the data received from the ceding companies and determine whether the
weakness identified represents a reportable condition.
.72 For specific audit considerations, refer to SOP Auditing Property and Liability Reinsurance and SOP Auditing
Life Reinsurance. Participation in insurance underwriting pools, associations, and syndicates is similar to reinsur
ance, and accordingly, the SOPs' guidance should generally be applied when auditing these areas.
Executive Summary—Reinsurance Arrangements

• Integrated risk products have been gaining popularity. Accounting guidance for most integrated
risk products is unclear and is currently being addressed by an AICPA task force.
• Certain reinsurance contracts, such as nonassumption reinsurance and multiple-year,
retrospectively rated reinsurance, may be difficult to evaluate in determining whether FASB
Statement No. 113 risk transfer conditions are met, in order to apply reinsurance accounting. You
should carefully evaluate all significant contracts.
•

EITF Topic D-54 provides guidance about reserve guarantees.

•

The SEC staff expects registrants with material reinsurance recoverables to disclose information
about the composition and quality of the asset balances.

• Management may need to correspond with state insurance departments for auditors to have
sufficient evidence that material amounts of reserve credits used to reduce statutory reserves and
increase the insurance enterprise's statutory capital and surplus have been properly computed in
accordance with state laws.

• For entities that assume material amounts of business, you may want to gain an understanding of their
applicable underwriting and claims processes. Additionally, you may want to obtain an understanding
of procedures for assessing the accuracy and reliability of data received from the ceding companies.
Liabilities for Unpaid Claims

. 73 The liability for unpaid claims is inherently a high-risk audit area for several reasons. First, the liability
is significant to property and casualty insurers' balance sheets and earnings. Second, estimating the amount
to report is usually highly subjective. Finally, history shows that these estimates will change continuously
for long-tailed businesses.
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. 74 A number of conditions may be particularly indicative of a higher risk audit. They include the
circumstances described in the following sections.

Exposure to Environmental and Asbestos-Related Claims

. 75 The ultimate exposure of insurers to environmental and asbestos-related claims is subject to an unusually
high degree of uncertainty. Since the early 1980s, certain environmental and asbestos exposures have been a major
concern for insurance enterprises. There is still significant uncertainty surrounding defendant activity, unresolved
coverage issues, and policy and claim data availability issues for many insurers.
. 76 FASB Statement No. 113 requires that the assets and liabilities relating to reinsured contracts be
recorded on a gross basis without netting of reinsurance receivables against claim reserves. FASB Statement
No. 5, Accounting for Contingencies, and SEC Staff Accounting Bulletin (SAB) No. 92, Accounting and Disclosures
Relating to Loss Contingencies, provide that if there is at least a reasonable possibility that a loss, exceeding
amounts already recognized, may have been incurred and the amount of the loss would be material, the
enterprise must do one of the following:
1. Disclose the estimated additional loss or range of loss

2. State that the loss cannot be estimated
.77 Disclosure of the gross amounts of reasonably possible losses is required. Disclosure of the gross
amounts of the reasonably possible reinsurance recoveries may be made, but care should be exercised to
avoid misleading implications about the likelihood of the realization of such recoveries. Auditors of
insurance enterprises that face environmental and asbestos claims should carefully evaluate whether the
accounting and disclosure requirements of SOP 94-5, Disclosures of Certain Matters in the Financial Statements
of Insurance Enterprises, FASB Statement No. 5, and SAB No. 92 have been met.
Estimating Environmental Claim Losses

.78 As indicated in SAB No. 92, an insurance enterprise that is estimating reserves for environmental
contamination claims should consider available evidence, including a particular policyholder's prior expe
rience in the remediation of contaminated sites, other companies' clean-up experience, and data released by
the Environmental Protection Agency or other organizations. The continued expansion of environmental
databases has resulted in the availability of more information to support a reasonable estimate of the amount
or range of loss. When evaluating an insurance enterprise's reserves for environmental contamination claims,
you should consider the evidence currently provided by these expanded environmental databases.
.79 Furthermore, the auditors of publicly held insurance companies should consider whether the
disclosures are in accordance with the requirements of SAB No. 87, Views on Contingency Disclosures on
Property-Casualty Insurance Reserves for Unpaid Claim Costs.
Long-Term Exposures

.80 Long-term exposures (commonly referred to as mass tort exposures) involve bodily injury or
property damage that arises from and is related to exposure over time to any alleged toxic, harmful, or
defective material, device, substance, agent, activity, or condition, including but not limited to chemicals,
drugs, petroleum-based products, pharmaceutical products, medical devices, radiation, noise, electromag
netic fields, or repetitive motion. Recent reports indicate that insurers may be liable to cover certain long-term
exposures that range from tobacco-related illnesses to injuries caused by use of computer equipment, such
as carpal tunnel syndrome. The extent to which claims will be made by tobacco companies on their insurance
carriers remains unclear. You should consider these potential exposures when evaluating a company's loss
reserves and adequacy of related disclosures.
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Changes in Product Mix to More Long-Tail Lines of Business and New Lines of Business

.81 Changing to more long-tail businesses or new businesses would usually indicate more uncertainty
in determining the ultimate exposure to claims. This would include new lines of business that the insurance
enterprise has not written in the past. You may want to explore whether the insurance enterprise has added
underwriters and actuaries that have experience in this new business.
Intense Price Competition and Unexplained Premium Growth

.82 Intense price competition may lead to unsound pricing, crediting, or dividend policies that may be
evidence for unexplained premium growth. Market pressures may lead insurers to accept unanticipated risks
or to price risks inappropriately, which also could affect the recoverability of deferred acquisition costs and
result in premium deficiencies. You may wish to review the pricing files to see how the price being offered
for a product compares to the actuarial-determined price.
Participation in Involuntary Pools

.83 Insurance enterprises continue to be exposed to large amounts of claims through their participation
in involuntary pools and associations. This factor may indicate increased exposure to loss development from
previously reported results.
Auditing Advice

.84 SAS No. 57, Auditing Accounting Estimates (AICPA, Professional Standards, vol. 1, AU sec. 342),
provides guidance to auditors on obtaining and evaluating sufficient competent evidential matter to support
significant accounting estimates in an audit of financial statements in accordance with generally accepted
auditing standards (GAAS). SOP 92-4, Auditing Insurance Entities' Loss Reserves, provides guidance to help
auditors understand the loss-reserving process and to develop an effective audit approach when auditing
loss reserves of insurance entities.
.85 When auditing loss reserves, auditors may want to pay particular attention to management's support
of recorded reserves as its best estimate. Given the SEC's focus on management's support of estimates and
the pending statutory requirement for management to record its best estimate for each line of business
(through Codification), the auditor should consider addressing perceived deficiencies in this area with
management and the audit committee.
Help Desk—The AICPA Practice Aid Auditing Estimates and Other Soft Accounting
Information (Product No. 010010kk) provides guidance for handling the audit problems
related to the audit of soft accounting information, including how SAS No. 57 may be applied
by practicing auditors. To obtain this Practice Aid, call the AICPA Member Satisfaction
Department at (888) 777-7077.
Executive Summary—Liabilities for Unpaid Claims
As an auditor of insurance enterprises that face environmental and asbestos claims, you should
evaluate whether the accounting and disclosure requirements of SOP 94-5, FASB Statement No.
5, and SAB No. 92 (publicly held companies only) have been met.
• When evaluating reserves and disclosures related to environmental contamination claims, you
should consider the evidence provided by environmental databases and the requirements of SAB
No. 87 (publicly held companies only).
• You may want to consider the effect of tobacco-related illnesses and injuries related to extensive
computer use when evaluating a company's loss reserves and the adequacy of related disclosures.
• You should be alert to unsound pricing, crediting, or dividend policies, evidenced by unexplained
premium growth.
• You should be familiar with the guidance contained in SAS No. 57 and SOP 92-4 when auditing
loss reserves.

•
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Accounting for Derivative Instruments and Hedging Activities
Amendment to FASB Statement No. 133

.86 In June 2000, after numerous business entities reported problems implementing FASB Statement
No. 133, Accounting for Derivative Instruments and Hedging Activities, the FASB issued an amendment.
FASB Statement No. 138, Accounting for Certain Derivative Instruments and Certain Hedging Activities,
addresses those concerns. The newly issued provisions will help more entities easily implement FASB
Statement No. 133.
.87 The amendment to FASB Statement No. 133 relaxes restrictions on cross-currency hedges, which
FASB Statement No. 133 had effectively prohibited. In addition, the amendment expands the normal
purchases and normal sales exception, redefines the specific risks that can be hedged, and allows the use of
intercompany derivatives as hedging instruments in certain situations.
Interest-Rate Risk

.88 The reasoning behind the amendment provisions relates to hedges of interest-rate risk and
hedges of foreign-currency-denominated assets and liabilities. Before this amendment, FASB Statement
No. 133 permitted the market interest rate, defined as the risk-free rate plus the credit sector spread, to
be designated as the hedged risk in a hedge of interest-rate risk. The problem was that in some cases the
derivatives available for hedging interest-rate risk were based on a definition of interest rates that did
not include the sector spread. Therefore, the definition in the amendment now permits the use of a
benchmark interest rate that excludes the sector spread. This enables entities to hedge interest-rate risk
with available derivative products.
Hedges of Foreign Currency Items

.89 In addition, the amendment relaxes FASB Statement No. 133's restrictions on hedging recognized
foreign-currency-denominated assets and liabilities. FASB Statement No. 133 prohibits hedging items
remeasured with changes in fair value reported in earnings. That notion was extended to hedges of
foreign-currency instruments remeasured at current spot exchange rates with the resulting gain or loss
reported in earnings. However, a measurement anomaly existed for certain foreign-currency instruments in
which remeasurement at spot exchange rates did not represent fair value. Earnings volatility resulted when
the changes in those foreign-currency items were compared with changes in the derivative hedging instru
ment, which is required to be measured at fair value. Such volatility is mitigated by the amendment
provisions permitting recognized items to be designated as hedged items.
FASB Statement No. 133 Implementation Guidance Available

.90 The FASB created a task force known as the Derivatives Implementation Group (DIG) to help answer
significant questions that companies will face when they begin implementing FASB Statement No. 133.
.91 The DIG has issued guidance on numerous FASB Statement No. 133 implementation issues. This
guidance can be found and downloaded at the FASB Web site at www.fasb.org. Some of the many topics
addressed by the implementation group include—
•

Embedded derivatives: variable annuity products and policyholder ownership of the assets.

•

Embedded derivatives: identification of the host contract in a nontraditional variable annuity contract.

•

Embedded derivatives: clearly and closely related criteria for market value adjusted prepayment
options.

•

Embedded derivatives: equity-indexed life insurance contracts.
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Formal Documentation Under FASB Statement No. 133

.92 Upon adoption of FASB Statement No. 133, an entity is required to designate all hedging relationships
anew and must comply with the formal documentation requirements of the standard as of the date of adoption.
The standard stresses the need for the formal documentation to be prepared contemporaneously with the
designation of the hedging relationship. The items the formal documentation must identify include the following:
•

The entity's risk management objectives and strategies for undertaking the hedge

•

The nature of the hedged risk

•

The derivative hedging instrument

•

The hedged forecasted transaction

•

A description of how the entity will assess hedge effectiveness

.93 If the hedged item is a forecasted transaction, the documentation of the hedged item must be
sufficiently specific that when a transaction occurs, it is clear whether or not that particular transaction is the
hedged transaction. The documentation also must specify the method to be used for assessing hedge
effectiveness. FASB Statement No. 133 requires that an entity use the chosen method consistently throughout
the hedge period to assess, at inception of the hedge and on an ongoing basis, whether it expects the hedging
relationship to be highly effective in achieving offset and to determine hedge ineffectiveness.

.94 The SEC staff has challenged the appropriateness of hedge accounting when registrants have not
complied with FASB Statement No. 133's formal documentation requirements.

Transfers of Securities at Date of Initial Application
.95 Under the transition provisions of FASB Statement No. 133 (see paragraph 54), an entity may transfer,
at the date of initial application of FASB Statement No. 133, any debt security classified as held-to-maturity
pursuant to FASB Statement No. 115 into the available-for-sale category or the trading category. Such
reclassification shall not call into question an entity's intent to hold other debt securities to maturity in the
future. The transition provisions further require that the unrealized holding gain or loss on a transferred
held-to-maturity security be reported as part of the cumulative-effect-type adjustment of net income if
transferred to the trading category, or as part of the cumulative-effect-type adjustment of accumulated other
comprehensive income if transferred to the available-for-sale category.

.96 The SEC staff believes that any security transferred from held-to-maturity pursuant to the adoption
of FASB Statement No. 133 and sold in the same reporting quarter should have been transferred to the trading
category. Thus, any unrealized gain or loss on the security that exists on the date of transfer would be reported
in net income as part of the cumulative effect of adopting FASB Statement No. 133 and not included in the
gain or loss on the sale of the security.
Disclosing the Effect of Adopting New Accounting Standards
.97 SAB No. 74 requires SEC registrants to disclose the effect of adopting pending accounting standards.
AICPA Auditing Interpretation No. 3, "The Impact on an Auditor's Report of an FASB Statement Prior to
the Statement's Effective Date," of AU Section 410, Adherence to Generally Accepted Accounting Principles
(AICPA, Professional Standards, vol. 1, AU sec. 9410.13-.18), states—
For financial statements that are prepared on the basis of accounting principles that are
acceptable at the financial-statement date but that will not be acceptable in the future, the auditor
should consider whether disclosure of the impending change in principle and the resulting
restatement are essential data. If he decides that the matter should be disclosed and it is not, the
auditor should express a qualified or adverse opinion as to conformity with GAAP...
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Given the potential significance of FASB Statement No. 133 to GAAP-basis financial statements,
appropriate disclosures may need to be developed by management for 2000 financial statements regarding
plans for adopting the new accounting standard and the potential effect, if known.
.98

Assisting Your Client With the Implementation of FASB Statement No. 133
.99 CPAs may be engaged to provide professional guidance and support regarding an entity's imple
mentation of the provisions of FASB Statement No. 133. These kinds of services are nonattest or other services.
The terms nonattest or other services include accounting and consulting services. When your firm performs
these other services for an attest client, the independence rules impose limits on the scope of your firm's
services. In other words, the extent to which your firm may perform certain tasks will be limited by current
AICPA and SEC rules.
.100 AICPA Ethics Interpretation No. 101-3. AICPA Ethics Interpretation No. 101-3, "Performance of
Other Services," of ET section 101, Independence (AICPA, Professional Standards, vol. 2, ET sec. 101.05), provides
guidance to CPAs who help their clients implement FASB Statement No. 133. Interpretation No. 101-3 states:

A member in public practice or his or her firm ("member") who performs for a client services
requiring independence ("attest services") may also perform other nonattest services ("other
services") for that client. Before a member performs other services for an attest client, he or
she must evaluate the effect of such services on his or her independence. In particular, care
should be taken not to perform management functions or make management decisions for
the attest client, the responsibility for which remains with the client's board of directors and
management.
.101 A basic principle underlies the application of the AICPA rule on other services and it is: You may
not serve—or even appear to serve—as a member of a client's management. For example, you may not—

•

Make operational or financial decisions for the client.

•

Perform management functions for the client.

•

Report to the board of directors on behalf of management.

.102

In addition, the following are examples of the types of activities that impair independence:

•

Authorizing, executing, or consummating a transaction on behalf of a client

•

Preparing source documents or originating data (for example, purchase orders)

•

Having custody of a client's assets

•

Supervising client employees in the performance of their normal recurring activities

.103 Therefore, it is essential that your firm and the client have a clear understanding regarding your
respective roles before undertaking engagements to perform other services.
.104

Valuation services. Your firm may provide valuation services if the client—

1. Makes or approves all significant judgments about your firm's service.

2. Can make an informed judgment on the results of your firm's service.

For instance, your firm may not undertake a valuation engagement if the client's management lacks the
relevant business and industry expertise to evaluate the assumptions used in the appraisal or valuation.
Similarly, if management cannot judge the propriety of the results of your services, your firm likely would
have had to make decisions on its client's behalf, meaning independence was impaired.
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.105 You should refer to the entire text of Interpretation No. 101-3 for an accurate and complete
understanding of which kinds of services you may and may not perform for your attest client.

.106 Guidance related to publicly held clients. The SEC prohibits an accounting firm from providing
valuation services to clients, although several practical exemptions have been allowed.
Independence Standards Board (ISB) Interpretation 99-1, Impact on Auditor Independence of Assisting Clients in the
Implementation of FAS 133, provides guidance on the auditor independence implications of likely areas of
requested assistance, solely regarding the implementation of FASB Statement No. 133. The ISB has concluded
that the auditor may provide consulting services on the proper application of FASB Statement No. 133, including
assisting a client in gaining a general understanding of the methods, models, assumptions, and inputs used in
computing a derivative's value. To ensure, however, that the auditor's independence is not threatened, as
discussed in paragraph 4 of the Interpretation, the auditor may not prepare accounting entries, compute
derivative values, or be responsible for key assumptions or inputs used by the client in computing derivative
values. The Interpretation includes illustrative lists of permitted and prohibited services.

.107 ISB exposure draft on appraisal and valuation services deferred. The project that resulted in ISB
Interpretation No. 99-1 made clear the need for general guidance on the extent of assistance that auditors can
provide to their audit clients when providing asset valuation services without impairing their independence.
Accordingly, the ISB established a task force to provide guidance on the provision of certain appraisal and
valuation services by auditors and the impact on the auditor's independence. The task force's work included
the creation of an exposure draft of a new standard titled Appraisal and Valuation Services. The ISB decided to
defer issuing this exposure draft because the auditor independence rule-making proposals released recently
by the SEC included this subject, and their proposal is substantially similar to the standards being considered
by the ISB. Consequently, the ISB concluded that issuing its own exposure draft at this time would not be
productive. The ISB will reconsider this decision based on the outcome of the SEC's proposal.
.108 SEC's proposal on providing valuation services. In June 2000, the SEC proposed sweeping changes
to the auditor independence rules. (See the AICPA general Audit Risk Alert—2000/01 [AAM section 8010] or
the AICPA Audit Risk Alert SEC Alert—2000/01 for further information.) As part of its proposed rules
governing the performance of nonaudit services, the SEC addressed the performance of valuation services
for a client. The proposed rule would require that the auditor is not independent if the auditor provides
valuation services where there is a reasonable likelihood that the results will be audited by the auditor. The
SEC's proposal is much more restrictive than existing AICPA rules. Remember that SEC rules apply only to
audits of publicly held entities.
Auditing Derivatives

.109 In September 2000, the Auditing Standards Board (ASB) issued SAS No. 92, Auditing Derivative
Instruments, Hedging Activities, and Investments in Securities (AICPA, Professional Standards, vol. 1, AU sec. 391).
SAS No. 92 supersedes SAS No. 81, Auditing Investments (AICPA, Professional Standards, vol. 1, AU sec. 332),
and is effective for audits of financial statements for fiscal years ending on or after June 30, 2001. Early
application of the SAS is permitted.

.110 Guidance for auditors. SAS No. 92 provides guidance for auditors in planning and performing
auditing procedures for financial statement assertions about derivative instruments, hedging activities, and
investments in securities. The guidance in the SAS applies to—
1. Derivative instruments, as defined by FASB Statement No. 133.

2. Hedging activities in which the entity designates a derivative or a nonderivative financial instrument
as a hedge of exposure for which FASB Statement No. 133 permits hedge accounting.3
*
3. Debt and equity securities, as those terms are defined in FASB Statement No. 115, Accounting for Certain
Investments in Debt and Equity Securities.
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Matters addressed by SAS No. 92 include—

•

The need for special skills or knowledge.

•

Consideration of audit risk and materiality.

•

Designing substantive procedures based on risk assessment.

SAS No. 92 also discusses hedging activities and management representation issues.

.112 Audit Guide to complement SAS No. 92. An Audit Guide to complement the SAS will be issued by
the ASB soon after the SAS. The Guide provides practical guidance for implementing the SAS on all types
of audit engagements. The suggested audit procedures contained in the guide do not increase or otherwise
modify the auditor's responsibilities; rather, they are intended to clarify and illustrate the application of the
requirements of SAS No. 92. The objective of the guide is both to explain SAS No. 92 by providing an in-depth
look, and to provide practical illustrations through the use of case studies. (More information on the Audit
Guide is presented in the "Auditing Pronouncements and Guidance Update" section of this Alert.)
Executive Summary—Accounting for Derivative Instruments and Hedging Activities

•

A new amendment to FASB Statement No. 133 relaxes restrictions on cross-currency hedges, expands
the normal purchases and normal sales exception, redefines the specific risks that can be hedged, and
allows the use of intercompany derivatives as hedging instruments in certain situations.

•

The FASB Derivatives Implementation Group has issued guidance on numerous FASB Statement
No. 133 implementation issues that may be of interest to those engaged in the insurance industry.

•

Entities must comply with the formal documentation requirements of FASB Statement No. 133,
or risk being challenged on the appropriateness of their hedge accounting.

•

If a security is transferred from held-to-maturity pursuant to the adoption of FASB Statement No.
133 and sold in the same reporting quarter, any unrealized gain or loss on the security that exists
at the transfer date would be reported in net income as part of the cumulative effect of adopting
FASB Statement No. 133.

•

Given the potential significance of FASB Statement No. 133 to GAAP-basis financial statements,
appropriate disclosures may need to be developed by management for 2000 financial statements
regarding plans for adopting the new accounting standard and the potential effect, if known.

•

AICPA Ethics Interpretation No. 101-3 provides guidance to CPAs who help their clients
implement FASB Statement No. 133.

•

A basic principle of Ethics Interpretation No. 101-3 is that an auditor may not serve, or even appear
to serve, as a member of a client's management.
The SEC prohibits an accounting firm from providing valuation services to an audit client,
although several practical exemptions have been allowed.

•

•

ISB Interpretation 99-1 provides guidance on the auditor independence implications of assisting
clients in the implementation of FASB Statement No. 133.

•

In September 2000, the ASB issued SAS No. 92, which supersedes SAS No. 81 and provides
guidance on auditing derivatives, hedging activities, and investments in securities.
A companion audit guide to SAS No. 92 will be issued.

•

Surplus Enhancement

.113 In all audits of GAAP-basis and statutory accounting practices (SAP) basis financial statements,
consideration should be given to the effects of unusual transactions as well as audit differences on solvency
and the adequacy of the company's SAP-basis capital and surplus. You should evaluate transactions that
materially affect SAP-basis income or surplus, or transactions for which the proposed effects on SAP-basis
financial statements would be substantially different from the effects on GAAP-basis financial statements.
That evaluation is especially important when an insurer's surplus is at or near minimum levels or if an
insurer's risk-based capital ratio is at or near a regulatory action or control level.
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.114 In addition, you should be alert to significant and unusual transactions or events at or near year end
that may require significant judgment about the proper accounting treatment, including the following:
•

Financially oriented reinsurance transactions

•

Parking of securities

•

Loaning or borrowing securities

•

Intercompany transactions

•

Transactions involving special-purpose entities

•

Asset swaps

•

Asset reclassifications

•

Other types of potential "window dressing" transactions

Permitted Statutory Accounting Practices
.115 Prescribed SAP are dispersed among the following:
•

The insurance laws, regulations, and administrative rulings of each state

•

The NAIC Accounting Practices and Procedures manuals

•

The NAIC Annual Statement Instructions

•

The NAIC Financial Condition Examiners Handbook

•

The NAIC Purposes and Procedures of the Securities Valuation Office Manual

•

NAIC committee, task force, and working group minutes

.116 If an insurance company adopts an accounting practice (including an actuarial practice with
accounting implications) that is not specifically prescribed in one of the aforementioned sources, that practice
often is referred to as a permitted accounting practice. In that situation, the insurer should have received
permission to use that practice from its domiciliary insurance department. Nevertheless, many insurers have
considered certain accounting practices to be permitted even though they have not received specific written
permission from their domiciliary insurance departments. Companies consider those practices permitted
under a variety of circumstances, including the following:
•

The practice has not been challenged during a regulatory examination.

•

The practice is being used by other insurers.

• The company has notified the insurance department of the accounting practice but has not received
a response.

.117 SOP 94-1, Inquiries of State Insurance Regulators, requires that, if a permitted accounting practice is
material to an insurance enterprise's financial statements, the auditor should obtain sufficient competent
evidential matter to corroborate management's assertion that the accounting treatment is permitted. In many
situations, that requirement will cause the auditor to obtain written confirmation, on an annual basis, from
the domiciliary state insurance department that the accounting practice continues to be permissible.

.118 If the financial effect of such permitted practices is material, either individually or in the aggregate,
to a company's SAP-basis surplus, sufficient competent evidential matter should be received before the
issuance of an auditor's report on either the company's GAAP-basis or SAP-basis financial statements. If you
AICPA Audit and Accounting Manual
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are unable to obtain such competent evidential matter for material permitted accounting practices, you
should consider a qualification or disclaimer in your opinion on the GAAP-basis and the SAP-basis financial
statements due to a scope limitation in accordance with SAS No. 58, Reports on Audited Financial Statements
(AICPA, Professional Standards, vol. 1, AU sec. 508).

Money Laundering
.119 Money laundering is the funneling of cash or other funds generated from illegal activities through
legitimate businesses to conceal the initial source of the funds. Money laundering is a global activity and, like the
illegal activities that give it sustenance, it seldom respects local, national, or international jurisdiction. Current
estimates of the size of the global annual "gross money laundering product" range from $500 billion to $1 trillion.
Federal Government Initiative Looks to CPAs to Fight Money Laundering

.120 A federal government report issued in March 2000 sheds light on how federal agencies fighting money
laundering see CPAs as one day helping them prevent criminals from converting illicit gains into cash or goods
that can be used legitimately. The National Money Laundering Strategy for 2000 (www.treas.gov) outlines a
broad government campaign, coordinated with other nations, to fight money laundering.

.121 Reviewing the responsibilities of CPAs. The strategy calls for a study group, consisting of the Justice
and Treasury Departments, the Internal Revenue Service, the SEC, the Commodities Futures Trading Commis
sion, and the Federal Deposit Insurance Corporation, to examine how best to use accountants and auditors in the
detection and deterrence of money laundering. The study group also plans to review the professional responsi
bilities of lawyers and accountants regarding money laundering and make recommendations—ranging from
enhanced professional education, standards, or rules to legislation—as might be needed.
.122 Legislation introduced. Also, a bill, the International Counter-Money Laundering Act of 2000, was
introduced in the House of Representatives; it contains provisions affecting independent auditors (for example,
safe harbor for those who report suspicious activity to the authorities and a prohibition against informing suspects
that their activities have been reported). However, the bill does not explicitly require independent auditors to
report suspicious activities. The AICPA is analyzing the bill's provisions. You should look to further communi
cations from the AICPA regarding the progress of these government initiatives.
Money Laundering and Financial Statements

.123 Money laundering usually results in large quantities of illicit proceeds that need to be distanced
from their source as quickly as possible in an undetected manner. Consequently, it is less likely that money
laundering will be detected in financial statement audits than other types of illegal activities. In addition, the
activity is more likely to cause assets to be overstated than understated, with shorter-term fluctuations, rather
than cumulative changes, in account balances.
.124 Money laundering is considered to be an illegal act with an indirect effect on financial statement
amounts under SAS No. 54, Illegal Acts by Clients (AICPA, Professional Standards, vol. 1, AU sec. 317). Under
SAS No. 54, the auditor should be aware of the possibility that such illegal acts have occurred. If specific
information comes to your attention that provides evidence concerning the existence of possible illegal acts
that could have a material indirect effect on the financial statements, you should apply audit procedures
specifically directed to ascertaining whether an illegal act has occurred.
.125 You should also note that laundered funds and their proceeds could be subject to asset seizure and
forfeiture (claims) by law enforcement agencies that could result in material contingent liabilities during
prosecution and adjudication of cases.
.126 Section 10A of the Securities Exchange Act of 1934. The Private Securities Litigation Reform Act of
1995, among other things, amended the Securities Exchange Act of 1934 (the Exchange Act) to add section 10A.
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This section requires that each audit under the Exchange Act include procedures regarding the detection of
illegal acts, the identification of related party transactions, and an evaluation of the issuer's ability to continue
as a going concern. Section 10A also codified certain then-existing professional auditing standards regarding
the detection of illegal acts by issuers and imposed expanded obligations on auditors to report in a timely
manner to management any information indicating that an illegal act has, or may have, occurred. The auditor
must ensure that the audit committee or board of directors is adequately informed of an illegal act, as broadly
defined by section 10A, unless the illegal act is clearly inconsequential.

.127 In addition, section 10A requires the issuer to notify the SEC within one business day after the
auditor informs the issuer's board of directors that the auditor reasonably expects to resign from the audit
engagement or to modify its audit report due to an illegal act that has a material effect on the issuer's financial
statements for which appropriate remedial action has not been taken by senior management and the board
of directors. If the issuer does not notify the SEC within that period, then the auditor, within the next business
day, must provide the SEC directly a copy of the illegal acts report (or documentation of any oral report) that
it gave to the board. Section 10A provides for cease and desist and civil money penalties to be imposed against
auditors who willfully fail to provide the required reports.
Executive Summary—Money Laundering
• Money laundering is a global activity in which cash or other funds from illegal activities are
funneled through legitimate businesses to conceal the initial source of funds.
• The National Money Laundering Strategy for 2000 calls for a study group to examine how best to
use accountants and auditors in the detection and deterrence of money laundering.
• A bill, the International Counter-Money Laundering Act of 2000, was introduced in the House of
Representatives; it contains provisions affecting independent auditors.
• Under SAS No. 54, money laundering is considered to be an illegal act with an indirect effect on
financial statement amounts. The auditor does not have a detection responsibility for such illegal
acts. However, auditors should be aware of the possibility that such illegal acts may have occurred.

Deferred Acquisition Costs
.128 Under GAAP, commissions, allowances, and other costs that vary with and are primarily related to the
acquisition of new and renewal business are generally deferred and amortized. These deferred amounts, referred
to as deferred acquisition costs (DAC), are recorded as an asset on the balance sheet and amortized to income in
a systematic manner based on related contract revenues or gross profits (or gross margins for SOP 95-1, Accounting
for Certain Insurance Activities of Mutual Life Insurance Enterprises, contracts), as appropriate.

DAC Recoverability and Allocation
.129 Unamortized acquisition costs must be subject to recoverability and loss-recognition testing. In
addition, DAC should be allocated to or directly identified with contract types or lines of businesses so that
these costs can be amortized over the life of the related contracts. Some concern exists over DAC recover
ability and DAC allocation methodology. Auditors are reminded to assess DAC recoverability and DAC
allocation on their audits.
.130 Specific audit steps. In connection with DAC recoverability and DAC allocation, the following
specific audit procedures can be performed on an engagement, depending upon the unique circumstances
of the engagement:
1. The auditor can review the recoverability of DAC by comparing GAAP net premium with gross
premiums. For unfavorable results, review loss recognition studies by line of business or contract
type for possible loss recognition situations.
2. The auditor can review studies comparing actual and projected experience (gross profits, mortality,
morbidity, persistency, investment yields, and expenses) with those assumed for adverse deviation
from the original assumptions that may indicate potential loss recognition situations.
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3. For identified loss recognition situations, the auditor can determine that DAC balances are appropri
ately reduced or that premium deficiency liabilities are accrued.
4. The auditor can evaluate reasonableness and consistency of cost allocations to lines of business or
contract types and obtain explanations for unusual items.

Further Deferred Acquisition Cost Considerations
.131 Amortization. For investment contracts, universal life-type contracts, and participating poli
cies of mutual insurers, FASB Statement No. 97 and SOP 95-1 require that DAC be amortized over the
life of a book of business at a constant rate based on the present value of estimated gross profits or
margins (EGPs). In contrast to products accounted for under FASB Statement No. 60, for which reserving
and DAC assumptions are “locked" in unless premium deficiency/loss recognition is triggered, assump
tions used in the FASB Statement No. 97 and SOP 95-1 calculation of DAC are "unlocked" and as such,
subject to periodic review. Accordingly, for FASB Statement No. 97 and SOP 95-1 products, management
should regularly reevaluate its "best estimates" of profits and revise DAC calculations as necessary. With
each reporting period, DAC amortization should be revised to reflect the most current estimates of gross
profits. In light of current competitive market conditions and fluctuating interest rates, the auditor may
want to challenge management's persistency assumptions and future gross margins incorporated in
these analyses.
.132 Because an increasing number of life and annuity policies contain features that were previously
uncommon in traditional policy offerings, historical persistency rates may not be indicative of future
persistency rates. Given competitive market conditions in which the consumer is attempting to maximize
yields within their risk tolerance levels, the life and annuity markets have experienced high rates of policy
replacement, both external and internal, in recent years. Accordingly, practitioners may want to challenge
persistency assumptions used in the calculation of DAC amortization.
.133 With the emergence of accommodations to meet competition, such as increases in crediting rates,
bonus interest, persistency bonuses, immediate bonus credits, and decreases in administrative charges to
customers, EGPs may have declined relative to prior years. In auditing DAC, the auditor may want to review
assumptions used to estimate future gross profits for consistency with management's description of its
business as well as other management analyses. If inconsistencies are identified, the auditor may want to
consider their implications in the determination of DAC. To the extent it is determined that assumptions
used do not represent management's best estimate, the auditor should propose that management adjust
those estimates and record any required adjustment.
.134 Deferral of costs. To improve reported earnings in this competitive market, some insurers have
been seeking to expand the scope of deferrable costs. For costs that are initially being deferred in the current
year, consideration should be given as to whether they indeed meet the criteria for acquisition costs in FASB
Statement No. 60—that is, they vary with and are primarily related to the acquisition of new and renewal
insurance contracts. Given the SEC's concerns regarding the nature of acquisition costs being deferred,
auditors should carefully consider their procedures in these situations.

.135 DAC related to internal replacements. GAAP concerning the treatment of existing DAC related to
internal replacements is unclear. FASB Statement No. 97 requires the write-off of existing DAC when a FASB
Statement No. 97 universal life product replaces a FASB Statement No. 60 product for an existing policyholder. However, GAAP is silent about whether to write off or maintain DAC when a policy is replaced with
a comparable product (for example, a FASB Statement No. 97 product replaces another FASB Statement No.
97 product). To the extent an insurer follows a policy of maintaining DAC for policies replaced by another,
management should document the rationale for its position and that such rollover DAC continues to be
recoverable. The AICPA is currently reviewing this matter with the intention of developing guidance that
will eliminate the current diversity in practice.
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Deferred Taxes
.136 Auditors are reminded to assess the reasonableness of the deferred tax asset valuation allowance
related to unrealized gains and losses. Deferred tax assets are reduced by a valuation allowance if, based on
all available evidence (both positive and negative), it is more likely than not (a likelihood of more than 50
percent) that some portion or all of the tax benefit will not be realized. The weight given to the potential effect
of negative and positive evidence should be commensurate with the extent to which it can be objectively
verified. The valuation allowance should be sufficient to reduce the deferred tax asset to the amount that is
more likely than not to be realized.

In Focus: Electronic Commerce
An extensive discussion about electronic commerce.
.137 Electronic commerce (e-commerce) is an increasingly powerful force affecting the insurance indus
try. More insurance entities are using the Internet or other computer networks as an information resource or
delivery channel. E-commerce encompasses a variety of services and products, including business-tobusiness transactions conducted through Web-based portals and online insurance sales and purchases.
Providing e-commerce services and products to customers, whether consumer or business customers, is
viewed by many in the industry as a necessity.

Forces Driving Enterprises to Develop E-Commerce Products and Services
.138 What is driving the desire of so many insurance entities to develop e-commerce services and
products? To be sure, some of the desire to expand into e-commerce is due to the ubiquitous enthusiasm for
any product or service that uses the Internet. However, many in the industry believe that individual and
business customers are looking to conduct their financial business electronically. They believe that an
increasing number of customers, especially more educated active customers, will want access to financial
services anytime, anywhere. In addition, companies in all industries are looking to the Internet to conduct
their business-to-business commerce more efficiently and cost-effectively. Those factors are driving insur
ance enterprises to develop their electronic commerce services and products.

Help Desk—For further information on e-commerce, read the Audit Risk Alert E-Business—
2000/01 [AAM section 8210]. Call the AICPA at (888) 777-7077 to order your copy.

Risks Associated With Electronic Commerce
.139 The opportunities presented by e-commerce can pose significant risks to companies. Risks and
concerns include—
•

Attackers or competitors who may attempt to circumvent a system's security to obtain access to
confidential data, impersonate legitimate customers, steal proprietary information, corrupt informa
tion, misappropriate funds, and so on.

•

Network transactions that are likely to be subject to numerous processing steps, translations, and
other processes. These activities introduce such risks as unintentional errors, lost transactions, and
duplication of transactions.

•

Electronic messages that lack traditional identifiers (for example, letterheads, logos, authorizing
signatures, face-to-face contact, and the like) and thereby increase the risk that you may unintention
ally deal with the wrong party or with someone impersonating another party.

•

The use of digital signatures and other encryption technology that may mitigate transaction authentication
risks. These technologies often require the services of a trusted individual or trusted system to verify that
keys and digital signatures actually belong to a designated individual (similar to a notary public function or
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a securities signature guarantee). There is the risk of abuse of this trusted relationship and a related need
for assurance regarding the activities of the trustee (organization, individual, system, and so on).

•

Hackers who may launch distributed denial of service attacks. These attacks can disrupt an entity's
online services, cause serious financial repercussions, and adversely affect an entity's reputation.

Security
.140 Management is responsible for creating policies and procedures and systems capable of securing its
e-commerce business. E-commerce security is a very complicated area. Security focuses on numerous issues,
including authentication, communication integrity, and nonrepudiation. Authentication is about ascertaining the
true identity of the parties involved in an electronic transaction. Communication integrity is about ensuring the
accuracy and completeness of the information sent between the e-commerce parties. Nonrepudiation involves
having strong and substantial evidence of the identity of a party, sufficient to prevent a party from successfully
denying the origin, submission, or delivery of the message and the integrity of its contents.

.141 Appendix A to this Alert contains a checklist for best practices for e-commerce self-defense. CPAs
can help clients by offering these prevention tips for electronic sabotage, or "e-sabotage."

Advice to Help You Audit in an Electronic Commerce Environment
.142 Electronic commerce may allow for unauthorized access to an entity's financial information proc
essing systems and databases. Therefore, you may want to evaluate and assess the entity's internal control
over and assess the control risk associated with access to the financial systems and databases supporting the
preparation of financial statements. When making these evaluations, you may consider—

•

Controls over user access to financial information processing systems, including program changes
and access to data files.

•

Controls over the accurate conversion of data to new or upgraded systems and the implications for
financial reporting.

•

New technology developments and budgets for technology upgrades.

Testing Controls

Almost all auditors will find it necessary to test the controls over electronic commerce. You may
consider the use of computer-assisted auditing techniques to assess the ability of unauthorized access into
the entity's financial information technology. Moreover, you may want to consider using continuous audit
practices to test the effectiveness of controls. A continuous audit is defined as a methodology that enables
auditors to provide written assurance on a subject matter using a series of auditors' reports issued simulta
neously with, or a short period of time after, the occurrence of events underlying the subject matter. (The
AICPA has published a Research Report titled Continuous Auditing, which can be obtained by calling the
AICPA at (888) 777-7077 and asking for Product No. 022510kk.)
.143

Specific Standards to Consult
.144 SAS No. 55, Consideration of Internal Control in a Financial Statement Audit (AICPA, Professional
Standards, vol. 1, AU sec. 319), as amended by SAS No. 78, Consideration of Internal Control in a Financial
Statement Audit: An Amendment to SAS No. 55 (AICPA, Professional Standards, vol. 1, AU sec. 319), provides
valuable guidance to auditors assessing internal control surrounding electronic commerce. Additionally,
SAS No. 31, Evidential Matter, as amended by SAS No. 80, Amendment to Statement on Auditing Standards No. 31,
Evidential Matter (AICPA, Professional Standards, vol. 1, AU sec. 326), provides guidance for auditors
who have been engaged to audit an entity's financial statements when significant information is
transmitted, processed, maintained, or accessed electronically. In addition, the AICPA Auditing Practice Release
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The Information Technology Age: Evidential Matter in the Electronic Environment provides additional guidance
on applying SAS No. 31 in the audit of financial statements of an entity where significant information is
transmitted processed, maintained, or accessed electronically.
Adequate Skills and Training

.145 SAS No. 1, Codification of Auditing Standards and Procedures (AICPA, Professional Standards, vol. 1, AU
sec. 210.01, "Training and Proficiency of the Independent Auditor"), states that the audit is to be performed
by a person or persons having adequate technical training and proficiency as an auditor. With that guidance
in mind, you need to consider that electronic evidence may exist in a form that demands specialized skills
to access and interpret. Auditors without such skills are likely to require the assistance of a specialist. SAS
No. 73, Using the Work of a Specialist (AICPA, Professional Standards, vol. 1, AU sec. 336), provides guidance if
a technology specialist is necessary on an engagement.
Internet Service Provider
.146 If a client's e-commerce transactions are processed by an outside Internet service provider, you may need
to consider the guidance in SAS No. 70, Service Organizations, (AICPA, Professional Standards, vol. 1, AU sec. 324).
.147 In addition to the above matters, you may need to consider the following points when conducting
your audit of e-commerce transactions:

• Audit evidence that exists in electronic form may exist only at a certain point in time. Therefore,
performing certain procedures after year-end may be too late.
•

Performing only substantive tests of electronic evidence may not provide sufficient competent
evidential matter. Without testing the internal control surrounding the electronic evidence, a lack of
credibility may not be recognized by the auditor.

•

An auditor may need to use special software tools such as report writers and data extraction software.

Accounting Considerations
.148 A number of accounting matters that often assume increased importance in electronic commerce
environments are discussed below.

Web Site Development Costs
.149 EITF Issue No. 00-2, "Accounting for Web Site Development Costs," provides guidance on how the
costs incurred in developing a Web site should be accounted for. The Issue contains a detailed listing of
specific costs and how to account for each one. You should read the full text of the EITF Issue for a complete
understanding of how to account for Web site development costs. Some main points of EITF Issue 00-2 are—

•

Hardware costs are outside the scope of EITF Issue 00-2 and should be accounted for normally in
accordance with GAAP.

•

Costs relating to software used to operate a Web site should be accounted for under SOP 98-1,
Accounting for the Costs of Computer Software Developed or Obtained for Internal Use, unless a plan exists
or is being developed to market the software externally, in which case the costs relating to the software
should be accounted for pursuant to FASB Statement No. 86, Accounting for the Costs of Computer
Software to Be Sold, Leased, or Otherwise Marketed.

•

Fees paid to a firm to host a Web site generally would be expensed over the period of benefit.

•

Planning stage costs should be expensed as incurred.

•

Costs of developing initial graphics should be accounted for pursuant to SOP 98-1 for internal-use software.
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•

Accounting for Web site content (information included in the Web site) will be addressed in a future
EITF issue.

•

Costs incurred during the operating stage, including training, administration, and maintenance,
should be expensed as incurred.

•

Costs incurred in the operating stage that involve upgrades and enhancements that add functionality
should be expensed or capitalized based on the general model of SOP 98-1.

Customer Acquisition Costs

.150 Entities may spend substantial amounts of money soliciting customers to gain market share for their
e-commerce activities. These costs may take on different forms, such as direct response advertising, paid-for
Web links, mailings, and direct e-mail. Advertising is one kind of customer acquisition activity. SOP 93-7,
Reporting on Advertising Costs, provides accounting guidance for advertising costs, including direct response
advertising. Other kinds of customer acquisition activities are outside the scope of SOP 93-7. Currently,
diversity in practice exists in accounting for all other customer acquisition costs. AcSEC has a project on its
agenda to address the accounting for such costs. The appendix to SOP 93-7 provides a list of accounting
pronouncements that AcSEC considered in determining how to account for advertising costs. That same list
of accounting literature may help you to determine how to account for customer acquisition costs.

Research and Development Costs
.151 Often, a major cost of developing e-commerce activities is research and development (R&D). FASB
Statement No. 2, Accounting for Research and Development Costs, requires R&D costs to be expensed when incurred
except for acquired R&D that is purchased from others with alternative future uses. Additionally, FASB Statement
No. 2 requires disclosure in the financial statements of the total R&D costs charged to expense.

Costs of Start-Up Activities and Organization Costs

.152 SOP 98-5, Reporting on the Costs of Start-up Activities, defines start-up activities as:
Those one-time activities related to opening a new facility, introducing a new product or service,
conducting business in a new territory, conducting business with a new class or customer,
initiating a new process in an existing facility, or commencing some new operation.
.153 Certain costs, such as those that would be capitalizable under GAAP for ongoing enterprises (for
example, fixed assets and acquired intangibles), are not subject to SOP 98-5. All other costs of start-up
activities, including organization costs, should be expensed as incurred.

Segment Reporting
.154 E-commerce activities may be a reportable segment. FASB Statement No. 131, Disclosures about
Segments of an Enterprise and Related Information, defines an operating segment as a component of an enterprise—

1. That engages in business activities from which it may earn revenues and incur expenses.
2. Whose operating results are regularly reviewed by the enterprise's chief operating decision maker
to make decisions about resources to be allocated to the segment and assess its performance.
3. For which discrete financial information is available.

.155 An operating segment may engage in business activities for which it has yet to earn revenues; for
example, start-up operations may be operating segments before earning revenues.

FASB Statement No. 131 applies to public enterprises and requires that certain disclosures be made in the
financial statements about an entity's segments.
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Asset Impairment

.156 When an entity's business activities begin to be conducted through e-commerce channels, other
existing channels may begin to lose significance. Other business assets and operations may lose value. The
e-commerce activities of competitors also may contribute to the change in how an entity uses its assets and
conducts it operations. You should be aware of the guidance set forth in FASB Statement No. 121, Accounting
for the Impairment of Long-Lived Assets and for Long-Lived Assets to Be Disposed Of. FASB Statement No. 121
states the following:

An entity shall review long-lived assets and certain identifiable intangibles to be held and
used for impairment whenever events or changes in circumstances indicate that the carrying
amount of an asset may not be recoverable.
.157 FASB Statement No. 121 requires that an entity estimate the future cash flows expected to result
from the use of the asset and its eventual disposition. If the sum of the expected future cash flows
(undiscounted and without interest charges) is less than the carrying amount of the asset, an impairment
loss is recognized. The impairment loss should be measured as the amount by which the carrying amount
of the asset exceeds the fair value of the asset.

.158 Remember also that some assets, such as legacy software and hardware systems, enterprise resource
planning software, and network operating software, are often quickly rendered obsolete by changing
technology and may have fair values significantly less than book value.
Executive Summary—In Focus: E-Commerce
• Electronic commerce is growing as a powerful force in the insurance industry and is being driven by a
desire by businesses and consumers to more efficiently and effectively conduct their financial business.
• Significant e-commerce risks include improper access to systems and information, transactional
errors, lack of traditional identifiers, failure of trust relationships to mitigate transaction
authentication risks, and denial of service attacks.
• Management is responsible for maintaining a security system over its e-commerce business; the
security system should focus on authentication, communication integrity, and nonrepudiation.
• Auditors may want to evaluate and assess the enterprise's internal control over and assess the
control risk associated with access to the financial systems and databases supporting the
preparation of financial statements.
• SAS No. 55 and SAS No. 31 provide guidance to auditors assessing internal control in an electronic
environment.
• If a technology specialist is needed to help audit a client, SAS No. 73 provides guidance.
• You may need to consider the guidance in SAS No. 70 if a client's e-commerce transactions are
processed by an outside Internet service provider.
• EITF Issue 00-2 provides guidance on how costs incurred in developing a Web site should be
accounted for.
• SOP 93-7 provides accounting guidance for advertising costs, including direct response advertising.
• Currently, diversity in practice exists in accounting for all other customer acquisition costs. See
the Appendix to SOP 93-7 for possible guidance.
• FASB Statement No. 2 requires R&D costs to be expensed when incurred, except for acquired R&D
that is purchased from others with alternative future uses. Additionally, FASB Statement No. 2
requires disclosure in the financial statements of the total R&D costs charged to expense.
• Generally, SOP 98-5 requires costs of start-up activities, including organization costs to be
expensed as incurred.
• E-commerce activities may be a reportable segment. FASB Statement No. 131 provides guidance
on segment reporting.
• When an entity's business activities start to be conducted through e-commerce channels, other
existing channels may begin to lose significance. Other business assets and operations may lose
value. FASB Statement No. 121 provides guidance on asset impairment issues.
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Recent Regulatory Actions
What important regulatory guidance has been issued recently?
.159 Presented here are some important recent regulatory actions. The list of regulatory actions is not
comprehensive and information provided only represents summaries of the regulations. Readers should
look to state regulatory authorities, the NAIC, and other relevant agencies for complete listings of new
regulations and for full descriptions of the regulations.

Codification of Statutory Accounting Principles
.160 Insurance enterprises currently prepare SAP-basis financial statements in accordance with the
accounting practices and principles prescribed or permitted by the insurance department of their state of
domicile. These practices are considered to be another comprehensive basis of accounting (OCBOA) under
SAS No. 62, Special Reports (AICPA, Professional Standards, vol. 1, AU sec. 623).
New Accounting and Procedures Manual Issued

.161 In 1999, the National Association of Insurance Commissioners (NAIC) completed a process to
codify statutory accounting practices for certain insurance enterprises, resulting in a revised Accounting
Practices and Procedures Manual, effective January 1, 2001 (the revised Manual). The insurance laws and
regulations of most states require insurance companies domiciled in those states to comply with the
guidance provided in the NAIC Accounting Practices and Procedures Manual except as prescribed or
permitted by state law. The revised Manual will be effective for implementation on January 1, 2001, as the
foundation for statutory accounting practices.
Guidance for Auditors
.162 You should understand the differences between the SSAPs and the old Accounting Practices
and Procedures Manual, monitor the status of adoption of the revised Manual by the domiciliary state
insurance regulatory authority, and monitor the enterprise's adoption of the new accounting practices
and procedures.

.163 The AICPA is reviewing its guidance on reporting on SAP and will modify existing guidance as
deemed necessary. AcSEC anticipates issuing an exposure draft that will modify those SOPs that are affected
by the codification. That exposure draft is expected to be released for public comment in the first quarter of
2001. Because the codification is not effective for 2000 statutory financial statements, auditors should continue
to report on statutory financial statements prepared in conformity with the accounting practices prescribed
or permitted by the insurance department of the state of domicile.
.164 To the extent a company's surplus may be materially reduced upon the adoption of the new
codification, management should consider the disclosure of related risks and uncertainties to the
organization. Potential disclosures include uncertainty with respect to maintaining regulatory minimum
capital requirements, reductions to RBC that could result in regulatory action, and noncompliance with
loan covenants. Such disclosures would be pertinent to both GAAP and statutory-basis financial
statements.

New York Derivatives Law
.165 New York Law section 1410(b)(5) and New York Regulation 178.6(b) are effective for year end
December 31, 2000. The related report is due June 1, 2001. Significant sections of the regulation are as
described in the following section.
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Section 178.6 Internal Controls and Reporting
.166

(b) As set forth in section 1410(b)(5) of the Insurance Law, an insurer engaging in derivative
transactions shall be required to include, as part of the evaluation of accounting procedures
and internal controls required to be filed pursuant to section 307 of the Insurance Law, a
statement describing the assessment by the independent certified public accountant of the
internal controls relative to derivative transactions. The purpose of this part of the evaluation
is to assess the adequacy of the internal controls relative to derivative transactions. Such an
assessment shall be made whether or not the derivative transactions are material in relation
to the insurer's financial statements and shall report all material deficiencies in internal
controls relative to derivative transactions, whether or not such deficiencies would lead to
an otherwise reportable condition, as that term is used in auditing standards adhered to by
certified public accountants. The statement describing the assessment need not be set forth
in a separate report.

.167 The State of New York has agreed to accept an agreed-upon procedures report in connection with
the above regulation. The AICPA is addressing the guidance required to performed this kind of engagement.
Executive Summary—Recent Regulatory Actions

•

The NAIC has completed its project of codifying statutory accounting practices for certain
insurance enterprises.

•

The revised codification will be effective for implementation on January 1,2001.

•

The AICPA is reviewing its guidance on reporting on SAP and will modify existing guidance as
deemed necessary.

•

New York Law section 1410(b)(5) and New York Regulation 178.6 (b) are effective for year end
December 31,2000. The related report is due June 1,2001. The new law requires auditors to assess
internal controls over derivative transactions in conjunction with the statutory audited financial
statements.

Auditing Pronouncements and Guidance Update
What new auditing pronouncements and other matters do you need to be aware of?
.168 For a full listing and description of all new auditing and attestation standards, read the AICPA
general Audit Risk Alert—2000/01 [AAM section 8010]. The summaries presented here are for informational
purposes only and should not be relied on as a substitute for a complete reading of the applicable guidance.
Also, proposed pronouncements and exposure drafts are not authoritative standards and cannot be used as
a basis for changing GAAS. The purpose of proposed pronouncements and exposure drafts is to solicit
comments from preparers, auditors, users of financial statements, and other interested parties.

SAS No. 88,

Service Organizations and Reporting on Consistency

.169 In December 1999, the AICPA ASB issued SAS No. 88, Service Organizations and Reporting on
Consistency (AICPA, Professional Standards, vol. 1, AU secs. 324 and 420). Part 1, "Service Organizations,"
amends SAS No. 70, Reports on the Processing of Transactions by Service Organizations (AICPA, Professional
Standards, vol. 1, AU secs. 324.03 and 324.06-.10), to—
1. Clarify the applicability of SAS No. 70 by stating that the SAS is applicable if an entity obtains services
from another organization that are part of the entity's information system. It also provides guidance
on the types of services that would be considered part of an entity's information system.
2. Revise and clarify the factors a user auditor should consider in determining the significance of a
service organization's controls to a user organization's controls.
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3. Clarify the guidance on determining whether information about a service organization's controls is
necessary to plan the audit.
4. Clarify that information about a service organization's controls may be obtained from a variety of sources.

5. Change the title of SAS No. 70 from Reports on the Processing of Transactions by Service Organizations
to Service Organizations.

.170 Part 2, "Reporting on Consistency/' amends SAS No. 1, Codification of Auditing Standards and
Procedures (AICPA, Professional Standards, vol. 1, AU sec. AU sec. 420, "Consistency of Application of
Generally Accepted Accounting Principles"), to—
1. Conform the list of changes that constitute a change in the reporting entity (AU sec. 420.07) to the
guidance in paragraph 12 of Accounting Principles Board (APB) Opinion No. 20, Accounting Changes.

2. Clarify that the auditor need not add a consistency explanatory paragraph to the auditor's report
when a change in the reporting entity results from a transaction or event.
3. Eliminate the requirement for a consistency explanatory paragraph in the auditor's report if a pooling
of interests is not accounted for retroactively in comparative financial statements.
4. Eliminate the requirement to qualify the auditor's report and consider adding a consistency explana
tory paragraph to the report if single-year financial statements that report a pooling of interests do
not disclose combined information for the prior year.

All of the amendments contained in SAS No. 88 were effective upon issuance.

SAS No. 89, Audit Adjustments
.171 In December 1999, the AICPA ASB issued SAS No. 89, Audit Adjustments (AICPA, Professional
Standards, vol. 1, AU secs. 310, 333, and 380), which amends three SASs to establish audit requirements
designed to encourage client management to record financial statement adjustments aggregated by the
auditor. It also clarifies management's responsibility for the disposition of financial statement misstatements
brought to its attention. SAS No. 89 amends SAS No. 83, Establishing an Understanding With the Client (AICPA,
Professional Standards, vol. 1, AU sec. 310); SAS No. 85, Management Representations (AICPA, Professional
Standards, vol. 1, AU sec. 333); and SAS No. 61, Communication With Audit Committees (AICPA, Professional
Standards, vol. 1, AU sec. 380), as follows:
1. SAS No. 83 is amended to include in the understanding with the client management's responsibility
for determining the appropriate disposition of financial statement misstatements aggregated by the
auditor. Specifically, SAS No. 89 adds the following to the list of matters that generally are included
in the understanding with the client:
Management is responsible for adjusting the financial statements to correct material
misstatements and for affirming to the auditor in the representation letter that the effects
of any uncorrected misstatements aggregated by the auditor during the current engage
ment and pertaining to the latest period presented are immaterial, both individually
and in the aggregate, to the financial statements taken as a whole.

2. SAS No. 85 is amended to require that the management representation letter include an acknow
ledgment by management that it has considered the financial statement misstatements aggregated
by the auditor during the current engagement and pertaining to the latest period presented and has
concluded that any uncorrected misstatements are immaterial, both individually and in the aggre
gate, to the financial statements taken as a whole. It also requires that a summary of the uncorrected
misstatements be included in or attached to the representation letter.
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3. SAS No. 61 is amended to require the auditor to inform the audit committee about uncorrected
misstatements aggregated by the auditor during the current engagement and pertaining to the latest
period presented, whose effects management believes are immaterial, both individually and in the
aggregate, to the financial statements taken as a whole.
These amendments are effective for audits of financial statements for periods beginning on or after December
15,1999, with early adoption permitted.

SAS No. 90, Audit Committee

Communications

.172 SAS No. 90, Audit Committee Communications (AICPA, Professional Standards, vol. 1, AU secs. 380 and
722), issued in December 1999, amends SAS No. 61 and SAS No. 71, Interim Financial Information (AICPA,
Professional Standards, vol. 1, AU sec. 722). SAS No. 90 was issued in response to recommendation numbers
8 and 10 of the report of the Blue Ribbon Committee on Improving the Effectiveness of Corporate Audit
Committees, which suggest changes to GAAS.
.173 Among other things, the amendment to SAS No. 61 requires an auditor to discuss with the audit
committees of SEC clients certain information relating to the auditor's judgments about the quality, not just
the acceptability, of the company's accounting principles and underlying estimates in its financial statements.
It also encourages a three-way discussion among the auditor, management, and the audit committee. This
amendment is effective for audits of financial statements for periods ending on or after December 15,2000,
with earlier application permitted.
.174 The amendment to SAS No. 71 clarifies that the accountant should communicate to the audit
committee or be satisfied, through discussions with the audit committee, that matters described in SAS No.
61 have been communicated to the audit committee by management when they have been identified in the
conduct of interim financial reporting. This amendment also requires the accountant of an SEC client to
attempt to discuss with the audit committee the matters described in SAS No. 61 before filing Form 10-Q.
This amendment is effective for reviews of interim financial information for interim periods ending on or
after March 15,2000, with earlier application permitted.

SAS No. 91,

Federal GAAP Hierarchy

.175 At its October 1999 meeting, the AICPA Council adopted a resolution recognizing the Federal
Accounting Standards Advisory Board (FASAB) as the body designated to establish GAAP for federal
government entities under rule 203 of the AICPA's Code of Conduct. Pursuant to that resolution, Statements
of Federal Financial Accounting Standards issued by the FASAB since March 1993 are recognized as GAAP
for applicable federal governmental entities. At its February 2000 meeting, the ASB voted to issue SAS No.
91, Federal GAAP Hierarchy (AICPA, Professional Standards, vol. 1, AU sec. 411), which amends SAS No. 69,
The Meaning of Present Fairly in Conformity With Generally Accepted Accounting Principles in the Inde
pendent Auditor's Report (AICPA, Professional Standards, vol. 1, AU sec. 411), to recognize FASAB statements
as "level A" GAAP and to establish a hierarchy for other FASAB guidance and general accounting literature.

SAS No. 92, Auditing Derivative Instruments, Hedging Activities,

and Investments

in Securities

.176 In September 2000 the ASB issued SAS No. 92, Auditing Derivative Instruments, Hedging Activities,
and Investments in Securities (AICPA, Professional Standards, vol. 1, AU sec. 391). SAS No. 92 will help auditors
plan and perform auditing procedures for financial statement assertions about derivative instruments,
hedging activities, and investments in securities. SAS No. 92 supersedes SAS No. 81. The guidance in the
SAS applies to—
1. Derivative instruments, as that term is defined in FASB Statement No. 133, Accounting for Derivative
Instruments and Hedging Activities.
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2. Hedging activities in which the entity designates a derivative or a nonderivative financial instrument
as a hedge of exposure for which FASB Statement No. 133 permits hedge accounting.
3. Debt and equity securities, as those terms are defined in FASB Statement No. 115, Accounting for
Certain Investments in Debt and Equity Securities.
SAS No. 92 is effective for audits of financial statements for fiscal years ending on or after June 30,2001. Early
application of the SAS is permitted.

Audit Guide to Complement SAS No. 92
.177 An Audit and Accounting Guide to complement SAS No. 92 is to be issued by the ASB. The Guide
provides practical guidance for implementing the SAS on all types of audit engagements. The suggested
audit procedures contained in the Guide do not increase or otherwise modify the auditor's responsibilities,
rather, the suggested procedures are intended to clarify and illustrate the application of the requirements of
SAS No. 92. The Guide's objective is both to explain SAS No. 92 by examining it in-depth and to provide
practical illustrations through the use of case studies.
.178 The Guide will include an overview of derivatives and securities and the general accounting
considerations for them, as well as case studies that address topics such as the use of interest rate futures
contracts to hedge the forecasted issuance of debt, the use of put options to hedge available-for-sale securities,
separately accounting for a derivative embedded in a bond, the use of interest rate swaps to hedge existing
debt, the use of foreign currency put options to hedge a forecasted sale denominated in a foreign currency,
changing the classification of a security to held-to-maturity, control risk considerations when service
organizations provide securities services, inherent and control risk assessment, and designing substantive
procedures based on risk assessments.

SAS No. 93,

Omnibus Statement on Auditing Standards—2000

.179 In October 2000, the ASB issued SAS No. 93, Omnibus Statement on Auditing Standards—2000 (AICPA,
Professional Standards, vol. 1, AU secs. 622,508, and 315). The SAS—
•

Withdraws SAS No. 75, Engagements to Apply Agreed-Upon Procedures to Specified Elements, Accounts,
or Items of a Financial Statement (AICPA, Professional Standards, vol. 1, AU sec. 622). The guidance in
SAS No. 75 will be incorporated in Statements on Standards for Attestation Engagements (SSAE) No.
4, Agreed-Upon Procedures Engagements (AICPA, Professional Standards, vol. 1, AT sec. 600), to consoli
date the guidance on agreed-upon procedures engagements in professional standards.

•

Amends SAS No. 58, Reports on Audited Financial Statements to include a reference in the auditor's
report to the country of origin of the accounting principles used to prepare the financial statements
and the auditing standards that the auditor followed in performing the audit.

•

Amends SAS No. 84, Communications Between Predecessor and Successor Auditors (AICPA, Professional
Standards, vol. 1, AU sec. 315), to clarify the definition of a predecessor auditor.

Interpretation No. 7, "Management's and Auditor's Responsibilities With Regard
to Related Party Disclosures Prefaced by Terminology Such As Management
Believes That," of SAS No. 45, Related Parties
.180 Interpretation No. 7, "Management's and Auditor's Responsibilities With Regard to Related Party
Disclosures Prefaced by Terminology Such As Management Believes That," of SAS No. 45, Related Parties
(AICPA, Professional Standards, vol. 1, AU sec. 9334.22-.23), essentially states that a preface to a related party
disclosure such as "Management believes that" or "It is the Company's belief that" does not change
management's responsibility to substantiate the representation.
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Executive Summary—Auditing Pronouncements and Guidance Update
•

SAS No. 88, Service Organizations and Reporting on Consistency

•

SAS No. 89, Audit Adjustments

•

SAS No. 90, Audit Committee Communications

•

SAS No. 91, Federal GAAP Hierarchy

•

SAS No. 92, Auditing Derivative Instruments, Hedging Activities, and Investments in Securities

•

Audit Guide to Complement SAS No. 92

•

SAS No. 93, Omnibus Statement on Auditing Standards—2000

•

Interpretation No. 7, "Management's and Auditor's Responsibilities With Regard to Related Party
Disclosures Prefaced by Terminology Such As Management Believes That," of SAS No. 45, Related Parties

Accounting Pronouncements and Guidance Update
What new accounting pronouncements and other matters do you need to be aware of?
.181 For a full listing of recently issued accounting standards, read the AICPA general Audit Risk
Alert—2000/01 [AAM section 8010]. The summaries presented here are for informational purposes only and
should not be relied on as a substitute for a complete reading of the applicable guidance. Also, proposed
pronouncements and exposure drafts are not authoritative standards and cannot be used as a basis for
changing GAAP. The purpose of proposed pronouncements and exposure drafts is to solicit comments from
preparers, auditors, users of financial statements, and other interested parties.

FASB Statement No. 138, Accounting for Certain Derivative Instruments

and

Certain Hedging Activities
.182 FASB Statement No. 138, Accounting for Certain Derivative Instruments and Certain Hedging Activities,
amends FASB Statement No. 133 and addresses a limited number of issues causing implementation
difficulties for numerous entities that apply FASB Statement No. 133. This Statement amends the accounting
and reporting standards of FASB Statement No. 133 for certain derivative instruments and certain hedging
activities as indicated:
1. The normal purchases and normal sales exception in paragraph 10(b) may be applied to contracts
that implicitly or explicitly permit net settlement, as discussed in paragraphs 9(a) and 57(c)(1), and
contracts that have a market mechanism to facilitate net settlement, as discussed in paragraphs 9(b)
and 57(c)(2).
2. The specific risks that can be identified as the hedged risk are redefined so that in a hedge of interest
rate risk, the risk of changes in the benchmark interest rate (benchmark interest rate is defined in
paragraph 4(jj) of FASB Statement No. 138) would be the hedged risk.

3. Recognized foreign-currency-denominated assets and liabilities for which a foreign currency trans
action gain or loss is recognized in earnings under the provisions of paragraph 15 of FASB Statement
No. 52, Foreign Currency Translation, may be the hedged item in fair value hedges or cash flow hedges.
4. Certain intercompany derivatives may be designated as the hedging instruments in cash flow hedges
of foreign currency risk in the consolidated financial statements if those intercompany derivatives
are offset by unrelated third-party contracts on a net basis.

.183 FASB Statement No. 138 also amends FASB Statement No. 133 for decisions made by the board
relating to the DIG process. Certain decisions arising from the DIG process that required specific amendments
to FASB Statement No. 133 are incorporated into FASB Statement No. 138.
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FASB Statement No. 139, Recission of FASB Statement No. 53 and amendments to
FASB Statements No. 63, 89, and 121
.184 FASB Statement No. 139 rescinds FASB Statement No. 53, Financial Reporting by Producers and
Distributors of Motion Picture Films. An entity that previously was subject to the requirements of FASB
Statement No. 53 shall follow the guidance in AICPA SOP 00-2, Accounting by Producers or Distributors of
Films. This Statement also amends FASB Statements No. 63, Financial Reporting by Broadcasters; No. 89,
Financial Reporting and Changing Prices; and No. 121, Accounting for the Impairment of Long-Lived Assets and for
Long-Lived Assets to Be Disposed Of.

Statement No. 139 is effective for financial statements for fiscal years beginning after December 15, 2000.
Earlier application is permitted only upon early adoption of the SOP.

FASB Statement No. 140, Accounting for Transfers

and Servicing of Financial Assets

and Extinguishments of Liabilities
.185 This Statement replaces FASB Statement No. 125, Accounting for Transfers and Servicing of Financial
Assets and Extinguishments of Liabilities. It revises the standards for accounting for securitizations and other
transfers of financial assets and collateral and requires certain disclosures, but it carries over most of FASB
Statement No. 125's provisions without reconsideration.

.186 FASB Statement No. 140 provides accounting and reporting standards for transfers and servicing
of financial assets and extinguishments of liabilities. Those standards are based on consistent application of
a financial-components approach that focuses on control. Under that approach, after a transfer of financial
assets, an entity recognizes the financial and servicing assets it controls and the liabilities it has incurred,
derecognizes financial assets when control has been surrendered, and derecognizes liabilities when extin
guished. This Statement provides consistent standards for distinguishing transfers of financial assets that are
sales from transfers that are secured borrowings.
.187 In addition to replacing FASB Statement No. 125 and rescinding FASB Statement No. 127, Deferral
of the Effective Date of Certain Provisions of FASB Statement No. 125, FASB Statement No. 140 carries forward
the actions taken by Statement 125.
FASB Statement No. 140 is effective for transfers and servicing of financial assets and extinguishments
of liabilities occurring after March 31,2001. It is effective for recognition and reclassification of collateral
and for disclosures relating to securitization transactions and collateral for fiscal years ending after
December 15, 2000. Disclosures about securitization and collateral accepted need not be reported for
periods ending on or before December 15, 2000, for which financial statements are presented for
comparative purposes.
.188 This Statement is to be applied prospectively with certain exceptions. Other than those exceptions,
earlier or retroactive application of its accounting provisions is not permitted.

FASB Interpretation 44, Accounting for

Certain Transactions Involving

Stock Compensation
.189 FASB Interpretation No. 44, an Interpretation of APB Opinion 25, clarifies the application of APB
Opinion No. 25 for only certain issues. It does not address any issues related to the application of the fair
value method in FASB Statement No. 123. Among other issues, Interpretation No. 44 clarifies—

•

The definition of employee for purposes of applying APB Opinion No. 25.

•

The criteria for determining whether a plan qualifies as a noncompensatory plan.
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•

The accounting consequence of various modifications to the terms of a previously fixed stock option
or award.

•

The accounting for an exchange of stock compensation awards in a business combination.

.190 Interpretation No. 44 was effective July 1, 2000, but certain conclusions in the Interpretation cover
specific events that occurred after either December 15, 1998, or January 12, 2000. To the extent that the
Interpretation covers events occurring during the period after December 15,1998, or January 12, 2000, but
before the effective date of July 1, 2000, the effects of applying the Interpretation are to be recognized on a
prospective basis from July 1, 2000.

New and Revised Audit and Accounting Guides Issued
.191 A new Life and Health Insurance Entities Audit and Accounting Guide is now available. This Guide
supersedes the Industry Audit Guide Audits of Stock Life Insurance Companies. The new Life and Health
Insurance Entities Guide discusses those aspects of accounting and auditing unique to life and health
insurance entities and was developed to assist life and health insurance entities in preparing financial
statements in conformity with GAAP and to assist auditors in auditing and reporting on those financial
statements. In addition, the Guide contains significant discussions of SAP.

.192 A May 1,2000, version of the Audit and Accounting Guide Audits of Property and Liability Insurance
Companies has been issued. This latest version of the Guide has been updated to reflect recent authoritative
pronouncements.
.193 The AICPA Accounting Standards Executive Committee and members of the AICPA Auditing
Standards Board have found these Guides to be consistent with existing standards and principles covered
by Rules 202 and 203 of the AICPA Code of Professional Conduct. AICPA members should be prepared to
justify departures from these Guides. To order the Guides, call the AICPA Order Department at (888)
777-7077.

Proposed Statement of Position, Accounting by Insurance Enterprises for
Demutualizations and Formations of Mutual Insurance Companies and for
Certain Long-Duration Participating Contracts
.194 In April 2000, an exposure draft of this proposed SOP was issued for comment. AcSEC cleared
the proposed SOP at its July 2000 meeting. Currently, the proposed SOP is at the FASB for review.
Readers should visit the AICPA Web site at www.aicpa.org for further information about this project
and its status.

Proposed Elimination of Pooling-of-Interests Accounting
.195 The FASB has issued a proposal for public comment that would, among other things, eliminate the
pooling of interests method of accounting for business combinations. The FASB tentatively decided that
using the purchase method is preferable to allowing more than one method to be used when businesses
combine.

.196 Several industry groups have objected to the proposed elimination of the pooling-of-interests
method of accounting for certain business combinations. They have argued, among other things, that the
proposed accounting rule would preclude many business combinations that make economic and strategic
sense.
For information on this issue, visit the FASB's Web site at www.fasb.org.
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Executive Summary—Accounting Pronouncements and Guidance Update

•

FASB Statement No. 138, Accounting for Certain Derivative Instruments and Certain Hedging Activities

•

FASB Statement No. 139, Recission of FASB Statement No. 53 and Amendments to FASB Statements
No. 63,89, and 121

•

FASB Statement No. 140, Accounting for Transfers and Servicing of Financial Assets and
Extinguishments of Liabilities

•

FASB Interpretation 44, Accounting for Certain Transactions involving Stock Compensation

•

New and Revised Audit and Accounting Guides Issued

•

Proposed SOP—Acounting by Insurance Enterprises for Demutualizations and Formations of Mutual
Insurance Companies and for Certain Long-Duration Participating Contracts

•

Proposed elimination of pooling-of-interests accounting

Resource Central
Training courses, Web sites, publications, and other resources available to CPAs.

Training Courses
.197 The AICPA has developed a number of continuing professional education (CPE) courses that are
valuable to CPAs working in or serving the insurance industry. Those courses include—
•

AICPA's Annual Accounting and Auditing Workshop (2000-2001 Edition) (Product No. 737061 (for text)
or 187078 (for video)). Whether you are in industry or public practice, this course keeps you current,
informed, and shows you how to apply the most recent standards.

• SFAS 133: Derivative and Hedge Accounting (Product No. 735180). This course helps you understand
GAAP for derivatives and hedging activities. Also, you will learn how to identify effective and
ineffective hedges.

•

Independence (Product No. 739035). This new interactive CD-ROM course will review the AICPA
authoritative literature covering independence standards (including the newly issued SEC Prac
tice Section (SECPS) independence requirements), SEC regulations on independence, and ISB
standards.

•

SEC Reporting (Product No. 736745). This course will help the practicing CPA and corporate financial
officer learn to apply SEC reporting requirements. It clarifies the more important and difficult
disclosure requirements.

• Internal Control Implications in a Computer Environment (Product No. 730617). This practical course
analyzes the effects of electronic technology on internal controls and provides a comprehensive
examination of selected computer environments, from traditional mainframes to popular personal
computer set-ups.

Online Library
. 198 The AICPA has launched a new online learning library—AICPA InfoBytes. An annual fee ($95 for
members and $295 for nonmembers) offers unlimited access to over 1,000 hours of online CPE in one- and
two-hour segments. Register as our guest at infobytes.aicpaservices.org.
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Publications
.199 CPAs operating in the insurance industry may find the following publications valuable:

•

Audit and Accounting Guide, Life and Health Insurance Entities (Product No. 012500)

•

Audit and Accounting Guide, Audits of Property and Liability Insurance Companies (Product No.
011923)

•

The ABCs of Independence Risk Audit Risk Alert [AAM section 82001. This is a must-read primer on
the fundamentals of independence. Whether you are unfamiliar with the standards or need a
user-friendly refresher course, this Alert is for you.

•

E-Business Audit Risk Alert [AAM section 8210]. The "e-world" awaits. Are you ready? Find out
what is happening in the realm of electronic business and how it will affect your audits in this new
Alert.

•

Auditing Estimates and Other Soft Accounting Information (Product No. 010010kk). This practice aid
provides practical guidance for handling the problems related to the audit of soft accounting
information, illustrating how SAS No. 57, Auditing Accounting Estimates, may be applied by
auditors.

•

Checklists and Illustrative Financial Statements for Property and Liability Insurance Companies. This
publication offers a comprehensive financial statement disclosure checklist and sample financial
statements for property casualty insurance entities.

•

Checklists and Illustrative Financial Statements for Life Insurance Companies. This publication offers a
comprehensive financial statement disclosure checklist and sample financial statements for life
insurance entities.

•

Accounting Trends and Techniques—2000. This publication offers highlights of the latest trends in
corporate financial statements. Surveying over 600 public companies, this publication illustrates
accounting practices and trends, including presentations and disclosures.

Hotline Help
Accounting and Auditing Technical Hotline

.200 The AICPA Technical Hotline answers members' inquiries about accounting, auditing, attestation,
compilation, and review services. Call (888) 777-7077.

Ethics Hotline
.201 Members of the AICPA Professional Ethics Team answer inquiries concerning independence
and other behavioral issues related to the application of the AICPA Code of Professional Conduct. Call
(888) 777-7077.

Web Sites
.202 Further information on matters addressed in this Audit Risk Alert is available through various
publications and services offered by a number of organizations. Some of those organizations are
listed below.

AICPA Audit and Accounting Manual

AAM §8040.202

AAM §8040.202
Order by Fax
(816) 471-7004

Information Line
(202) 512-2250

Order Department
P.O. Box 5116
Norwalk, CT 06856-5116
(203) 847-0700, ext. 10

2070 Chain Bridge Road
Vienna, VA 22182
(703) 905-3770

Order Department
120 W. 12th St., Suite 1100
Kansas City, MO 64105-1925
(816) 471-7004

Superintendent of Documents
U.S. Government Printing Office
Washington, D.C. 20401-0001
(202) 512-1800

Publications Unit
450 Fifth Street, NW
Washington, D.C. 20549-0001
(202) 942-4046

Financial Accounting
Standards Board
(FASB)

Financial Crimes
Enforcement Network
(FinCEN)

National Association
of Insurance
Commissioners
(NAIC)

U.S. General
Accounting Office
(GAO)

U.S. Securities and
Exchange Commission
(SEC)
Information Line
(202) 942-8090, ext. 3
(202) 942-8092 (tty)

(201)938-3787

24 Hour Fax Hotline

Order Department
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
(888) 777-7077

American Institute
of Certified Public
Accountants
(AICPA)

Fax Services

General Information

Internet

www.sec.gov

www.gpo.gov

www.naic.org

www.ustreas.gov/fincen

www.fasb.org

www.aicpa.org

Information Sources

Organization

.202

Action Alert Telephone Line
(203) 847-0700, ext. 444

AcSEC Telephone Line
(212) 596-6008

Recorded Announcements

8138-22
Audit Risk Alerts
48
1-01

Copyright © 2001, American Institute of Certified Public Accountants, Inc.

48

1-01

Insurance Industry Developments—2000/01

8138-23

.203 This Audit Risk Alert replaces the Insurance Industry Developments—1999/2000 Audit Risk Alert. The
Insurance Industry Developments Alert is published annually. As you encounter audit or industry issues that
you believe warrant discussion in next year's Alert, please feel free to share those with us. Any other
comments that you have about the Alert would also be appreciated. You may email these comments to
RDurak@aicpa.org, or write to:
Robert Durak, CPA
AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
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Appendix A
Best Practices for Electronic Commerce Self-Defense
Web-savvy CPAs can help clients by offering these "e-sabotage" prevention tips.

Use firewalls to block intrusions. Pass
transmissions through a control point where
they can be checked for compliance with
security provisions.

□

Conduct a risk assessment of the enterprise. If □
possible, do it before implementing technical
controls so that weaknesses can be eliminated
before costly adjustments are needed.

□

Develop security standards. Communicate □ Monitor employees' online activity. Use
systems management tools to enforce security
security policy to employees so they under
policies consistently across multiple online
stand their responsibilities, the penalties for
environments and to automate user access. Use
violations, and what to do if they suspect online
e-mail analysis tools to intercept and scan e-mail
security has been breached.
for possible security violations.

□

Test defenses. Conduct a full systems audit, □ Monitor networks for unusual activity.
Determine whether installing additional
testing security—especially firewalls—to iden
security measures or systems resources, such as
tify potential weak points, including remote
RAM, would reduce the impact of a hacker
access to systems by e-mail, the Internet, and
attack. Also, use intruder detection software to
telephone.
maintain overall awareness of possible threats
to systems—for example, surreptitious largescale incursions during diversionary attacks.

□

Get an independent opinion on security □
measures. Have an objective outsider evaluate
overall online security, including firewalls,
antivirus software, and risk analysis tools.

Consult the Internet service provider.
Determine whether it can block attacks before
they reach company systems.

□

Limit access to e-commerce controls. Give □
access to the fewest people and the fewest
systems possible for the minimum time it takes
to perform essential functions. Use authentica
tion tools, such as passwords, smart cards, and
digital certificates, to verify identities online.

Inform the proper authorities when systems are
violated. Stress the importance of preserving
system activity logs, which may help identify
intruders.

AAM §8040.204

Copyright © 2001, American Institute of Certified Public Accountants, Inc.

48

1-01

Insurance Industry Developments—2000/01

8138-25

.205

Appendix B
AICPA Industry Expert Panel Created
The AICPA has developed an expert panel that focuses on identifying business reporting issues, with an
emphasis on audit and accounting matters, in the financial services industry. The Financial Services Expert
Panel is one of a number of industry-specific panels that have been created as part of the AICPA's effort to
revamp the Institute's volunteer structure.

The expert panel identifies and discusses industry-specific emerging issues and their effect on CPAs,
identifies additional guidance, if any (both traditional and nontraditional), that members need to be effective
and to protect the public, and develops plans for providing input on initiatives that should be brought to the
attention of standard setters or the AICPA prioritization mechanism, and other matters.
Joining the Expert Panel

Expert panel members should be forward-thinking, Vision-aligned, cross-functional individuals. In addition,
panel members may be non-CPA business professionals. The cross-functional criterion is intended to include
members with expertise in the traditional areas of accounting and auditing, as well as awareness and,
perhaps, expertise beyond the traditional areas. For example, depending on the needs of the area covered
by the expert panel, the members might have expertise in assurance services, operational and management
issues, technology, corporate governance, legislation, and other areas, in addition to expertise in the
traditional areas of accounting and auditing.

Rewards of Joining the Panel

Serving on the panel is a rewarding and enriching experience. Panel members interact with other top
professionals in their industry and address and resolve key forces, issues, and trends shaping the financial
services world. Moreover, expert panel members take the knowledge and experience they gain on the Panel
with them, enriching themselves, their work, and their firms.
Panel members will generally serve three consecutive one-year terms.

Apply now
For more information on the expert panels or to apply, visit AICPA Volunteer Central at www.skillscape.
com/aicpaonline.

[The next page is 8139.]
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AAM Section 8050
Lending and Depository Institutions
Industry Developments—2000/2001
In This Year's Alert . . .
•

What are the current and emerging economic and industry forces and trends?

•

Crucial information about loan loss allowances that you need to know.

•

The latest news on hot accounting topics.

•

What is all the talk about privacy issues about?

•

An extensive discussion about e-commerce.

•

Information and advice about money laundering and sanctions.

•

What important regulatory guidance has been issued recently?

•

What new auditing pronouncements and other matters do you need to be aware of?

•

What new accounting pronouncements and other matters do you need to be aware of?

•

Training courses, Web sites, publications, and other resources available to CPAs.

* * * *

How This Alert Helps You
.01 This Alert helps you expand your knowledge and understanding of the business environment your
clients operate in. This Alert helps you provide top-quality audit services to your clients in the lending and
depository institutions industry and helps you provide relevant information to those clients, thus adding
value to the business decision-making process. The information in this Alert bolsters your audit planning
efforts in considering industry matters. Moreover, this Alert helps you analyze and interpret relevant
information and converging information.

.02 If you understand what is happening in the financial institutions industry and you can interpret
and add value to that information, you will be able to offer valuable service and advice to your clients.
This Alert assists you in making solid and rapid strides in gaining that industry information and
understanding it.
.03 It is best to read this Alert in conjunction with the AICPA general Audit Risk Alert—2000/2001 [AAM
section 8010]. To order, call the AICPA Order Department at 1-888-777-7077.
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Industry and Economic Developments
What are the current and emerging economic and industry forces and trends?

The U.S. Economy
.04 The impressive performance of the U.S. economy persists, with economic activity expanding at a
rapid pace. Inflation and unemployment remain low, while productivity and personal income have surged.
Businesses continue to invest heavily in equipment and technology, and consumer spending remains high.
All major macroeconomic indicators are strong. Indeed, this great period of economic expansion has been
marked by a transformation to an economy that is more productive, as competitive forces become increas
ingly intense and new technologies raise the efficiency of businesses.

.05 Signs of moderation exist, however, as consumers have slowed their spending pace and inflation is
slightly higher than 1999. Also, debt levels in the nation have risen to record levels and the U.S. trade deficit
has widened enormously.
What Lies Behind the Economic Expansion?

.06 The groundwork for this historic period of economic growth was laid in the 1980s through cuts in tax
rates, a strengthening of the dollar, trade globalization, the deregulation of key industries, the rebuilding of the
military, and the peace dividend that resulted from the Cold War victory. These factors generated powerful
entrepreneurial and technological forces that transformed the economy and unleashed a wave of prosperity.
Hidden Risks

.07 The vast amounts of consumer and business debt piling up in the country are worrisome. Rising
interest rates or a mild economic downturn can lead to a surge in defaults and a liquidity crunch. Moreover,
the huge trade deficit is a major problem that, when combined with a falling stock market or a falling dollar,
could cause an economic crisis.

Overview of Foreign Economies
Western Europe

.08 Economies in Western Europe generally are growing and show strong signs of expansion. Unem
ployment is at its lowest level since the early 1990s and inflation is very low, despite the huge increase in oil
prices. Domestic consumption and investment are high; in fact, domestic consumption is beginning to
outpace exports as the main driver of economic expansion. Western European governments have been
reducing taxes and running budget surpluses. Moreover, deregulation efforts have helped foster competition
and keep inflation in check.
.09 The Euro. The euro has been falling substantially. Since its inception at the beginning of 1999, its
value is down 23 percent. This euro slide has many people worried. If the euro continues to fall, inflation
may shoot up and confidence in the currency and in Europe's economies will falter. A plunging euro is
hurting the earnings of U.S. companies that do business in the eleven-nation euro zone. More importantly,
the steady downward plight of the euro threatens global economic stability. Pressure has been mounting on
the European Central Bank to raise interest rates to support the euro; however, interest rate increases could
ruin the current economic growth in many European countries. Group of Seven finance ministers are
expected to address the risky euro situation in the future.
.10 Many factors lie behind the decline of the euro. Primary among them are the superior growth of the
U.S. economy, higher U.S. interest rates that make it worthwhile to hold dollar-denominated securities, and
a massive capital flow into the United States and away from Europe.
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Asia
.11 Economic activity in many Asian countries, like the Philippines, Indonesia, and Singapore, continues
to firm, but at varying rates. Some Asian currencies, like the Indonesian rupiah and the Thai baht, have been
undergoing significant devaluations lately. The main reason for these current currency problems seems to
be specific political and economic difficulties in each nation suffering from the devaluations. Little evidence
exists, however, that the problems will spread to other Asian nations or become a serious global crisis like
the currency crisis of 1997-98.
.12 South Korea. South Korea's economy has been experiencing extremely fast growth and its currency
has appreciated due to the excellent economic picture. Economists predict that the current growth will
decrease in the future to more normal growth rates.

.13 Japan. The Japanese economy is showing signs of stronger performance, with particular strength
in private consumption and investment. Industrial production is expanding at a healthy pace and business
confidence has picked up. Unemployment is high, however, and outstanding public debt remains large and
growing. Deflation also remains a concern.

The Americas
.14 A general economic recovery in Latin America continues. Heightened political uncertainty in
Venezuela, Peru, Colombia, and Ecuador has sparked financial market pressures. In Argentina, the pace of
recovery appears to have slackened, as the government's fiscal position and, in particular, its ability to meet
the targets of its International Monetary Fund program remain a focus of market concern.
.15 Mexico. In Mexico, economic activity has been strong, boosted by strong exports to the United
States, soaring private investment, and increased consumer spending. Nevertheless, the Mexican economy
is still vulnerable. Eighty-five percent of Mexico's exports go to the United States, and oil production is a big
factor influencing the country's economic health. An economic downturn in the United States or a significant
drop in oil prices could quickly and seriously hurt Mexico's economy. The country's banking sector is still
shaky and lending activity is light.
.16 Canada. Economic activity in Canada is quite robust, generating strong gains in employment and
reducing the remaining slack in the economy. The expansion is supported by both domestic demand and
spillovers from the U.S. economy. Inflation remains low and interest rates have risen, matching increases in
U.S. rates.
.17 Brazil. In Brazil, inflation is remarkably well contained and interest rates have been lowered, but
unemployment remains high. An improved financial situation allowed the Brazilian government to repay
most of the funds obtained under its December 1998 international support package. However, Brazilian
financial markets exhibit continued volatility.
Russia

.18 Foreign investment in the Russian economy has all but dried up. Systemic corruption,
unstable economics, and the Russian government's 1998 default have all contributed to driving away
foreign investment. Russian accounting rules, which do not adhere to U.S. or international standards,
make judging the financial health of businesses in the country next to impossible. Most non-Russian
financial institutions doing business in the country concern themselves primarily with providing
services to multinational corporations and help with trade agreements and letters of credit. The
Russian economy has been on an upswing, due primarily to the great increase in oil prices, which is
a main Russian export.
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Forces Influencing the Industry
.19 Consolidation and Convergence. Many forces are at work shaping the lending and depository
institutions industry. The industry has been consolidating and converging for years, although merger and
acquisition activity during 2000 was generally light, due partly to low stock prices and an uninviting market
for new deals. Nevertheless, some very substantial deals were announced, fueling the consolidation trend.
Chase Manhattan's agreement to acquire J.P. Morgan, the announced merger of Credit Suisse First Boston
and Donaldson, Lufkin & Jenrette Co., and the announced merger of UBS AG with PaineWebber Group Inc.
are recent examples of industry consolidation and the rapid rise of financial service conglomerates. Further
global mergers and acquisitions are expected. As these and future mergers occur, pressure builds on the
remaining institutions within the industry and on companies in the rest of the financial services industry to
consolidate, converge or consider strategic alliances in order to remain competitive and even viable.

.20 In the wake of these numerous mergers and acquisitions, new community-sized institutions continue
springing up. However, even the small, neighborhood institutions find a need to offer a variety of financial
services, including Internet access, to gain and retain customers.
.21 Globalization and Competition. Hand-in-hand with the forces of consolidation and convergence,
a process of globalization and intense competition between institutions and with firms in other financial
services industries continues to grow.

.22 Modernization Legislation. In the midst of all of these powerful forces, financial modernization
legislation, enacted in 1999, is in the process of taking effect. As the details of that legislation are hammered
out, a system for regulating the vast financial services landscape will take shape. The banking regulators are
creating systems to supervise and regulate the new, interdiscipline financial conglomerates.
.23 Electronic Commerce, Privacy, and Predatory Lending. Electronic commerce (e-commerce) promises
to reinvent the way financial institutions do business and the way audits are planned and performed. In
connection with e-commerce, the issue of privacy has become a hot topic of concern. Another hot topic currently
affecting the industry is predatory lending. Most predatory lending occurs in the subprime market and takes
advantage of vulnerable people with limited access to financial counseling or to fairly priced financial alternatives.

.24 Expansion Into New Businesses. As in previous years, financial institutions continue to enter and
deepen their involvement in such businesses as insurance, securities underwriting, asset management,
mutual funds, and trust management. In addition, institutions continue to expand their product lines in the
search for higher earnings and fee-generated income.
.25 Rising Interest Rates. Finally, interest rates have risen considerably in the United States, affecting
the business growth and financial condition of lending and depository institutions.

General Industry Performance
.26 The performance of financial institutions is mixed, but generally very good. Performance results
highlight the reliance more and more institutions are placing on nontraditional, more volatile lines of
business. Generally, institutions are posting strong earnings, positive loan growth, and are well capitalized.
Community-sized institutions appear to have a solid capital base. The performance of commercial mortgagebacked securities (CMBS) servicers has not been as strong, however, due to a slowdown in the issuance of
CMBS as a result of higher interest rates.

.27 Credit unions have generally been experiencing solid growth in their customer bases but slowing
growth in their savings bases. New legislation has allowed credit unions to broaden their fields of member
ship. In addition, many credit unions, as well as other community-sized institutions, are using more
aggressive marketing tactics to draw in customers who are disaffected with recent bank mergers or who feel
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ill served by larger, less personal institutions. As loan growth has recently been outpacing savings growth,
some credit unions may face a liquidity crunch.

Credit Quality Generally Good
.28 Delinquency rates on most loans remain low. Rising incomes, low unemployment, and strong
business earnings are contributing to healthy loan portfolios at most institutions. Moreover, many institu
tions have tightened their underwriting standards and lending terms on most kinds of loans, particularly
commercial loans.
Some Concern About Credit Quality

.29 Although credit quality at most institutions appears healthy, some concern exists about credit quality
and underwriting standards for agricultural, construction, realty, and commercial and industrial loan
portfolios. Several indicators of weakening business credit quality, including increasing corporate indebted
ness, stress in some prominent industry sectors, and adverse trends in corporate bond defaults point to
potential credit quality problems in the future. Also, some institutions have incurred losses related to
syndicated loans made to companies experiencing financial difficulties. A number of lenders have begun
preparing for an expected economic downturn by tightening underwriting standards and closely monitoring
credit quality.

Commercial, Construction, and Realty Lending
.30 Commercial business lending has expanded briskly. The commercial mortgage lending industry
has experienced solid growth as businesses continue to invest in office space and other facilities. In
addition, commercial realty lending exhibits healthy growth. Commercial lending has increased, in part,
because some businesses are seeking loans from financial institutions as an alternative to a less receptive
corporate bond market.
.31 Real estate markets appear relatively healthy. Construction and land development lending has grown
well over the past year. Overall credit quality on construction and realty loans appears very good.

.32 Some signs of overbuilding are present however. (See the discussion in "Credit Quality Concerns"
section.)
.33 Rising interest rates have tempered the growth in commercial, construction, and realty lending, and
the outlook for further strong growth does not look promising, given the upward trend in interest rates.

Credit Quality Concerns
.34 As mentioned above, some concern exists about overbuilding in the industry. The potential for
overbuilding is present in the Atlanta, Charlotte, Dallas, Denver, Fort Worth, Jacksonville, Las Vegas,
Orlando, Phoenix, Portland (Oregon), Sacramento, Salt Lake City, and Seattle markets. Furthermore, under
writing standards and interest rate margins have slipped recently in the overall construction and real estate
lending sector, raising legitimate concern about the future quality of loan portfolios in the sector if economic
conditions should falter.

Consumer and Home Mortgage Lending
.35 While consumer lending has been growing briskly, consumer debt increases have slowed from the
strong levels of previous years. Auto loans, credit card lending, mobile home loans, and boat loans have been
surging at many institutions. A favorable economic outlook and increasing personal wealth have contributed
to increased consumer spending and consumer debt. Household debt service levels have risen to significant
heights due to the combination of rapid debt growth and rising interest rates.
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.36 Financial institutions' increased holdings of consumer and mortgage loans were also caused in part
by a slower pace of securitizations. In the housing sector, for instance, the rising interest rate environment
has kept the demand for adjustable-rate mortgages (ARMs) relatively elevated, and institutions tend to hold
these securities on their books rather than securitize them.
.37 As with commercial loans, rising interest rates have tempered consumer and mortgage loan growth
recently and will apparently continue to do so in the future. Rising interest rates cause housing affordability
to deteriorate and, as a result, new home purchases, existing home purchases, housing construction,
mortgage lending, and mortgage refinancings all have declined of late. However, new home sales in July
2000 skyrocketed, countering the declining trend. Keep in mind that new homes sales reports tend to be
volatile and somewhat questionable. It seems that although short-term interest rates have been rising,
long-term rates, which are based on bond market yields, have been falling, thus benefiting housing demand.

Agricultural Lending
.38 Weak exports and surplus commodity supplies continue to affect farmers and ranchers adversely.
Despite these factors, loan quality remains strong at agricultural lending institutions. Federal assistance to
farmers has helped them maintain adequate cash flow and remain current on their debts. Charge-offs,
foreclosures, and delinquencies remain low in the sector. Moreover, other traditional benchmarks of an
institution's health, such as increased earnings, strong loan growth, good asset quality, and capital, are at
high levels.
Some Risk Exists

.39 Nevertheless, weak exports, surplus supplies, a strong dollar, and foreign competition are all factors
putting pressure on the agricultural industry. Management at many agricultural lending institutions expects
the quality of their loan portfolios to deteriorate in the future.

Industry Risks and Pressures
.40 Management at numerous institutions may come to view the current exceptional period of vibrant
economic growth and strong industry performance as the norm rather than the exception. When lending
decisions are made and underwriting standards are developed under that mindset, an institution's ability
to weather weaker economic conditions becomes troubling and uncertain. Remember that most bad loans
are made during good times. Despite the growing economy and the excellent existing lending conditions,
factors such as lax underwriting standards, fraud, credit concentrations, and rapid entry into new and
unfamiliar businesses can lead to serious losses at financial institutions. Also, an economic slowdown could
spell trouble for any financial institution that has aggressively grown its loan portfolio over the last few years,
including the host of newly chartered community institutions.
.41 Furthermore, pressure exists in the industry on liquidity and interest margins. Deposit bases have
been under pressure for over two decades, especially owing to the rise in equity values and mutual funds.

Competitive Pressures
.42 The industry continues to experience intense competition, affecting institutions of all sizes. The
boundaries between traditional lines of business are eroding and competition from other industries and from
virtual players is increasing. Financial institutions are competing with each other over many areas, including
the kinds of products and services they offer and the pricing of those products and services.
.43 Pricing competition hurts margins and often leads institutions to engage in riskier lending to reach
higher nominal yields and compensate for lower profits. Management of some of these institutions may fail
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to recognize the difference between nominal and risk-adjusted yields. Consequently, serious losses can befall
those institutions.

.44 In the face of intense competition, a number of community-sized institutions have successfully
partnered with brokerages, insurance companies, high-technology companies, and other firms to provide
the kinds of products and services that the market demands. One advantage to that approach is the avoidance
of steep costs that would be necessary to develop those products and services in-house.
Rising Interest Rates

.45 The Federal Reserve Board (FRB) has raised interest rates over the past year in an effort to cool off
the super-heated U.S. economy and prevent inflation. Interest rate increases tend to dampen loan demand
and refinancing activity and increase an institution's funding costs. If the Fed succeeds in slowing down the
economy, commercial lending, mortgage lending, and demand for other services offered by financial
institutions will suffer. Furthermore, both long-term assets and volatile liabilities have been growing as a
percentage of total assets at some institutions, suggesting that earnings and equity values are increasingly
at risk to rising interest rates.
.46 More ARMs. Higher interest rates also make ARMs more attractive than fixed-rate mortgages
(FRMs) for borrowers. The recent shift in demand from FRMs to ARMs has benefited the thrifts who have
traditionally been the major ARM lender. Many of these loans are held in portfolio by the thrifts as opposed
to being sold or securitized. While the holders of the ARMs may benefit from rising rates, the increase in
monthly payments caused by the increases in the ARMs' index rates, have the negative effect of increasing
the credit risk of borrowers with already high levels of consumer debt.

.47 FRMs' Sensitivity to Rising Rates. The intense mortgage refinancing activity of previous years
brought about a dramatic change in the asset portfolio composition of many financial institutions. Home
owners switched from ARMs into longer-term FRMs, especially 30-year mortgages, to take advantage of
historically low 30-year mortgage rates. As a result, many institutions that have historically been portfolio
lenders, were forced to increase their absolute and relative holdings of FRMs. This makes those institutions
more sensitive to interest-rate increases.
.48 Managing Interest Rate Risk. To counter the effects of rising interest rates, numerous financial
institutions take positive steps by changing their mix of interest-rate-sensitive assets and funding sources.
Also, the recent shift in product demand towards ARMs will naturally tend to reduce interest-rate risk as
ARMs are added to portfolios. Changes in the interest rate risk profile of an institution can be a very slow,
extended process. Unfortunately, institutions often take other, short-term steps, such as enacting layoffs and
lowering their underwriting standards, to counter rising interest rates.
.49 Auditor Considerations. As noted above, rising interest rates can have a considerable impact on a
financial institution's profitability, liquidity, and the value of its loan and investment portfolios. You may
need to consider whether the institution has adequate asset liability management procedures in place to
understand and manage its interest-rate risk and liquidity risk in a rising interest rate environment.
Additionally, you may need to assess what effect layoffs and lower underwriting standards may have on
your client and your audit procedures. Finally, the impact of interest rates on the client's asset values and
capital should be considered.
.50 Statement on Auditing Standards (SAS) No. 82, Consideration of Fraud in a Financial Statement Audit
(AICPA, Professional Standards, vol. 1, AU sec. 316), requires auditors to consider fraud risk factors that relate
to both misstatements arising from fraudulent financial reporting and misstatements arising from misap
propriation of assets. The economic and industry conditions discussed above may present fraud risk factors
depending upon the individual circumstances of the engagement. You should consult the requirements of
SAS No. 82 as part of your planning procedures.
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Financial Modernization Legislation
.51 On November 12,1999, the Gramm-Leach-Bliley Act (GLB, or the Act) became law, thus modernizing
the U.S. financial framework. Many aspects of GLB became effective on March 11,2000.

Summary of the Legislation
.52 GLB repealed the last vestiges of the Glass Steagall Act of 1933. It modified portions of the 1956 Bank
Holding Company Act to allow affiliations between banks and insurance underwriters. While preserving
the authority of states to regulate insurance, the Act prohibits state actions that have the effect of preventing
bank-affiliated firms from selling insurance on an equal basis with other insurance agents. GLB allows for
the creation of a new financial holding company, authorized to engage in underwriting and selling insurance
and securities, to conduct both commercial and merchant banking, to invest in and develop real estate and
other "complementary activities." There remain limits on the kinds of nonfinancial activities these new
entities engage in.
.53

In addition, GLB allows national banks to underwrite municipal bonds.

.54 The Act restricts the disclosure of nonpublic customer information by financial institutions. All
financial institutions must provide customers the opportunity to "opt-out" of the sharing of the customers'
nonpublic information with unaffiliated third parties. The Act imposes criminal penalties on anyone who
obtains customer information from a financial institution under false pretenses.
.55 GLB amended the Community Reinvestment Act (CRA) to require that financial holding companies
not be formed unless their insured depository institutions have received no less than a satisfactory CRA
rating. GLB also requires public disclosure of bank community CRA-related agreements. The Act grants
some regulatory relief to small institutions in the shape of reducing the frequency of their CRA examinations
if they have received outstanding or satisfactory ratings. The Act prohibits affiliations and acquisitions
between commercial firms and unitary thrift institutions.
.56 GLB makes significant changes in the operation of the Federal Home Loan Bank (FHLB) System,
easing membership requirements and loosening restrictions on the use of FHLB funds.

Help
•
•
•

Desk—For much more detailed information on GLB, visit the following Web sites—
U.S. House Committee on Banking: www.house.gov/banking/s9001ang.htm
Federal Reserve Bank of Philadelphia: www.phil.frb.org/src/glba.html
U.S. Senate Banking Committee: www.senate.gov/-banking/conf

.57 The FRB and other regulatory agencies have issued regulations in connection with GLB, financial
holding companies, financial subsidiaries, and other GLB-related matters. CPAs should be alert to the
issuance of new regulations and laws that will follow in the wake of GLB.

Institutions Expanding Product and Service Lines
.58 Financial institutions that add or expand products, services, and businesses may generate audit risks and
risks to themselves. Combining institutions may join together different financial sector products and services (for
example, insurance, checking accounts, loans, asset management, and brokerage services) under one roof. You
should consider the following factors when your client is adding or expanding products, services, or businesses.
•

Management may lack expertise in the new areas. For example, management may not possess the
knowledge and skills needed to manage the business and risk of selling insurance. This lack of
expertise may contribute to financial statement misstatements and internal control weaknesses. You
may want to assess management's level of expertise in the new areas of business and consider that
assessment in the determination of your audit procedures.
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•

Management may not properly implement industry-specific accounting principles related to the new
areas. You should determine that proper accounting principles are being applied concerning the new
areas of business.

•

The accounting, operations, and other systems related to the new areas may lack adequate testing
and proper integration with core systems. Thus, these new systems may have inadequate internal
control, which may result in unreliable accounting data. You should consider this when planning
and performing the audit. SAS No. 55, Consideration of Internal Control in a Financial Statement Audit
(AICPA, Professional Standards, vol. 1, AU sec. 319), provides guidance on internal control. In addition,
you should be familiar with the requirements of SAS No. 60, Communication of Internal Control Related
Matters Noted in an Audit (AICPA, Professional Standards, vol. 1, AU sec. 325).

•

According to SAS No. 60, auditors may become aware of matters relating to internal control that, in
their judgment, should be communicated to the audit committee. Such matters represent significant
deficiencies in the design or operation of internal control, which could adversely affect the institu
tion's ability to record, process, summarize, and report financial data consistent with the assertions
of management in the financial statements.

•

The institution may fail to comply with regulations attendant to the new area of business. The
institution's failure to comply may result from an unfamiliarity with the regulations and a lack of
expertise in the new area. You may want to inquire about the regulations that exist in new business
areas (to the extent necessary to perform a proper audit). SAS No. 54, Illegal Acts by Clients (AICPA,
Professional Standards, vol. 1, AU sec. 317), describes an auditor's responsibilities regarding violations
of laws or governmental regulations.

You may want to assess management's depth and an institution's strategic plans when a client enters
complicated, new areas of business. If you require the help of a specialist, you should consider the guidance
in SAS No. 73, Using the Work of a Specialist (AICPA, Professional Standards, vol. 1, AU sec. 336).

Tight Labor Market Generating Risks
.59 Like many organizations today, financial institutions have been affected by the tight labor market
and shortage of qualified applicants to fill needed positions, from tellers to senior management. Positions
have remained vacant for longer periods and institutions are often forced to fill positions with individuals
who may not meet prior qualification standards. The unusually high employee turnover and the industry's
inability to fill open positions in a timely manner can have a serious effect on the financial institution's internal
control structure and financial reporting and accounting systems.
Auditing Considerations

.60 You should be aware of the possible effect that key unfilled positions can have on internal control.
Institutions that in prior years had strong financial reporting and accounting controls could see those controls
deteriorate due to a lack of qualified employees. Controls over other areas such as lending and collections
could also suffer. Moreover, the tight labor market could pressure institutions to compromise their standard
hiring practices. This could create additional exposure to possible internal fraudulent activity. You may want
to consider these issues in planning and performing the audit and in assessing control risk. Remember that
gaps in key positions may cause control weaknesses representing reportable conditions that should be
communicated to management and the audit or supervisory committee in accordance with SAS No. 60.

Internal Control Deficiencies and Audit Processes
.61 Increasing concern exists about a number of audit and internal control deficiencies at many institu
tions. Underscoring these concerns are the results of a recent industry survey reporting that financial
institutions lost $7 billion dollars in 1998 due to internal control problems. Some of these deficiencies have
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contributed to significant operating losses and failures. Many institutions have cut back the size, status,
independence, and proficiency of internal audit departments. Also, under pressure to maximize earnings,
management at some institutions has accepted a higher risk of operational losses stemming from weak internal
control in return for whatever quick savings might be realized by failing to make those controls more robust.
Regulatory Agencies Focus on Internal Control and Audit Processes

.62 Going forward, the regulatory agencies will be emphasizing internal control and audit processes.
The Office of the Comptroller of the Currency (OCC) has also distributed a handbook to institutions and
examiners to help them assess the adequacy of internal control and audit programs and identify areas where
they may need to be strengthened. (See OCC Advisory Letter 2000-6 for further information. The OCC Web
site is www.ustreas.gov.) The Office of Thrift Supervision (OTS) is currently revising its internal control,
internal audit, and external audit handbook sections as well.

.63 As part of the OCC's emphasis, its examiners will be evaluating the quality and effectiveness of the
work performed by the internal and external auditors. This may involve increased requests to review certain
aspects of the auditors' workpapers. Auditors are required by law to make workpapers available to
examiners of institutions over $500 million in assets.
Guidance on Internal Control

.64 On every audit, the auditor is required to obtain an understanding of internal control sufficient to
plan the audit. A sufficient understanding means the auditor should determine how internal controls,
relevant to an audit of financial statements, are designed and whether they have been placed in operation.
SAS No. 55, as amended, provides a framework to help the auditor obtain an understanding of internal
control. That framework is built on two concepts: objectives and components.
.65 Objectives and Components of Internal Control. An objective is what the institution is trying to
achieve. Generally, an institution tries to achieve objectives in the following three categories:
1. Reliability of financial reporting

2. Effectiveness and efficiency of operations
3. Compliance with applicable laws and regulations

.6

6 For each of these objectives, internal control consists of the following five interrelated components:

1. Control environment

2. Risk assessment
3. Control activities
4. Information and communication

5. Monitoring
See SAS No. 55, as amended, for an extensive discussion about these internal control components.

.67 Understanding an Institution's Internal Control. Your understanding of internal control is used to
identify types of potential misstatements, consider factors that affect the risk of material misstatement, and
design substantive tests. Your understanding of a client's internal control should be based on your previous
experience with the client, inquiries of appropriate personnel, inspection of documents, and observation of
the institution's activities and operations.
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Communication of Internal Control-Related Matters

.68 SAS No. 60, Communication of Internal Control Related Matters Noted in an Audit, as amended, provides
guidance in identifying and reporting conditions that relate to an entity's internal control observed during an
audit of financial statements. During the course of an audit, the auditor may become aware of matters relating to
internal control that may be of interest to the institution's board of directors or the board's audit committee.
Matters that, in the auditor's judgement, represent significant deficiencies in the design or operation of internal
control, which could adversely affect the institution's ability to record, process, summarize, and report financial
data consistent with the assertions of management in the financial statements, should be communicated to the
audit committee. Such matters are referred to as "reportable conditions."
.69 Material Weaknesses in Internal Control. A reportable condition may be of such magnitude as to
be considered a material weakness. A "material weakness" in internal control is a reportable condition in
which the design or operation of one or more of the internal control components does not reduce to a
relatively low level the risk that misstatements caused by error or fraud in amounts that would be material
in relation to the financial statements being audited may occur and not be detected within a timely period
by employees in the normal course of performing their assigned functions. An auditor is not required to
identify and communicate separately material weaknesses.

Increased Outsourcing to Third-Party Service Organizations
.70 Financial institutions are significantly increasing their use of outside service organizations to help
manage a growing number of services and products. Factors such as cost reduction, competitive pressures,
and a lack of qualified employees are hastening this trend. Critical services are now outsourced, many of
which could have a material effect on the internal control and the financial information systems of an
institution. Some typical examples of outsourcing are—
•

Mortgage loan processing, servicing, originations, and documentation.

•

Consumer loan approval and application processing.

•

Investment accounting, record keeping, and valuations.

•

Credit card processing and account services.

•

Web site hosting, online banking, and internet bill payment.

•

Payroll and employee benefit programs.

•

Asset liability management services.

•

Accounting and servicing of automobile leases.

Internal Control Considerations

. 71 Financial institutions need to implement effective internal control over transactions performed by
third parties. When an institution uses a third party or service organization, transactions that affect the
institution's financial statements are subjected to controls that are, at least in part, physically and operation
ally separate from the financial institution. The significance of the controls of the service organization to those
of the institution depends on the nature of the services provided by the service organization, primarily the
nature and materiality of the transactions it processes for the institution and the degree of interaction between
its activities and those of the financial institution.

Auditing Considerations

. 72 An auditor should obtain an understanding of each of the five components of an institution's internal
control sufficient to plan the audit. This understanding may encompass controls placed in operation by the
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financial institution and by service organizations whose services are part of the institution's information
system. In planning the audit, such knowledge should be used to—

•

Identify types of potential misstatements.

•

Identify factors that affect the risk of material misstatement.

•

Design substantive tests.

.73 SAS No. 70, Service Organizations (AICPA, Professional Standards, vol. 1, AU sec. 324), provides
guidance on the factors an auditor should consider when auditing the financial statements of an entity that
uses a service organization to process certain transactions. SAS No. 70 guides an auditor through planning,
understanding controls, assessing control risk, contacting the service organization, using a service auditor,
and other essential matters.

Credit Union Charter Conversions
.74 For a variety of reasons, many credit unions have recently converted from federal to state charters.
When a credit union converts its charter, it often gains a new field of membership that may include a
community covering a wider geographic area and new core membership groups.

.75 Credit unions that convert from a federal to a state charter may risk failing to comply with new and
unfamiliar regulations. In these cases, you may need to be aware of any new regulations affecting your client
and inquire about the client's process to ensure compliance with the new regulations. SAS No. 54 describes
an auditor's responsibilities regarding violations of laws or government regulations.
Possible Risks Created by Charter Conversions

.76 A credit union that previously serviced a single core group of members may gain a wider and much
larger group of members to service when it converts its charter. Additional risks may arise. For instance—
•

Management and personnel may lack the experience or expertise in dealing with a wider membership
base.

•

Additional credit risks may arise when a new field of membership is added. Underwriting standards
that were sound for a single core group of individuals may need to be rethought or redesigned to
account for a broader range of borrowers.

•

Increased exposure to fraudulent activity may occur. The addition of new, unknown members raises
the risk of fraudulent activities such as fictitious credit applications, identity theft, check schemes,
and money laundering.

•

A new field of membership may create substantial growth opportunities. Management may not be
experienced in or capable of managing the business growth. Growth often strains operations and
employees. Critical controls could be compromised. For example, previous control responsibilities
may be overlooked as employees take on additional responsibilities.

You may need to consider the above-listed risks and factors when planning your audit and assessing risks
and internal control.

Predatory Lending
.77 Regulators, politicians, community groups, and industry executives are targeting the practice of
predatory lending as a major area of concern. Defining predatory lending is not easy. Predatory lending
usually involves the targeting of poor, lower middle-class, and hard-pressed people who have tarnished
credit histories or may not have access to lower cost sources of credit. These individuals may lack borrowing
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experience and adequate information. Predatory lenders take advantage of these individuals through lending
practices that are unfair, deceptive, or fraudulent. Through a combination of questionable marketing tactics,
collection procedures, and loan terms, predatory lenders deceive and exploit such borrowers. Predatory lenders
often charge excessive fees and manipulate borrowers into loans they cannot afford to pay. Often, serious harm
is inflicted upon the financial health of people who are the targets of predatory lenders.
Not the Same as Subprime Lending

.78 Predatory lending is not equivalent to subprime lending. Responsible subprime lending has helped
many people get loans and mortgages that they would otherwise have been unable to obtain due to tarnished
credit histories, unstable employment, high personal debt, or other reasons. Predatory lenders may target
the same borrowers as legitimate subprime lenders, but the predatory lender tends to offer loans with terms
and conditions that unreasonably exploit those individuals.
Effects of Predatory Lending

.79 As stated above, predatory lending practices often cause severe financial harm to many poor and
lower middle-class people by manipulating them into paying exorbitant fees and interest rates and by leading
them into default. In addition to the harm done to the borrower, predatory lending can lead to a high volume
of foreclosures, undermine the reputation of financial institutions and the industry, and subject institutions,
who may be indirectly involved with predatory lending, to costly litigation. Additionally, predatory practices
may involve violations of fair lending statutes and other consumer protection provisions.
Where Predatory Lending Exists and an Institution's Involvement

.80 Predatory lending exists in the home mortgage sector and in other sectors such as paycheck lenders,
car title lenders, and other easy money lenders. Most predatory lending seems to occur in the subprime
mortgage market. A financial institution may be directly or indirectly involved in predatory lending.
.81 An institution's relationship with a mortgage broker may be a form of indirectly funding predatory
loans. A broker can substantially influence the terms of a loan during the application phase of the loan
process. Such influence can be predatory in nature through the use of deceptive or misleading practices.

.82 Also, an institution may indirectly be involved in predatory lending by providing lines of credit to
predatory lenders or by purchasing securities backed by predatory loans.

What is Being Done
.83 In response to the concerns that have been raised over predatory lending, a task force of repre
sentatives from the federal banking agencies, the National Credit Union Administration (NCUA), the U.S.
Department of Justice, the Federal Trade Commission (FTC), and the Department of Housing and Urban
Development (HUD) is studying the issue and plans on developing recommendations and actions to curb
predatory practices. Ideas under consideration include stricter enforcement of fair lending rules and new
laws to further regulate predatory lending. Already, the Treasury Department and HUD have issued
proposals to crack down on predatory lending practices. These proposals include increased consumer
education and new legislation that would outlaw certain predatory practices. State regulators are already
implementing new standards and issuing fines to predatory lenders, and Fannie Mae and Freddie Mac are
taking increasingly aggressive actions to ensure that their loan purchases do not encourage predatory lending.
.84 On July 25, 2000, the OCC issued an Advisory Letter (www.occ.treas.gov/ftp/advisory/2000-7.txt)
to institutions they regulate and their examining personnel. The advisory alerts appropriate individuals to
abusive lending practices that may involve violations of fair lending and other consumer protection laws
and regulations.
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.85 On April 5,2000, the OTS issued an Advance Notice of Proposed Rulemaking entitled “Responsible
Alternative Mortgage Lending" (www.ots.treas.gov:8765/query.html). The Notice seeks public input on
potential approaches that will facilitate thrifts' efforts to responsibly address the lending needs of tradition
ally underserved markets, consistent with safe and sound operation.
.86 More Government Regulation May Not Be the Answer. Addressing the problem of predatory
lending will not be easy. Most predatory lenders are not subject to regulation by any of the federal financial
regulators. As such, options for action are limited. Furthermore, legitimate concerns exist that the efforts now
underway to curb predatory lending may lead to a curtailment of responsible subprime lending. Indeed a
number of people in the industry believe that the extent of the predatory lending problem is being
exaggerated. At a recent congressional hearing, some members stated that the Home Ownership and Equity
Protection Act of 1994 is sufficient to deal with the predatory lending problem. History attests to the fact that
more regulation is very often not the right way to solve a problem.

Credit Risk Watch
Crucial information about loan loss allowances that you need to know.
.87 Credit quality is generally good in the industry. Notwithstanding, causes for concern about credit
quality exist, as discussed in the "Industry and Economic Developments" section above. Apparently
healthy loan portfolios may contain hidden losses that emerge during economic downturns or other
periods of financial difficulties. In addition to the credit quality concerns and risks discussed in the
"Industry and Economic Developments" section above, other signs for caution present in the industry
include:

•

The percentage of commercial and industrial loans that are noncurrent has been rising.

•

The share of assets that mature or reprice at intervals of five years or longer continues to increase.

•

The proportion of institutions' loans that represent concentrations of credit risk—their commercial
loans with relatively large balances—is rising. With these loans, a small number of defaults can impair
an institution's capital or income.

•

The share of commercial institutions' assets that is funded by core deposits has been falling.

•

The ratio of loan loss allowances to total loans is at historically low levels.

Concern About Agricultural, Construction, Realty, and Commercial and Industrial
Loans
.88 Financial institutions that loan money to farmers and ranchers may face higher risk as a result of the
economic trouble confronting those agricultural producers. (See the related discussion in the "Industry and
Economic Developments" section.)

.89 If your client is a financial institution with loans to farmers and ranchers who are affected by falling
commodity prices and exports, your audit procedures may need to include steps to carefully evaluate how
bank management monitors such loans. These financial institutions may have risks related to concentrations
of loans to farmers and ranchers in specific geographic areas that are particularly hard hit by economic
difficulties.
.90 Also, if your client holds construction, realty, and commercial and industrial loans, these assets and
the respective internal controls and monitoring systems may require special attention in your risk assessment
and auditing procedures, based on the individual circumstances of the institution.
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Accounting Guidance
.91 Of particular concern to financial institutions are Financial Accounting Standards Board (FASB)
Statement of Financial Accounting Standards Nos. 5, Accounting for Contingencies, and 114, Accounting by
Creditors for Impairment of a Loan, as amended by FASB Statement No. 118, Accounting by Creditors for
Impairment of a Loan—Income Recognition and Disclosures, SEC Financial Reporting Release No. 28, Accounting
for Loan Losses by Registrants Engaged in Lending Activities, and the Interagency Policy Statement on the
Allowance for Loan and Lease Losses (Interagency Policy Statement) jointly issued on December 21,1993,
by the federal banking regulators. For nonpublic financial institutions, the guidance in the Interagency Policy
Statement requires allowance for loan losses documentation very similar to that in Release No. 28.
.92 In addition, financial institutions and auditors need to follow the guidance in Statement of Position
(SOP) 94-6, Disclosure of Certain Significant Risks and Uncertainties, EITF Topic D-80, Application of FASB
Statements No. 5 and No. 114 to a Loan Portfolio, and the AICPA Audit and Accounting Guides Banks and Savings
Institutions, Audits of Credit Unions, and Audits of Finance Companies.
Loan Loss Allowance Methodology and Documentation

.93 SEC Release No. 28. Release No. 28 requires a registrant to follow a procedural discipline in
determining the allowance for loan losses. The SEC staff expects a registrant to maintain allowance for loan
losses documentation that indicates—
1. That a systematic methodology was employed each period in determining the amount of loan losses
to be reported.
2. The rationale supporting each period's determination that the amounts reported were adequate.

Thus, even though the allowance for loan losses documentation requires numerical calculations, it is critical
that financial institutions have written, qualitative narrative supporting the thought process behind the
calculations in satisfying the procedural discipline required by Release No. 28.
.94 Moreover, financial institutions should maintain a self-correcting mechanism that adjusts loss
estimation methods in order to reduce differences between estimated and actual observed losses.

Help Desk—See the discussion of loan loss allowances in the Current Accounting and
Disclosure Issues in the Division of Corporation Finance outline dated June 30, 2000,
available on the SEC Web site at www.sec.gov/offices/corpfin/acctdisc.htm.
Also note that Release No. 28 requires registrants to describe their procedural discipline in the Business
section of the annual report.

.95 Interagency Guidance Points Out Important Practices. A joint interagency letter (issued July 12,
1999, by the SEC, the Federal Deposit Insurance Corporation, FRB, OCC, and OTS) reaffirmed the following
important aspects of loan loss allowance practices:
•

Prudent, conservative, but not excessive, loan loss allowances that fall within an acceptable range of
estimated losses are appropriate. In accordance with generally accepted accounting principles
(GAAP), an institution should record its best estimate within the range of credit losses, including
when management's best estimate is at the high end of the range.

•

An "unallocated" or "overall general" loan loss allowance is appropriate when it reflects an estimate
of probable losses incurred as of the balance-sheet date, determined in accordance with GAAP, and
is properly supported.

•

The loan loss allowance should take into consideration all available information existing as of the
financial statement date reflecting past events and current conditions, including environmental
factors such as industry, geographical, economic, and political factors.
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Disclosures Related to Loan Loss Allowances

.96 When evaluating management's discussion and analysis (MD&A) and Industry Guide 3 disclosures,
remember that institutions need to fully disclose all pertinent trends, events, and uncertainties related to the
allowance for loan losses. Moreover, the narrative disclosures in MD&A need to be consistent with the
MD&A financial tables relating to the allowance for loan losses and loan portfolio, as well as the financial
statements and related footnotes.
.97 The discussion in MD&A should be in quantified detail, explaining the changes in the specific
elements of the allowance for loan losses, including instances where the overall allowance has not changed
significantly. The effects of any changes in methodology should be explained and justified.

.98 SEC Staff Actions Concerning MD&A. If statistical data, quantitative analysis, or disclosures in a
registrant filing appear inconsistent with loan loss allowances, the SEC staff will ask the institution to explain
those inconsistencies:
For example, data commonly used to evaluate the appropriateness of the loan loss allowance
may indicate an inconsistency between the accounting for the allowance and the disclosure
of material risks in the portfolio for which the allowance was maintained. In such a case, the
SEC staff may issue comments on the filing relating to the loan loss allowance.

Additionally, disclosures in the filing should be consistent with the documentation supporting the loan loss
allowance. The SEC staff questions allowances that appear too low as well as those that appear too high as
compared to the disclosures made and the supporting documentation.

.99 The SEC form letter on the allowance for loan losses issued in January 1999 provides the essential
information that needs to be considered and included in the "Description of Business," MD&A, and financial
statements. The form letter is available on the SEC Web site at www.sec.gov/rules/othern/banklla.txt.
FASB Viewpoints Article on Loan Loss Allowances

.100 The April 12,1999, issue of FASB Viewpoints addressed the application of FASB Statement Nos. 5
and 114 to a loan portfolio and how those Statements interrelate. The Viewpoints guidance discusses
numerous issues includes the following questions:
•

How should a creditor identify loans that are to be individually evaluated for collectibility under
FASB Statement No. 114?

•

How should a creditor determine it is probable that it will be unable to collect all amounts due
according to the contractual terms of a loan agreement under FASB Statement No. 114?

•

If a creditor concludes that an individual loan specifically identified for evaluation is not impaired
under FASB Statement No. 114, may that loan be included in the assessment of the allowance for loan
losses under FASB Statement No. 5?

The FASB Viewpoints publication can be obtained at the FASB Web site at www.fasb.org.

Current Vulnerability Due to Certain Concentrations

.101 SOP 94-6 requires entities to disclose certain concentrations (described in paragraph 22 of the SOP)
if, based on information known to management prior to issuance of the financial statements, all of the
following criteria are met:
1. The concentration exists at the date of the financial statements.

2. The concentration makes the entity vulnerable to the risk of a near-term severe impact.
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3. It is at least reasonably possible that the events that could cause the severe impact will occur in the
near term.

.102 Examples of concentrations that might be found at financial institutions include—
•

Sale of a substantial portion of or all receivables or loan products to a single customer.

•

Loss of approved status as a seller to or servicer for a third party.

•

Concentration of revenue from issuances involving a third-party guarantee program.

•

Concentration of revenue from mortgage banking activities.

Guidance to Help You Audit Loan Loss Allowances
.103 When evaluating credit risk, the quality of loans, and the adequacy of loan loss allowances, auditors
should consider the matters discussed in this section and determine whether there is a heightened level of
audit risk. If so, it may be necessary to alter the nature, timing, and extent of audit procedures and increase
the level of testing due to the matters mentioned in this section.
.104 The evaluation of loan quality and loss allowances can be a complicated process. Auditors should
read chapters 6 and 7 of the Audit and Accounting Guide Banks and Savings Institutions, chapters 5 and 6 of
the Audit and Accounting Guide Audits of Credit Unions, and chapter 2 of the Audit and Accounting Guide
Audits of Finance Companies, as applicable, for a thorough discussion of auditing procedures regarding loans
and loan loss allowances.

Proposed Regulatory Actions
Proposed Federal Financial Institutions Examination Council Regulatory Policy Statement

.105 The four federal banking agencies, under the auspices of the Federal Financial Institutions Exami
nation Council (FFIEC), have issued a proposed "Policy Statement on Allowance for Loan and Lease Losses
[ALLL] Methodologies and Documentation for Banks and Savings Institutions." The four banking agencies—
the Federal Deposit Insurance Corporation (FDIC), the FRB, the OCC, and the OTS—are seeking comment
on this FFIEC proposal. Comments are due by November 6, 2000.
.106 Proposal Specifics. The proposal, developed in consultation with SEC staff, provides guidance on the
design and implementation of significant aspects of ALLL methodologies and supporting documentation practices.
.107 Specifically, the proposal—
1. Clarifies that the board of directors of each institution is responsible for ensuring that controls are in
place to determine the appropriate level of the ALLL.

2. States that the ALLL process must be thorough, disciplined, and consistently applied and must
incorporate management's current judgments about the credit quality of the loan portfolio.
3. Emphasizes the banking agencies' long-standing position that institutions should maintain and
support the ALLL with documentation that is consistent with their stated policies and procedures,
GAAP, and applicable supervisory guidance.

4. Provides guidance on maintaining and documenting policies and procedures that are appropriately
tailored to the size and complexity of the institution and its loan portfolio.
The proposal is not intended to change existing accounting guidance in, or modify the documentation
requirements of, GAAP or guidance provided in the relevant joint interagency statements. The proposed
policy statement can be obtained at www.fdic.gov/news/news/financial/2000/fil0058.html .
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Consumer Loan Credit Scoring
.108 The use of credit scores as a tool in the loan approval decision process has grown considerably lately.
As loan decisions become more automated, institutions are using credit scores to a greater extent to approve
loans and determine the loan's interest rate and other terms. Traditional, more manual underwriting and
evaluations of customers' credit capacity are often relied on to a lesser extent, as credit scores become the
predominant factor in the loan approval decision process. The auditor and management should thoroughly
understand the effect of the credit scores in evaluating current and future expected loan losses.

.109 Assurance should be gained that the scoring system in use is reliable and properly validated.
Management must have the capability to properly estimate the expected performance of each category of
credit scores in their loan pricing decisions. System controls should be in place to capture and report relevant
credit scoring information, including the ability to monitor performance by credit scores. The auditor may
also want to gain further assurance that the scoring system in place meets regulatory requirements.

Accounting Issues in the Spotlight
The latest news on hot accounting topics.

Asset Securitizations
.110 Asset securitization is the process by which loans and other receivables are pooled and interests in
the pool are sold through underwriters in the form of asset-backed securities. From the perspective of credit
originators, this market facilitates the transfer of some of the risks of ownership to parties more willing or
able to manage them. By doing so, originators can access the funding markets at debt ratings often higher
than their overall corporate ratings, generally giving them access to broader funding sources at more
favorable rates. Further, by removing the assets and supporting debt from their balance sheets, they are able
to save some of the costs of on-balance-sheet financing and to reduce potential asset-liability mismatches
and credit concentrations.
Weaknesses and Risks

.111 Significant weaknesses in the asset securitization activities at certain financial institutions have
been noted recently. Such weaknesses raise concern about the basic level of understanding and controls
at financial institutions that engage in securitization activities. The most frequently encountered weak
nesses stem from—
1. The failure to recognize and hold sufficient capital against explicit and implicit recourse obligations
that frequently accompany securitizations.
2. The excessive or inadequately supported valuation of retained interests.
3. The liquidity risk associated with overreliance on asset securitization as a funding source.
4. The absence of adequate independent risk management and audit functions.

Of particular concern are institutions that are relatively new users of securitization techniques and institu
tions whose senior management and directors do not have the requisite knowledge of the effect of securiti
zation on the risk profile of the institution or are not fully aware of the accounting, legal, and risk-based
capital nuances of this activity. Concern also exists that some institutions have not fully and accurately
distinguished and measured the risks that have been transferred versus those retained, and accordingly are
not adequately managing the retained portion.
.112 In addition, history shows that unforeseen market events that affect the discount rate or performance
of receivables supporting a retained interest can swiftly and dramatically alter its value. Without appropriate
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internal control and independent oversight, an institution that securitizes assets may inappropriately
generate paper profits or mask actual losses through flawed valuation assumptions, inaccurate prepayment
rates, and inappropriate discount rates. Liberal and unsubstantiated assumptions can result in material
inaccuracies in financial statements, substantial write-downs of retained interests, significant and harsh
regulatory actions and restrictions, and potentially the demise of the sponsoring institution.

.113 CPAs should be aware of these concerns and risks and consider them when determining the nature,
timing, and extent of their testing when addressing asset securitizations on their engagements.
Critical Components of an Effective Oversight Program

.114 As stated in the Interagency Statement on Asset Securitization Activities (see the "Recent Regulatory
Actions" section of this Alert), institution managers and directors need to ensure that—
•

Independent risk management processes are in place to monitor securitization pool performance on
an aggregate and individual transaction level. An effective risk management function includes
appropriate information systems to monitor securitization activities.

•

Conservative valuation assumptions and modeling methodologies are used to establish, evaluate,
and adjust the carrying value of retained interests on a regular and timely basis.

•

Audit or internal review staffs periodically review data integrity, model algorithms, key underlying
assumptions, and the appropriateness of the valuation and modeling process for the securitized
assets retained by the institution. The findings of such reviews should be reported directly to the
board or an appropriate board committee.

•

Accurate and timely risk-based capital calculations are maintained, including recognition and
reporting of any recourse obligation resulting from securitization activity.

•

Internal limits are in place to govern the maximum amount of retained interests as a percentage of
total equity capital.

•

The institution has a realistic liquidity plan in place in case of market disruptions.

Accounting Guidance

.115 FASB Statement No. 125, Accounting for Transfers and Servicing of Financial Assets and Extinguishments
of Liabilities; FASB Statement No. 115, Accounting for Certain Investments in Debt and Equity Securities; the
AICPA Audit and Accounting Guides Banks and Savings Institutions, Audits of Credit Unions, and Audits of
Finance Companies; and EITF Topic No. D-66, Effect of a Special-Purpose Entity's Powers to Sell, Exchange,
Repledge, or Distribute Transferred Financial Assets under FASB Statement No. 125 provide accounting guidance
related to asset securitizations. In September 2000, the FASB issued FASB Statement No. 140, Accounting for
Transfers and Servicing of Financial Assets and Extinguishments of Liabilities—a replacement of FASB Statement No.
125. This Statement revises the standards for accounting for securitizations and other transfers of financial
assets and collateral and requires certain disclosures, but it carries over most of FASB Statement No. 125's
provisions. FASB Statement No. 140 replaces FASB Statement No. 125. See the "Accounting Pronouncements
and Guidance Update" section of this Alert for further information about FASB Statement No. 140.

.116 In addition, FASB Statement No. 107, Disclosures about Fair Value of Financial Instruments, requires
creditors to disclose assumptions used to value new or retained interests in a securitization. Management
and auditors should be aware of EITF Topic D-69, Gain Recognition on Transfers of Financial Assets under FASB
Statement No. 125, which addresses the requirements for recognition, measurement, and disclosure. Note that
the FASB is assessing the effect of FASB Statement No. 140 on various EITF issues, since FASB Statement No.
140 replaces FASB Statement No. 125. Refer to the FASB Web site at www.rutgers.edu/Accounting/raw/
fasb/new/index.html for updated information about those EITF issues.
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.117 New EITF Guidance on Beneficial Interests. EITF Issue 99-20, Recognition of Interest Income and
Impairment on Purchased and Retained Beneficial Interests in Securitized Financial Assets, was issued in July 2000
and provides accounting guidance on recording interest income and impairment losses for certain assetbacked securities. EITF Issue 99-20 nullifies EITF Issue Nos. 89-4, Accounting for a Purchased Investment in a
Collateralized Mortgage Obligation Instrument or in a Mortgage-Backed Interest-Only Certificate, and 93-18,
Recognition of Impairment for an Investment in a Collateralized Mortgage Obligation Instrument or in a
Mortgage-Backed Interest-Only Certificate. EITF Issue No. 99-20 generally applies to securitizers who retain
most or a portion of the cash flows on the securitized assets that are accounted for as debt securities.You
should be familiar with the requirements, if applicable, of EITF Issue No. 99-20.

.118 Cash-in Versus Cash-out Present Value Methods. When an institution securitizes a loan or receiv
able, it is often required to place the initial residual cash flows from the paydown of the trust in an
overcollateralization account to enhance the credit rating on the senior tranches of the trust. Such cash will
then remain in the trust as collateral until certain performance targets (for example, delinquencies or losses)
are met. Once such targets are met and sustained, cash is released to the transferor.
.119 Currently, two methods are used to present value these cash flows. The first method (cash in)
assumes that the residual cash placed in the overcollateralization account are available to the entity when
placed in this account. In contrast, the second method (cash out) assumes that the cash flows placed in
an overcollateralization account are not considered income until such cash flows are actually received
by the entity.
.120 The SEC staff believes that "cash out" is the appropriate method to use in valuing this interest
only residual. In the FASB Special Report addressing frequently asked questions about FASB Statement
No. 125 (see below), the FASB staff also concludes that the "cash out" method is the more appropriate
method.

.121 Special Report Addresses Frequently Asked Questions. The FASB staff is preparing a new Special
Report, A Guide to Implementation of Statement 140 on Accounting for Transfers and Servicing of
Financial Assets and Extinguishments of Liabilities: Questions and Answers. That report will be an
updated version of its earlier Special Report about Statement 125, the third edition of which was
published in July 1999.
Interagency Guidance on Asset Securitization Activities

.122 The FDIC, FRB, OCC, and OTS have jointly issued interagency guidelines on asset securitization.
Much of the information presented in this section has been taken from those guidelines. (See the "Recent
Regulatory Actions" section in this Alert for further information.)
Auditing Guidance

.123 Auditors should understand, to the extent necessary, the accounting requirements for asset
securitizations as discussed above and determine that those accounting principles have been fol
lowed by the institution. Also, auditors should evaluate carefully the assumptions used in valuing
residual interests in sold loans. These assumptions need to be reasonable and should not be overly
optimistic or overly conservative. A determination should be made about the reasonableness of any
gains or losses recorded in the financial statements. In these circumstances, auditors should consider
SAS No. 57, Auditing Accounting Estimates (AICPA, Professional Standards, vol. 1, sec. 342), which
provides guidance on obtaining and evaluating sufficient competent evidential matter to support
significant accounting estimates. Auditors should also analyze the institution's systems and controls
used to ensure the reliability of information used in the initial and continuing valuation of servicing
rights and other residuals. This information may include prepayment data, rate assumptions and
expected loss rates.
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Accounting for Derivative Instruments and Hedging Activities
Amendment to FASB Statement No. 133

.124 In June 2000, after numerous business entities reported problems implementing FASB Statement
No. 133, Accounting for Derivative Instruments and Hedging Activities, the FASB issued an amendment.
FASB Statement No. 138, Accounting for Certain Derivative Instruments and Certain Hedging Activities,
addresses those concerns. The newly issued provisions will help more entities easily implement FASB
Statement No. 133.
.125 The amendment to FASB Statement No. 133 relaxes restrictions on cross-currency hedges, which
FASB Statement No. 133 had effectively prohibited. In addition, the amendment expands the normal
purchases and normal sales exception, redefines the specific risks that can be hedged, and allows the use of
intercompany derivatives as hedging instruments in certain situations.
Interest-Rate Risk

.126 The reasoning behind the amendment provisions relates to hedges of interest-rate risk and hedges
of foreign-currency-denominated assets and liabilities. Before this amendment, FASB Statement No. 133
permitted the market interest rate, defined as the risk-free rate plus the credit sector spread, to be designated
as the hedged risk in a hedge of interest-rate risk. The problem was that, in some cases, the derivatives
available for hedging interest-rate risk were based on a definition of interest rates that did not include the
sector spread. Therefore the definition in the amendment now permits the use of a benchmark interest rate
that excludes the sector spread. This enables entities to hedge interest-rate risk with available derivative
products.
Hedges of Foreign-Currency Items

.127 In addition, the amendment relaxes FASB Statement No. 133's restrictions on hedging recognized
foreign-currency-denominated assets and liabilities. FASB Statement No. 133 prohibits hedging items
remeasured with changes in fair value reported in earnings. That notion was extended to hedges of
foreign-currency instruments remeasured at current spot exchange rates with the resulting gain or loss
reported in earnings. However, a measurement anomaly existed for certain foreign-currency instruments in
which remeasurement at spot exchange rates did not represent fair value. Earnings volatility resulted when
the changes in those foreign-currency items were compared to changes in the derivative hedging instrument,
which is required to be measured at fair value. Such volatility is mitigated by the amendment provisions
permitting recognized items to be designated as hedged items.
Possible Effects of FASB Statement No. 133 on Mortgage Lenders

.128 Although FASB Statement No. 133 will have substantial effects on many companies, particularly
affected will be mortgage lenders and servicers who use derivatives to hedge their servicing portfolios. These
institutions often carry derivatives that rise in value when interest rates fall, to offset the losses that those
falling interest rates cause to their servicing portfolios. Many people in the industry believe that the new
accounting requirements of FASB Statement No. 133 will create much more earnings volatility at those
mortgage companies, which the stock market views negatively. Nevertheless, some within the industry
believe that FASB Statement No. 133 will force management of mortgage lenders and servicers to review
their hedges and servicing portfolios in a more regular and disciplined manner.
FASB Statement No. 133 Implementation Guidance Available

.129 The FASB created a task force known as the Derivatives Implementation Group (DIG) to help answer
significant questions that companies will face when they begin implementing FASB Statement No. 133.
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.130 The DIG has issued guidance on numerous FASB Statement No. 133 implementation issues. This
guidance can be found and downloaded at the FASB Web site at www.fasb.org. Some of the many topics
addressed by the implementation group include—

•

Definition of a derivative.

•

Embedded derivatives.

•

Scope exceptions.

•

Complex combinations of options.

•

Hedging foreign-currency-denominated interest payments.

•

Transition provisions.

Interim Regulatory Guidance Issued Regarding FASB Statement No. 133
.131 Under the auspices of the FFIEC, the FRB, the FDIC, the OCC, and the OTS have issued interim
regulatory reporting and capital guidance on FASB Statement No. 133 derivative transactions. This guidance
can be found at the Web sites of the various agencies.
.132 Regulatory Reporting. For purposes of the Call Report, FR Y-9C, and TFR, changes in the fair value
of many derivatives are to be reflected in net income. However, FASB Statement No. 133 requires that the
effective portion of the change in the fair value of derivatives used in certain types of hedges (cash flow
hedges) be excluded from net income and reflected on the balance sheet in a separate component of equity
(referred to as "accumulated other comprehensive income" in FASB Statement No. 133). For banks and bank
holding companies, those accumulated changes in fair value should be reported on the Call Report and FR
Y-9C balance sheet lines captioned "Accumulated net gains (losses) on cash flow hedges." For savings
associations, those accumulated changes in fair value should be reported on the same TFR line that is used
to report other components of equity capital.

.133 Regulatory Capital. Until the agencies determine otherwise, the separate component of equity
resulting from cash flow hedges should not be included in regulatory capital. Additionally, the existing
risk-based capital treatment for derivatives remains in effect, pending further review. In other words,
recording a derivative on the balance sheet under FASB Statement No. 133 will not change the risk-weighted
asset amount for that derivative. The implementation of FASB Statement No. 133, however, may still affect
an institution's regulatory capital. Changes in the fair value of derivatives that are recognized in net income
will be included in undivided profits (retained earnings for bank holding companies and savings associa
tions), which is a component of Tier 1 capital. Furthermore, the on-balance-sheet reporting of derivatives
may affect the total assets reported by banking organizations with derivatives, directly affecting the
institution's leverage ratio.
.134 The agencies are evaluating the impact of FASB Statement No. 133 on regulatory reporting and capital
in conjunction with other supervisory issues. However, pending the completion of that analysis, banking
organizations should follow the regulatory reporting guidance and capital treatment summarized in this Alert
and more fully described on the Web sites of the appropriate regulatory agencies. You may want to monitor the
Web sites of the FFIEC and other regulatory agencies to keep abreast of developments in this area.

Risk Management of Derivatives

.135 OCC Bulletin 99-2, Risk Management of Financial Derivatives and Bank Trading Activities—Supplemental
Guidance, summarizes risk management and control issues associated with a broad range of banking
activities involving financial derivatives, including hedge funds and highly leveraged institutions. The
bulletin identifies the following risk management systems issues:
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1. Price risk management

2. Credit risk management
3. Transaction risk management
4. Compliance risk management
5. Corporate risk oversight

.136 National bank examiners use OCC Bulletin 99-2 for guidance when reviewing the design of national
banks' risk management systems. Bulletin 99-2 can be obtained on the OCC Web site at www.occ.treas.gov.
.137 In addition, the OTS has revised its handbook sections on derivatives and hedging activities to more
effectively address risk management of derivatives.

Formal Documentation Under FASB Statement No. 133

.138 Upon adoption of FASB Statement No. 133, an entity is required to designate all hedging relationships
anew and must comply with the formal documentation requirements of the standard as of the date of adoption.
The standard stresses the need for the formal documentation to be prepared contemporaneously with the
designation of the hedging relationship. The items the formal documentation must identify include the following:
•

The entity's risk management objectives and strategies for undertaking the hedge

•

The nature of the hedged risk

•

The derivative hedging instrument

•

The hedged forecasted transaction

•

A description of how the entity will assess hedge effectiveness

.139 When the hedged item is a forecasted transaction, the documentation of the hedged item must be
sufficiently specific that when a transaction occurs, it is clear whether or not that particular transaction is the
hedged transaction. The documentation also must specify the method to be used for assessing hedge
effectiveness. FASB Statement No. 133 requires that an entity use the chosen method consistently throughout
the hedge period to (a) assess, at inception of the hedge and on an on-going basis, whether it expects the
hedging relationship to be highly effective in achieving offset and (b) determine hedge ineffectiveness.

.140 The SEC staff has challenged the appropriateness of hedge accounting when registrants have not
complied with FASB Statement No. 133's formal documentation requirements.
Transfers of Securities at Date of Initial Application

.141 Under the transition provisions of FASB Statement No. 133 (see paragraph 54), an entity may
transfer, at the date of initial application of FASB Statement No. 133, any debt security classified as
held-to-maturity pursuant to FASB Statement No. 115 into the available-for-sale category or the trading
category. Such reclassification shall not call into question an entity's intent to hold other debt securities to
maturity in the future. The transition provisions further require that the unrealized holding gain or loss on
a transferred held-to-maturity security be reported as part of the cumulative-effect-type adjustment of net
income if transferred to the trading category, or as part of the cumulative-effect-type adjustment of
accumulated other comprehensive income if transferred to the available-for-sale category.
.142 The SEC staff believes that any security transferred from held-to-maturity pursuant to the adoption
of FASB Statement No. 133 and sold in the same reporting quarter should have been transferred to the trading
category. Thus, any unrealized gain or loss on the security that exists on the date of transfer would be reported
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in net income as part of the cumulative effect of adopting FASB Statement No. 133 and not included in the
gain or loss on the sale of the security. The FFIEC has issued identical guidance to institutions supervised by
the FDIC, FRB, and OCC in supplemental instructions to the Call Report.

Assisting Your Client with the Implementation of FASB Statement No. 133

.143 CPAs may be engaged to provide professional guidance and support regarding an institution's implemen
tation of the provisions of FASB Statement No. 133. These kinds of services are nonattest or other services. The terms
nonattest or other services include accounting and consulting services. When your firm performs these other services
for an attest client, the independence rules impose limits on the scope of your firm's services. In other words, the
extent to which your firm may perform certain tasks will be limited by current AICPA and SEC rules.
.144 AICPA Ethics Interpretation 101-3. AICPA Ethics Interpretation No. 101-3, "Performance of Other
Services," of ET section 101, Independence (AICPA, Professional Standards, vol. 2, ET sec. 101.05), provides
guidance to CPAs who help their clients implement FASB Statement No. 133. Interpretation No. 101-3 states:

A member in public practice or his or her firm ("member") who performs for a client services
requiring independence ("attest services") may also perform other nonattest services ("other
services") for that client. Before a member performs other services for an attest client, he or she
must evaluate the effect of such services on his or her independence. In particular, care should
be taken not to perform management functions or make management decisions for the attest
client, the responsibility for which remains with the client's board of directors and management.

.145 A basic principle underlies the application of the AICPA rule on other services and it is: You may
not serve—or even appear to serve—as a member of a client's management. For example, you may not—

•

Make operational or financial decisions for the client.

•

Perform management functions for the client.

•

Report to the board of directors on behalf of management.

.146 In addition, the following are examples of the types of activities that impair independence:
•

Authorizing, executing, or consummating a transaction on behalf of a client

•

Preparing source documents or originating data (for example, purchase orders)

•

Having custody of a client's assets

•

Supervising client employees in the performance of their normal recurring activities

Therefore, it is essential that your firm and the client have a clear understanding regarding your respective
roles before undertaking engagements to perform other services.
.147

Valuation Services. Your firm may provide valuation services if the client—

•

Makes or approves all significant judgments about your firm's service.

•

Can make an informed judgment on the results of your firm's service.

For instance, your firm may not undertake a valuation engagement if the client's management lacks the
relevant business and industry expertise to evaluate the assumptions used in the appraisal or valuation.
Similarly, if management cannot judge the propriety of the results of your services, your firm likely would
have had to make decisions on its client's behalf, meaning independence was impaired.

.148 You should refer to the entire text of Interpretation No. 101-3 for an accurate and complete
understanding of which kinds of services you may and may not perform for your attest client.
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.149 Guidance Related to Publicly Held Clients. The SEC prohibits an accounting firm from providing
valuation services to clients although several practical exemptions have been allowed. Independence
Standards Board (ISB) Interpretation 99-1, Impact on Auditor Independence of Assisting Clients in the Implemen
tation of FAS 133, provides guidance on the auditor independence implications of likely areas of requested
assistance, solely regarding the implementation of FASB Statement No. 133. The ISB has concluded that the
auditor may provide consulting services on the proper application of FASB Statement No. 133, including
assisting a client in gaining a general understanding of the methods, models, assumptions, and inputs used
in computing a derivative's value. To ensure, however, that the auditor's independence is not threatened, as
discussed in paragraph 4 of the Interpretation, the auditor may not prepare accounting entries, compute
derivative values, or be responsible for key assumptions or inputs used by the client in computing derivative
values. The Interpretation includes illustrative lists of permitted and prohibited services.

.150 ISB Exposure Draft on Appraisal and Valuation Services Deferred. The project that resulted in the
aforementioned Interpretation ISB No. 99-1 made clear the need for general guidance on the extent of
assistance that auditors can provide to their audit clients when providing asset valuation services without
impairing their independence. Accordingly, the ISB established a task force to provide guidance on the
provision of certain appraisal and valuation services by auditors and the impact on the auditor's inde
pendence. The task force's work included the creation of an exposure draft of a new standard titled, Appraisal
and Valuation Services. The ISB decided to defer issuing this exposure draft because the auditor independence
rule-making proposals released recently by the SEC included this subject and their proposal is substantially
similar to the standards being considered by the ISB. Consequently, the ISB concluded that issuing its own
exposure draft at this time would not be productive. The ISB will reconsider this decision based on the
outcome of the SEC's proposal.

.151 SEC's Proposal on Providing Valuation Services. In June 2000, the SEC proposed sweeping
changes to the auditor independence rules. (See the AICPA general Audit Risk Alert—2000/2001 [AAM section
8010] or the AICPA Audit Risk Alert, SEC Developments—2000/2001, for further information.) As part of its
proposed rules governing the performance of non-audit services, the SEC addressed the performance of
valuation services for a client. The proposed rule would require that the auditor is not independent if the
auditor provides valuation services where there is a reasonable likelihood that the results will be audited by
the auditor. The SEC's proposal is much more restrictive than existing AICPA rules. Remember that SEC
rules apply only to audits of publicly held entities.
Auditing Derivatives

.152 In September 2000, the Auditing Standards Board (ASB) issued SAS No. 92, Auditing Derivative
Instruments, Hedging Activities, and Investments in Securities (AICPA, Professional Standards, vol. 1, AU sec. 391).
SAS No. 92 supersedes SAS No. 81, Auditing Investments (AICPA, Professional Standards, vol. 1, AU sec. 332),
and is effective for audits of financial statements for fiscal years ending on or after June 30, 2001. Early
application of the SAS is permitted.

.153 Guidance for Auditors. SAS No. 92 provides guidance for auditors in planning and performing
auditing procedures for financial statement assertions about derivative instruments, hedging activities, and
investments in securities. The guidance in the SAS applies to 1) derivative instruments, as defined by FASB
Statement No. 133, 2) hedging activities in which the entity designates a derivative or a nonderivative
financial instrument as a hedge of exposure for which FASB Statement No. 133 permits hedge accounting,
and 3) debt and equity securities, as those terms are defined in FASB Statement No. 115, Accounting for Certain
Investments in Debt and Equity Securities. Matters addressed by SAS No. 92 include—
•

The need for special skills or knowledge

•

Consideration of audit risk and materiality

•

Designing substantive procedures based on risk assessment
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SAS No. 92 also discusses hedging activities and management representation issues.

.154 Audit Guide to Complement SAS No. 92. An audit guide to complement the SAS will be issued by
the ASB soon after the SAS. The guide provides practical guidance for implementing the SAS on all types of
audit engagements. The suggested audit procedures contained in the guide do not increase or otherwise
modify the auditor's responsibilities, rather, they are intended to clarify and illustrate the application of the
requirements of SAS No. 92. The objective of the guide is both to explain SAS No. 92 by providing an in-depth
look, and to provide practical illustrations through the use of case studies. (More information on the audit
guide is presented in the "Auditing Pronouncements and Guidance Update" section of this Alert.)

Fair Value Accounting
.155 The FASB has a project underway to provide guidance for measuring and accounting for all financial
assets and liabilities at fair value in the financial statements. For several years, the FASB has been considering
the issue of the most relevant measurement attribute for financial instruments. In December 1999, the FASB
issued the Preliminary Views, Reporting Financial Instruments and Certain Related Assets and Liabilities at Fair
Value, for comment.

.156 Also, representatives of the FASB are participating in a Joint Working Group of Standard Setters
(JWG), which is developing a paper on accounting for financial instruments that is much broader in scope
than the Preliminary Views. The JWG plans to complete its paper before the end of 2000, and the FASB and
the other participating standard-setters expect to issue it and request comments. When a reasonably complete
draft is available, the FASB will discuss the paper and decide the form in which to issue it. The FASB will
not deliberate the individual decisions in the paper, which differs in many respects from both existing GAAP
and the proposals in the recent Preliminary Views. Consequently, the paper will be issued as an Invitation
to Comment, a Special Report, or a similar document, rather than as an exposure draft.
.157 In the later part of 2000, the FASB will discuss the results of an analysis of the comment letters on
the Preliminary Views. However, the FASB does not expect to begin redeliberation of issues discussed in the
Preliminary Views until after the JWG paper is issued.

.158 Many members of the lending and depository institutions industry oppose fair-value accounting.
In their opinion, requiring an institution to record at fair-value assets that the institution intends to hold and
products that do not trade in an active secondary market does not make sense. Since financial institutions
are not managed on a fair-value basis, many in the industry believe that fair-value accounting would be
misleading to financial statement users. In addition, many in the industry take issue with the definitions of
what factors should be included and excluded in determining the fair value of various assets and liabilities
included in the balance sheets of financial institutions. There is a lack of consensus on what is a financial
asset and a lack of generally agreed-upon measurement methodologies for assigning values to those items.
.159 You can keep abreast of this fair value accounting project at the FASB's Web site at www.fasb.org.

Deferred Compensation Plans
.160 Many credit unions have implemented various retirement plans for executives such as split dollar
life insurance plans and 457 deferred compensation plans. The auditor should ensure the credit union has
properly accrued for its retirement benefit liability. Generally, the present value of an employee's expected
future benefits is to be expensed over the employee's employment period with a systematic and rational
method. FASB Statement No. 106, Employers' Accounting for Postretirement Benefits Other Than Pensions, FASB
Statement No. 87, Employers' Accounting for Pensions, FASB Technical Bulletin 85-4, Accounting for Purchases
of Life Insurance, and Accounting Principles Board (APB) Opinion No. 12, Omnibus Opinion—1967 provide
guidance in this area.
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In Focus Specials
Privacy

What is all the talk about privacy issues about?
.161 Protecting the privacy of customers has emerged as a major issue within the lending and depository
institutions industry. Technology allows the easy accumulation and distribution of personal financial data
as well as theft of these data. The growing demands and inter-relatedness of the marketplace have increased
institutions' and other companies' need for profiling the financial situations and purchasing habits of
consumers. This information technology is key to e-commerce and customer relationship management.
Recently, privacy issues have received spotlight attention due to some high-profile news stories. In one case,
a major institution sold confidential financial information from its files to third-party marketers. The story
made national news, causing the institution and several other institutions to stop the practice and prompting
the state attorney general to file suit against the institution.

Privacy Risk
.162 Concerns over privacy tend to focus on the following points:
•

Personal information transmitted over the Internet and other networks

•

Third-party access to personal information

•

The extensive collection of sensitive, personal information necessary to carry on data mining and
customer relationship management activities

Privacy Regulations and Legislation

.163 The Financial Services Modernization Act of 1999, better known as Gramm-Leach-Bliley (GLB),
contains privacy provisions that apply to financial institutions and their treatment of nonpublic personal
information. These privacy provisions were inserted into GLB as a consequence of the notoriety privacy
began receiving.

New Interagency Privacy Regulation
.164 In connection with GLB, the FDIC, OCC, FRB, and OTS issued an interagency final regulation to
implement provisions of GLB that protect the privacy of consumers' nonpublic personal information. The
rule takes effect on November 13, 2000, but financial institutions have until July 1,2001 to be in mandatory
compliance with the regulation.

.165 The new regulation on the privacy of consumers' financial information—
•

Requires a financial institution to provide notice to customers about its privacy policies and practices.

•

Describes under what conditions a financial institution may disclose nonpublic personal information
about consumers to nonaffiliated third parties.

• Provides an "opt out" method for consumers to prevent the financial institution from disclosing that
information to nonaffiliated third parties.
.166 Protected Information. Under the regulation, restrictions on sharing information with nonaffili
ated third parties apply to "nonpublic personal information" about a consumer. Nonpublic personal
information is "personally identifiable financial information" that is provided by a consumer to a financial
institution, results from any transaction with or service performed for the consumer, or is otherwise obtained
by the financial institution.
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.167 The regulation excludes "publicly available information" from the definition of nonpublic personal
information. Publicly available information is any information that an institution has a reasonable basis to
believe is lawfully made available to the general public from government records, widely distributed media,
or disclosures to the public required to be made by federal, state, or local law.

.168 Privacy Policy Notice. Under the regulation, financial institutions must provide a clear and
conspicuous notice that accurately reflects their privacy policies and practices. The notice must be given to
any individual who becomes a customer of the financial institution by the time the customer relationship is
established, and annually as long as the relationship continues. Also, the notice must be given to any
consumer who does not become a customer before nonpublic personal information about the consumer may
be shared with nonaffiliated third parties.

.169 Opt Out Requirement. Before an institution can share nonpublic personal information with nonaf
filiated third parties, consumers must be given a reasonable opportunity to "opt out" from having that
information shared. The opt out notice must be given to:
1. Customers as a part of the initial notice of the financial institution's privacy policies and practices,
or prior to sharing nonpublic personal information about them with nonaffiliated third parties.
2. Individual consumers who do not become customers of the financial institution, and former custom
ers, before nonpublic personal information about them may be shared with nonaffiliated third
parties.

.170 Exceptions. The regulation does provide certain exceptions that permit a financial institution to
share nonpublic information with third parties without providing privacy or opt out notices. These excep
tions include disclosures of nonpublic personal information made in connection with certain processing and
servicing transactions; with the consent of or at the direction of the consumer; to protect against potential
fraud or unauthorized transactions; and to respond to judicial process.
New NCUA Privacy Regulations

.171 Similar to the other agencies, the NCUA issued a new privacy regulation as required by the GLB
that applies to all federally insured credit unions. Non-federally insured credit unions are subject to FTC
privacy regulations. Generally, the new privacy rules are similar to the interagency rules described above
and have the same effective dates as those interagency rules.
SEC Privacy Regulation

.172 Also in connection with the requirements of GLB, the SEC has adopted Regulation S-P, Privacy of
Consumer Financial Information. The SEC's rules, to the extent possible, are consistent with and comparable
to the rules adopted by the other agencies.
Other Privacy Regulations and Laws

.173 Institutions should also be aware of existing state privacy regulations and emerging regulations.
Privacy is a new and growing concern, and new rules likely will continue to develop. Also, under the federal
privacy law, if the FTC determines state laws and regulations provide greater consumer protection, those
requirements will be incorporated into the federal requirements. Several states have recently passed or
proposed various privacy regulations.
Help Desk—Further information about the new privacy regulation can be found at the Web
sites of the various agencies. For instance, visit the SEC Web site at www.sec.gov/rules/
final/34-42974.htm, or the Federal Reserve Board site at www.federalreserve.gov/boarddocs/
press /boardacts /2000/20000510/ default.htm.
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Possible Legislative and Regulatory Activity in the Future

.174 Legislative and regulatory efforts are underway to go beyond GLB and enact tougher privacy laws
and regulations. The Treasury Department is working on a wide-ranging study of privacy issues and the
House Banking Committee recently addressed, and eventually postponed, action on more stringent privacy
legislation.
.175 In addition, the U.S. House of Representatives is set to consider a bill (H.R. 4049) to establish a
"Commission for the Comprehensive Study of Privacy Protection" that includes an AICPA amendment
requiring the Commission to report on third-party verification as an enforcement mechanism. Third-party
verification means that an objective third party examines an institution's privacy policy to make sure that its
privacy claims are true. The House Government Reform Committee approved the AICPA's amendment to
the bill before clearing the bill for a vote by the full House. If H.R. 4049 becomes law, the Commission also
would study a broad spectrum of privacy issues—online privacy, identity theft, privacy in the workplace,
and the protection of health, medical, financial, and governmental records.
Security Standards for Customer Information

.176 Recently, the NCUA issued a proposed Appendix A, Guidelines for Safeguarding Member Information,
to Section 748 of the rules governing credit union security programs. Similarly, the FRB, OTS, OCC, and
FDIC issued proposed guidelines on Security Standards for Customer Information. These additional rules
are to be finalized in Autumn 2000. The proposed rules expand security requirements to include an
information security program. The required objectives of the information security program are to ensure the
security and confidentiality of member information, protect against any anticipated threats or hazards to the
security or integrity of such information, and protect against unauthorized access to or use of member
information.
Considerations for Auditors and Business Opportunities
.177 Auditor Considerations. As with any significant legal or regulatory requirement, the auditor
should obtain appropriate representations from management that the institution has taken steps to ensure
compliance and test those representations as considered necessary. Noncompliance could result in significant
financial and reputational risk to the institution.

.178 Beyond the Audit. Since the accounting profession's stock-in-trade is confidential financial infor
mation, it is conceivable that the regulatory agencies could adopt regulations subjecting CPAs in public
practice to the privacy rules applicable to financial institutions with respect to consumer information.
However, the proliferation of current and upcoming privacy statutes and regulations also opens up business
opportunities for the profession.

.179 Public Practice Opportunities. CPAs who work in public practice should be aware of the require
ments of GLB and the related regulations. Clients may seek advice from CPAs regarding the operational and
system requirements related to implementing the privacy requirements and other aspects of GLB. In
addition, the recent focus on privacy creates numerous service opportunities for the practitioner in his role
as adviser to clients. As more and more institutions migrate to e-commerce environments or engage in
information-sharing practices, the need for consultative advice and assurance on all aspects of operations
affected by these changes becomes paramount to clients and potential clients.
.180 Providing Assurance on Privacy Systems. To mitigate risks, institutions may seek assurance
services that test the efficacy of their privacy systems. WebTrust™ and SysTrust™ assurance services are
pioneering efforts in this area. Privacy consulting—both creating privacy policies and systems as well as
internal controls—is also an area where the accounting profession's expertise can put CPAs front and center
in the effort to guard public and business interests.
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.181 Opportunities for CPAs in Industry. With the growing prominence of privacy issues, CPAs
working in financial institutions should take notice of the privacy issues that affect their employers in both
the online and offline worlds. These issues might take the form of new laws and regulations and the best
practices that are being followed by the industry to ensure that customer confidence and trust are kept at the
highest levels possible. Best practices include accepted industry standards and practices such as posting
privacy policies on a Web site in a conspicuous place or establishing effective internal controls to ensure that
privacy policies are not violated. For more information on best practices, the CPA working in industry might
look to the AICPA WebTrust program.

Electronic Commerce

An extensive discussion about e-commerce.
.182 E-commerce is an increasingly powerful force affecting the financial services industry. More and
more financial institutions are using the Internet or other computer networks as an information resource or
delivery channel. Nearly forty percent of all financial institutions now provide some form of web site through
which they can communicate with customers, and nearly fifteen percent provide web sites that can be used
to conduct financial transactions. These numbers are growing rapidly. Moreover, a large percentage of
community-sized institutions plan on providing their customers with electronic financial services, including
electronic bill payment and loan processing, over the next three years.
.183

E-commerce encompasses a variety of services and products, including—

•

Banking online (for example, obtaining account information, making transfers, and paying bills)

•

Online lending transactions and loan servicing, including mortgages

•

Business-to-business transactions conducted through web-based portals

•

Cash management services

•

Online insurance sales

•

Online investing and brokerage services

Indeed, providing e-commerce services and products to customers, whether consumer or business custom
ers, is viewed by many in the industry as a necessity.
Forces Driving Institutions to Develop E-Commerce Products and Services

.184 What is driving the desire of so many institutions to develop e-commerce services and products?
To be sure, some of the desire to expand into electronic commerce is due to the ubiquitous enthusiasm for
any product or service that uses the Internet. But many in the industry believe that individual and business
customers are looking to conduct their financial business electronically. They believe that an increasing
number of customers, especially more educated and active customers, will want access to financial services
anytime, anywhere. In addition, companies in all industries are looking to the Internet to conduct their
business-to-business commerce more efficiently and cost effectively. Furthermore, e-commerce is becoming
more important to financial institutions due to the increasing competition from the telecommunications
industry and systems and software developers. Those factors are driving financial institutions to develop
their electronic commerce services and products.
Consumer Usage Low/Business Potential Great
.185 Currently, online financial services makes up a small part of most institutions' business. Although
the availability of e-commerce services for consumers is growing rapidly, the number of households
conducting financial transactions online remains relatively small. But while relatively few households have
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found a compelling reason to switch to online financial services, the Internet holds much greater potential
for providing financial services to businesses.
Blending Old and New

.186 Independent on-line financial institutions have been less than successful. Customers still prefer to
have a concrete place to go where they can resolve their financial transactions and problems. Institutions
are learning that a blend of online services and brick-and-mortar services currently provides the best recipe
for success.

Help Desk—For further information on e-commerce, read the AICPA E-Business Risk Alert
and visit the following Web sites:
• OCC—www.occ.treas.gov/netbank/netbank.htm.
• FDIC—www.fdic.gov/regulations/information/index.html.
• OTS—www.ots.treas.gov/ebanking.html.

Risks Associated With E-Commerce
.187 The opportunities presented by e-commerce can pose significant risks to financial institutions. Risks
and concerns include—
•

Attackers or competitors may attempt to circumvent a system's security to obtain access to confiden
tial data, impersonate legitimate customers, steal proprietary information, intentionally corrupt
information, misappropriate funds, and so on.

•

Transactions traveling through a network are likely to be subject to numerous processing steps,
translations, and other processes. These activities introduce such risks as unintentional errors, lost
transactions, and duplication of transactions.

•

Electronic messages lack traditional identifiers (for example, letterheads, logos, authorizing signa
tures, face-to-face contact, and the like) and thereby increase the risk that you may unintentionally
deal with the wrong party or with someone impersonating another party.

•

The use of digital signatures and other encryption technology may mitigate transaction authentica
tion risks. These technologies often require the services of a trusted individual or trusted system to
verify that keys and digital signatures actually belong to a designated individual (similar to a notary
public function or a securities signature guarantee). There is the risk of abuse of this trusted
relationship and a related need for assurance regarding the activities of the trustee (organization,
individual, system, and so on).

•

Hackers may launch distributed denial of service attacks. These attacks can disrupt an institution's online
services and cause serious financial repercussions and adversely affect an institution's reputation.

Of late, many institutions have reported an increase in outside penetration of their systems, denial of service
attacks, unauthorized system access by employees, and theft of proprietary information.
Security

.188 Management is responsible for creating policies and procedures and systems capable of securing
their e-commerce business. E-commerce security is a very complicated area. Security focuses on numerous
issues including authentication, communication integrity, and nonrepudiation. Authentication is about
ascertaining the true identity of the parties involved in an electronic transaction. Communication integrity
is about ensuring the accuracy and completeness of the information sent between the e-commerce parties.
Nonrepudiation involves having strong and substantial evidence of the identity of a party sufficient to
prevent a party from successfully denying the origin, submission or delivery of the message, and the integrity
of its contents.
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.189 Defense Checklist. Appendix A to this Alert contains a checklist for best practices for e-commerce
self defense. CPAs can help clients by offering these "e-sabotage" prevention tips.

.190 OCC Bulletin 2000-14. In response to the various risks presented by e-commerce activities, the
OCC has issued Bulletin 2000-14. This Bulletin provides guidance to financial institutions on how to prevent,
detect, and respond to intrusions into bank computer systems. Bulletin 2000-14 requires, among other things,
management to test their information system networks regularly. As appropriate, auditors should be aware
of the requirements of this bulletin. Additionally, practitioners with the necessary skills may be able to assist
management in implementing Bulletin 2000-14.
Advice to Help You Audit in an E-Comnterce Environment

.191 Electronic banking may allow for unauthorized access to an institution's financial information
processing systems and databases. Therefore, you may want to evaluate and assess the institution's internal
control over and assess the control risk associated with access to the financial systems and databases
supporting the preparation of financial statements. When making these evaluations, you may consider—
•

Controls over user access to financial information processing systems, including program changes,
and access to data files.

•

Controls over the accurate conversion of data to new or upgraded systems and the implications for
financial reporting.

•

New technology developments and budgets for technology upgrades.

.192 Testing Controls. Almost all auditors will find it necessary to test the controls over electronic
banking. You may consider the use of computer-assisted auditing techniques to assess the ability of
unauthorized access into the institution's financial information technology. Moreover, you may want to
consider using continuous audit practices to test the effectiveness of controls. A continuous audit is defined
as a methodology that enables auditors to provide written assurance on a subject matter using a series of
auditors' reports issued simultaneously with, or a short period of time after, the occurrence of events
underlying the subject matter. (The AICPA has published a Research Report titled Continuous Auditing, which
can be obtained by calling the AICPA at 1-888-777-7077 and asking for Product No. 022510kk.)

.193 Specific Standards to Consult. SAS No. 55, Consideration of Internal Control in a Financial Statement
Audit, as amended, provides valuable guidance to auditors who are assessing internal control surrounding
electronic commerce. Additionally, SAS No. 31, Evidential Matter, as amended by SAS No. 80, Amendment to
Statement on Auditing Standards No. 31, Evidential Matter (AICPA, Professional Standards, vol. 1, AU sec. 326)
provides guidance for auditors who have been engaged to audit an entity's financial statements when
significant information is transmitted, processed, maintained, or accessed electronically. In addition, the
AICPA Auditing Procedure Study The Information Technology Age: Evidential Matter in the Electronic Environ
ment provides additional guidance on applying SAS No. 31 in the audit of financial statements of an
institution where significant information is transmitted, processed, maintained, or accessed electronically.
.194 Adequate Skills and Training. SAS No. 1, Codification of Auditing Standards and Procedures (AICPA,
Professional Standards, vol. 1, AU sec. 210.01, "Training and Proficiency of the Independent Auditor"), states
that the audit is to be performed by a person or persons having adequate technical training and proficiency
as an auditor. With that guidance in mind, you need to consider that electronic evidence may exist in a form
that demands specialized skills to access and interpret. Auditors without such skills are likely to require the
assistance of a specialist. SAS No. 73, Using the Work of a Specialist (AICPA, Professional Standards, vol. 1, AU
sec. 336) provides guidance if a technology specialist is necessary on an engagement.

.195 Internet Service Provider. If a client's e-commerce transactions are processed by an outside Internet
service provider, you may need to consider the guidance in SAS No. 70, Service Organizations.
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.196 In addition to the above matters, you may need to consider the following points when conducting
your audit of e-commerce transactions:
1. Audit evidence that exists in electronic form may only exist at a certain point in time. Therefore,
performing certain procedures after year-end may be too late.
2. Performing only substantive tests of electronic evidence may not provide sufficient competent
evidential matter. Without testing the internal control surrounding the electronic evidence, a lack of
credibility may not be recognized by the auditor.
3. An auditor may need to use special software tools such as report writers, and data extraction software.

Accounting Considerations

.197 A number of accounting matters that often assume increased importance in electronic commerce
environments are discussed below.
.198 Web Site Development Costs. EITF Issue No. 00-2, Accounting for Web Site Development Costs,
provides guidance on how the costs incurred in developing a Web site should be accounted for. The Issue
contains a detailed listing of specific costs and how to account for each one. You should read the full text of
the EITF Issue for a complete understanding of how to account for web site development costs. Some main
points of EITF Issue 00-2 are—

•

Hardware costs are outside the scope of EITF Issue 00-2 and should be accounted for normally in
accordance with GAAP.

•

Costs relating to software used to operate a Web site should be accounted for under SOP 98-1,
Accounting for the Costs of Computer Software Developed or Obtained for Internal Use, unless a plan exists
or is being developed to market the software externally, in which case the costs relating to the software
should be accounted for pursuant to FASB Statement No. 86, Accounting for the Costs of Computer
Software to be Sold, Leased, or Otherwise Marketed.

•

Fees paid to a firm to host a Web site generally would be expensed over the period of benefit.

•

Planning stage costs should be expensed as incurred.

•

Costs of developing initial graphics should be accounted for pursuant to SOP 98-1 for internal-use
software.

•

Accounting for Web site content (information included in the Web site) will be addressed in a future
EITF issue.

•

Costs incurred during the operating stage, including training, administration, and maintenance,
should be expensed as incurred.

•

Costs incurred in the operating stage that involve upgrades and enhancements that add functionality
should be expensed or capitalized based on the general model of SOP 98-1.

.199 Customer Acquisition Costs. Institutions may spend substantial amounts of money soliciting
customers to gain market share for their e-commerce activities. These costs may take on different forms such
as direct response advertising, paid-for URL links, mailings, and direct email. Advertising is one kind of
customer acquisition activity. SOP 93-7, Reporting on Advertising Costs, provides accounting guidance for
advertising costs, including direct-response advertising. Other kinds of customer acquisition activities are
outside the scope of SOP 93-7. Currently, diversity in practice exists in accounting for all other customer
acquisition costs. The AICPA Accounting Standards Executive Committee (AcSEC) has a project on its
agenda to address the accounting for such costs. The appendix to SOP 93-7 provides a list of accounting
pronouncements that AcSEC considered in determining how to account for advertising costs. That same list
of accounting literature may help you to determine how to account for customer acquisition costs.
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Research and Development Costs. Often, a major cost of developing e-commerce activities is
research and development (R&D). FASB Statement No. 2, Accounting for Research and Development Costs,
requires R&D costs to be expensed when incurred except for acquired R&D that is purchased from others
with alternative future uses. Additionally, FASB Statement No. 2 requires disclosure in the financial
statements of the total R&D costs charged to expense.
.200

Costs of Start-up Activities and Organization Costs. SOP 98-5, Reporting on the Costs of Start-up
Activities, defines start-up activities as:
.201

Those one-time activities related to opening a new facility, introducing a new product or service,
conducting business in a new territory, conducting business with a new class or customer,
initiating a new process in an existing facility, or commencing some new operation.

Certain costs, such as those that would be capitalizable under GAAP for ongoing enterprises, such as fixed
assets and acquired intangibles, are not subject to SOP 98-5. All other costs of start-up activities, including
organization costs, should be expensed as incurred.
.202 Segment Reporting. E-commerce activities may be a reportable segment. FASB Statement No. 131,
Disclosures about Segments of an Enterprise and Related Information, defines an operating segment as a compo
nent of an enterprise:

1. That engages in business activities from which it may earn revenues and incur expenses.

2. Whose operating results are regularly reviewed by the enterprise's chief operating decision maker
to make decisions about resources to be allocated to the segment and assess its performance.
3. For which discrete financial information is available.

An operating segment may engage in business activities for which it has yet to earn revenues; for example,
start-up operations may be operating segments before earning revenues.
.203 FASB Statement No. 131 applies to public enterprises and requires that certain disclosures be made
in the financial statements about an entity's segments.

.204 Asset Impairment. When an institution's business activities begin to be conducted through
e-commerce channels, other existing channels may begin to lose significance. Other business assets and
operations may lose value. The e-commerce activities of competitors also may contribute to the change in
how an institution uses its assets and conducts it operations. You should be aware of the guidance set forth
in FASB Statement No. 121, Accounting for the Impairment of Long-Lived Assets and for Long-Lived Assets to be
Disposed Of. FASB Statement No. 121 states—

An entity shall review long-lived assets and certain identifiable intangibles to be held and
used for impairment whenever events or changes in circumstances indicate that the carrying
amount of an asset may not be recoverable.
.205 FASB Statement No. 121 requires that an entity estimate the future cash flows expected to result
from the use of the asset and its eventual disposition. If the sum of the expected future cash flows
(undiscounted and without interest charges) is less than the carrying amount of the asset, an impairment
loss should be recognized. The impairment loss should be measured as the amount by which the carrying
amount of the asset exceeds the fair value of the asset.

.206 Remember also that some assets, such as legacy software and hardware systems, enterprise resource
planning software, and network operating software, are often quickly rendered obsolete by changing
technology and may have fair values significantly less than book value.
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Fraud and Illegal Activities
Information and advice about money laundering and sanctions.

Money Laundering
.207 Criminals use financial institutions to launder the proceeds of crime. Financial institutions are
vulnerable because they provide a broad range of financial services that money launderers want and need.
Services at high risk for money laundering include monetary instrument, international pouch (cash letters),
deposit broker, and international wire transfer transactions. High-risk accounts include money services
businesses, offshore private investment companies, non-discretionary private banking and international
correspondent banking customers.
Definition of Money Laundering

.208 Money laundering is the funneling of cash or other funds generated from illegal activities through
legitimate businesses to conceal the initial source of the funds. Money laundering is a global activity and,
like the illegal activities that give it sustenance, it seldom respects local, national, or international jurisdiction.
Current estimates of the size of the global annual "gross money laundering product" range from $500 billion
to $1 trillion.
Money Laundering in the Electronic Age

.209 Recent cases underscore how criminals are increasingly using personal computers, banking soft
ware, electronic funds transfers, and the Internet to launder the proceeds of their illicit activities. Large
volumes of high-speed wire transfers between institutions on a daily basis make it exceedingly difficult for
regulators, law enforcement, and financial institutions to identify money laundering activities.
Inadequate Controls Increase Risk of Money Laundering

.210 Evidence suggests that institutions penetrated by money launderers do not have effective corporate
governance for money laundering risk management, including inadequate processes for identifying unusual
activity and determining whether unusual activity is really suspicious and reportable.

.211 In a number of instances, organized crime associates were employed at the affected institutions and
existing controls were inadequate to detect suspicious or improper relationships and activities involving them.
Related Laws and Regulations

.212 The Bank Secrecy Act (BSA), enacted to address the problem of money laundering, authorizes the
Treasury Department to issue regulations requiring financial institutions to file reports, keep certain records,
implement anti-money-laundering programs and compliance procedures, and report suspicious transac
tions to the government (see 31 CFR Part 103). Failure to comply with BSA reporting and recordkeeping
provisions may result in the assessment of severe penalties.
.213 The BSA contains a suspicious activity reporting (SAR) requirement. All financial institutions
operating in the United States are required to report suspicious activity following the discovery of: insider
abuse involving any amount, violations aggregating $5,000 or more when a suspect can be identified,
violations aggregating $25,000 or more regardless of a potential suspect, or transactions aggregating $5,000
or more that involve potential money laundering or violations of the BSA. In June, 2000 the NCUA, FRB,
FDIC, OCC, and OTS issued a newly revised SAR form.

.214 The BSA also contains regulations requiring financial institutions to file currency transaction reports
(CTRs) for cash transactions greater than $10,000.
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.215 BSA Compliance Deficiencies. Recent examinations by the OCC have revealed some common BSA
compliance deficiencies. The OCC found that some institutions failed to adequately—
•

Document and evaluate new, high-risk accounts for money laundering.

•

Establish controls and review procedures for high-risk services.

•

Monitor high-risk accounts for money laundering.

•

Conduct adequate independent testing of high-risk accounts for the possibility of money laundering.

•

Train employees to detect suspicious activity in high-risk areas.

•

Review CTR filing patterns for suspicious activity.

The OCC reminds financial institutions that they must have adequate internal controls, independent testing,
responsible personnel, and training to comply with the BSA.
Federal Government Initiative Looks to CPAs to Fight Money Laundering

.216 A federal government report issued in March 2000 sheds light on how federal agencies fighting money
laundering see CPAs as one day helping them prevent criminals from converting illicit gains into cash or goods
that can be used legitimately. The National Money Laundering Strategy for 2000 (www.treas.gov) outlines a
broad government campaign, coordinated with other nations, to fight money laundering.
.217 Reviewing the Responsibilities of CPAs. The strategy calls for a study group consisting of the U.S.
Department of Justice and Department of the Treasury, the Internal Revenue Service, the SEC, the Commodi
ties Futures Trading Commission, and the FDIC, to examine how best to utilize accountants and auditors in
the detection and deterrence of money laundering. The study group also plans to review the professional
responsibilities of lawyers and accountants regarding money laundering and make recommendations—
ranging from enhanced professional education, standards, or rules to legislation—as might be needed.

.218 Legislation Introduced. Also, a bill, the "International Counter-Money Laundering Act of 2000,"
which was introduced in the House of Representatives, contains provisions affecting independent auditors (for
example, safe harbor for those who report suspicious activity to the authorities and a prohibition against
informing suspects that their activities have been reported). However, the bill does not explicitly require
independent auditors to report suspicious activities. The AICPA is analyzing the bill's provisions. You should
look to further communications from the AICPA regarding the progress of these government initiatives.
Money Laundering and Financial Statements

.219 Money laundering usually results in large quantities of illicit proceeds that need to be distanced
from their source as quickly as possible without being detected. Consequently, the likelihood of detecting
money laundering in connection with financial statement audits is remote. In addition, the activity is more
likely to cause assets to be overstated rather than understated, with shorter-term fluctuations, rather than
cumulative changes, in account balances.
.220 Money laundering is considered to be an illegal act with an indirect effect on financial statement amounts
under SAS No. 54, Illegal Acts by Clients. Under SAS No. 54, the auditor should be aware of the possibility that
such illegal acts have occurred. If specific information comes to your attention that provides evidence concerning
the existence of possible illegal acts that could have a material indirect effect on the financial statements, you
should apply audit procedures specifically directed to ascertaining whether an illegal act has occurred.

.221 You should also note that laundered funds and their proceeds could be subject to asset seizure and
forfeiture (claims) by law enforcement agencies that could result in material contingent liabilities during
prosecution and adjudication of cases.
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.222 Section 10A of the Securities Exchange Act of 1934. The Private Securities Litigation Reform Act of
1995, among other things, amended the Securities Exchange Act of 1934 (the Exchange Act) to add Section
10A. This section requires that each audit under the Exchange Act include procedures regarding the detection
of illegal acts, the identification of related party transactions, and an evaluation of the issuer's ability to
continue as a going concern. Section 10A also codified certain then-existing professional auditing standards
regarding the detection of illegal acts by issuers and imposed expanded obligations on auditors to report in
a timely manner to management any information indicating that an illegal act has, or may have, occurred.
The auditor must ensure that the audit committee or board of directors is adequately informed with respect
to an illegal act, as broadly defined by Section 10A, unless the illegal act is clearly inconsequential.

.223 In addition, Section 10A requires the issuer to notify the SEC within one business day after the board
of directors of the issuer is informed by its auditor that the auditor reasonably expects to resign from the
audit engagement or to modify their audit report due to an illegal act that has a material effect on the issuer's
financial statements for which appropriate remedial action has not been taken by senior management and
the board of directors. If the issuer does not notify the SEC within that period, then the auditor, within the
next business day, must provide a copy of the "illegal acts report" that it gave to the board (or documentation
of any oral report) directly to the SEC. Section 10A provides for cease and desist and civil money penalties
to be imposed against auditors who willfully fail to provide the required reports.

Financial Crimes Enforcement Network Advisories
.224 The Financial Crimes Enforcement Network (FinCEN) is an entity within the U.S. Department of
the Treasury that supports law enforcement investigative efforts and fosters interagency and global coop
eration against domestic and international financial crimes. FinCEN has issued advisories about transactions
with the entities listed below. These advisories normally instruct financial institutions to give enhanced
scrutiny to any transaction originating in or routed through the entities listed below. It should be emphasized
that the issuance of these advisories does not mean that financial institutions should curtail legitimate
business with the following entities:

St. Vincent and the Grenadines

St. Kitts and Nevis

The Russian Federation

The Philippines

Panama

Niue

Nauru

The Marshall Islands

Liechtenstein

Lebanon

Israel

Dominica

The Cook Islands

The Cayman Islands

The Bahamas

Updating Federal Government Sanctions
.225 The Department of the Treasury's Office of Foreign Assets Control (OFAC) administers sanction
programs against Libya, Iraq, Cuba, the National Union for the Total Independence of Angola (UNITA),
Syria, Sudan, Yugoslavia, Burma, Iran, the Taliban in Afghanistan, international terrorists, and international
narcotics traffickers. Financial transactions with these regimes, entities, and individuals may be prohibited
or restricted by federal law. Information concerning OFAC rules, lists of prohibited entities, and general
OFAC information can be obtained on the OFAC Web site at www.ustreas.gov/ ofac.
.226 Sanctions have always been administered against North Korea as well. However on June 19,2000, OFAC
amended the Foreign Assets Control Regulations to permit new financial, trade and other transactions with North
Korea and its nationals. See the OFAC Web site for information on regulations pertaining to North Korea.
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Recent Regulatory Actions
What important regulatory guidance has been issued recently?
.227 Presented below are some important recent regulatory actions. The list of regulatory actions is not
comprehensive and information provided only represents summaries of the regulations. Readers should
visit the web sites of the various regulatory agencies for complete listings of new regulations and for full
descriptions of the regulations. Regulatory Web sites are—
•

FDIC: www.fdic.gov.

•

FFIEC: www.ffiec.gov.

•

FRB: www.federalreserve.gov.

•

NCUA: www.ncua.gov.

•

OCC: www.occ.treas.gov.

•

OTS: www.ots.treas.gov.

•

SEC: www.sec.gov.

FDIC Issues Guidance for Examiner Review of Auditor's Workpapers
.228 In March 2000, the FDIC released guidance for bank examiners who review workpapers prepared
by a depository institution's external auditors. The guidance instructs FDIC examiners to review the
workpapers when an FDIC-supervised bank of any size or any other depository institution with $500 million
or more in assets has a composite safety-and-soundness rating, known as a CAMELS rating, of 4 or 5 or when
they have significant concerns about an area of an FDIC-supervised bank's activities that would have fallen
within the scope of the work performed by the auditor. At every examination, the FDIC examiners must
obtain from the bank's management all the communications in which the auditors have identified reportable
conditions and material weaknesses in internal control.
.229 Auditing Interpretation No. 1, "Providing Access to or Photocopies of Working Papers to a
Regulator," of SAS No. 41, Working Papers (AICPA, Professional Standards, vol. 1, AU sec. 9339.01-.15)
describes the steps an auditor should take in providing an examiner with access to workpapers and shows
a sample of the type of letter to be sent to the regulator.

Securitizations and Participations
.230 The FDIC and NCUA have adopted final rules on the FDIC's and NCUA's treatment of financial
assets that are transferred by an insured depository institution or federally insured credit union in connection
with a securitization or a participation following the FDIC's or NCUA's appointment as conservator or
receiver. The rule responds to certain legal and accounting issues affecting asset-backed securitizations and
participations entered into by insured depository institutions and federally insured credit unions.
.231 Under GAAP (FASB Statement No. 125; FASB Statement No. 140 was issued in September 2000 and
replaces FASB Statement No. 125. Refer to FASB Statement No. 140 for accounting guidance), one of the
criteria for a transfer of financial assets to be accounted for as a sale is the "legal isolation" of the transferred
assets. Financial assets are deemed to be legally isolated when they have been placed beyond the reach of
the transferor and its creditors, even in the case of the bankruptcy of, or the appointment of a receiver for,
the transferor. Insured depository institutions, federally insured credit unions, accountants, and other parties
have raised questions about whether this isolation test would be satisfied for securitizations and participa
tions when the FDIC or NCUA, as conservator or receiver, has the statutory power to repudiate or disaffirm
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the transfers. If the transferred assets are not sufficiently isolated from the insured bank, credit union, or
thrift, its creditors or the receiver, the transfers would not qualify for sale treatment under GAAP and the
transferred assets would continue to be reported as assets on the institution's balance sheet.

.232 The rule responds to those questions by reassuring interested parties that, subject to certain
conditions such as fraud, the FDIC or NCUA, as conservator or receiver, will not seek to reclaim, recover, or
recharacterize as property of the institution or the receivership financial assets transferred by the institution
in connection with a securitization or participation. Accordingly, the rule should resolve the legal isolation
issue for insured depository institutions and federally insured credit unions. The rule confirms existing FDIC
and NCUA practice in dealing with securitization and participation transactions.

Prompt Corrective Action Rule and Risk-Based Net Worth Requirement Finalized
.233 In 1998, the Federal Credit Union Act was amended to require NCUA to adopt a system of prompt
corrective action for federally insured credit unions. As a separate component of that system, NCUA is
required to define credit unions that are "complex" by reason of their portfolio of assets and liabilities and
to develop a risk-based net worth requirement to apply to such credit unions in the "well capitalized" or
"adequately capitalized" statutory net worth categories.
.234 The NCUA has adopted final Prompt Corrective Action rules, Parts 702,741, and 747, in response to the
new requirements. Also, the NCUA issued a rule consisting of a three-step process for defining a "complex" credit
union and for determining its risk-based net worth requirement under either of two methods.
.235 Effective August 7, 2000, the final PCA rule will apply to every credit union's net worth ratio
reported on call reports beginning with January 22, 2001. The risk-based net worth requirement for credit
unions meeting the definition of "complex" will first apply on the basis of data in the call report due to be
filed by quarterly filers on April 23,2001, reflecting activity in the first quarter of 2001.
.236 For more detailed information, visit the NCUA Web site at www.ncua.gov/news/proposed_regs/
final_regs.html.

Final Rule Issued on Privacy
.237 The NCUA, OTS, OCC, FRB, FDIC, and SEC have all issued final privacy rules to meet the statutory
requirements of the Gramm-Leach-Bliley Act. (See the "In Focus Special: Privacy" section of this Alert for
details about the new regulations.)

Guidance Issued on Asset Securitization Activities
.238 The FDIC, FRB, OCC, and OTS have issued joint guidelines addressing asset securitization activities.
The guidelines highlight the risks associated with asset securitization and emphasize the concerns over certain
retained interests generated from the securitization and sale of assets. The guidance addresses the fundamental
risk management practices that should be in place at institutions that engage in securitization activity.
.239 The guidelines address the fundamental elements of an appropriate and effective risk management
program for securitization activities. In particular, the guidance sets forth the supervisory expectation that
the value of retained interests in securitizations must be supported by objectively verifiable documentation
of the assets' fair market value, utilizing reasonable, conservative valuation assumptions. Retained interests
that do not meet such standards or that fail to meet the supervisory standards set forth in the guidance will
be classified as loss and disallowed as assets of the bank for regulatory capital purposes. The guidance also
stresses the need for bank management to implement policies and procedures that include limits on the
amount of retained interests that may be carried as a percentage of capital.
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.240 Institutions that lack effective risk management programs or engage in practices that present safety
and soundness concerns may be subject to more frequent supervisory review, limitations on retained interest
holdings, more stringent capital requirements, or other supervisory response.

.241 Given the risks presented by securitization activities and, in particular, the potential volatility of
retained interests, the bank regulatory agencies issued proposed revisions to their capital rules for retained
interests in securitizations and other transfers of financial assets on September 27,2000.
.242 The proposed treatment would amend the leverage and risk-based capital requirements by:
•

Requiring that "dollar-for-dollar" risk-based capital be held against residual interests from securiti
zation activities or other transfers of financial assets that are retained on the balance sheet, even if the
amount exceeds the full capital charge typically held against the assets transferred.

•

Restricting undue concentrations in such residual interests by placing them within the twentyfive percent Tier 1 capital sublimit already established for nonmortgage servicing assets and
purchased credit card relationships. Any amounts above this limit will be deducted from Tier 1
capital.

.243 Comments on the proposal are due by December 26,2000.

Independent Audits for Small Banks and Thrifts
.244 On September 28, 1999, the FFIEC issued an interagency policy statement on external auditing
programs of banks and savings associations. The policy statement recommends, but does not require, that
banks and thrifts with assets under $500 million undergo external audits annually and, where practicable,
establish an audit committee composed entirely of outside directors. The interagency policy statement
declares that the banking agencies consider an annual audit of an institution's financial statements performed
by an independent public accountant to be the preferred type of external auditing program. The policy
statement is aimed at smaller institutions because larger institutions are already required to undergo annual
audits by independent CPAs. The policy statement is effective for fiscal years beginning on or after January
1, 2000. The NCUA, although a member of the FFIEC, did not adopt the policy.

High Loan-to-Value Residential Real Estate Lending
.245 The FDIC, FRB, OCC, and OTS jointly issued interagency guidance on high loan-to-value (LTV)
residential real estate lending on October 12,1999. The guidance reminds institutions that the 1992 Inter
agency Guidelines for Real Estate Lending Policies (Guidelines) and the supervisory LTV limits apply to
these transactions. The guidance also outlines some of the other controls the agencies expect institutions to
have in place when involved in this field of lending.

Credit Union Leasing Rule Issued
.246 The NCUA has issued a final rule on leasing. The final leasing rule updates and redesignates
NCUA's long-standing policy statement on leasing, Interpretive Ruling and Policy Statement (IRPS) 83-3, as
an NCUA regulation. IRPS 83-3 authorizes federal credit unions to engage in either direct or indirect leasing
and either open-end or closed-end leasing of personal property to their members if such leasing arrangements
are the functional equivalent of secured loans. In addition, the final rule formalizes NCUA's position, set
forth in legal opinion letters, that federal credit unions do not have to own the leased property in an indirect
leasing arrangement if certain requirements are satisfied.
.247 The effective date of the rule was June 30,2000.
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Credit Union Service Organization Rule Amended
.248 The NCUA has amended Section 712.5 of the credit union service organization (CUSO) regulation
by reinstating real estate brokerage services as a permissible CUSO service.
.249 The NCUA removed real estate brokerage services from the list of permissible CUSO services in 1998.
In reinstating real estate brokerage services, the NCUA recognized the importance of such services to customers.

Exam Cycle Extended for Foreign Banks
.250 On October 22,1999, the FRB, the OCC, and the FDIC adopted a final rule to extend the examination
frequency cycle for certain U.S. branches and agencies of foreign banks. The rule makes healthy, smaller U.S.
branches and agencies of foreign banks eligible for exams every 18 months, instead of every 12 months. The
extended exam cycle applies to U.S. branches or agencies of a foreign bank that have total assets of $250
million or less and have received a supervisory risk management, operational controls, compliance, and asset
quality (ROCA) rating of 1 or 2. In addition, the foreign bank branch or agency must meet certain specified
capital requirements and must not be subject to any formal enforcement action by U.S. regulators.

OCC Issues Final Rule on Investment Securities, Corporate Activities, and Bank
Activities and Operations
.251 The OCC issued a final rule that updates and clarifies its rules regarding investment securities,
corporate activities, and bank activities and operations. Most of the changes involve the OCC's interpreta
tions regarding national bank activities and operations. This final rule clarifies existing rules, adds new
provisions based on recent statutory changes, judicial rulings, OCC decisions, and other developments, and
makes technical changes. The effective date of the rule was December 6,1999.

FFIEC Revises Uniform Retail Credit Classification and Account Management Policy
.252 The FFIEC has revised the Uniform Retail Credit Classification and Account Management Policy
issued in 1999. The policy provides guidance to institutions when they classify or write off delinquent retail
loans and lines of credit.
.253 The FFIEC revised the policy in response to comments and requests from the banking industry for
clarification of the standards. In general, the revised policy provides banks and thrifts additional flexibility
in working with borrowers experiencing temporary problems in the payment of their consumer loans.

.254 The revised policy does not bar an institution from adopting a more conservative policy. Based on
collection experience, when a portfolio's history reflects high losses and low recoveries, more conservative
standards are appropriate and necessary. Nor does the policy preclude examiners from classifying individual
retail credit loans that exhibit signs of credit weakness regardless of delinquency status. An examiner may
also classify retail portfolios, or segments thereof, where underwriting standards are weak and present
unreasonable credit risk, and may criticize account management practices that are deficient.

.255 In brief, the primary modifications to the policy include the following:
•

The revised policy separates the treatment for open-end and closed-end credits in a manner that more
accurately reflects industry practice.

•

The revised policy permits institutions to re-age an open-end account that is placed in a workout program
after receipt of three monthly payments or the equivalent cumulative amount. Re-aging open-end
accounts for workout program purposes is limited to once in a five-year period and is in addition to the
existing once-in-twelve-months/twice-in-five-years limitation on re-aging open-end loans.
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The revised policy provides similar treatment for both closed-end and open-end loans secured by
one- to four-family residential real estate. A collateral assessment and charge-off will be required
when the loan is 180 days past due.

NCUA Amends Share Insurance Rules
.256 The NCUA issued a final rule amending its share insurance rules. The amendments simplify and
clarify these rules and provide parity between them and the FDIC's deposit insurance rules. Specifically, the
amendments—
•

Increase available share insurance coverage on some revocable trust accounts.

•

Simplify the method for determining the insurance coverage a member has in one or more joint accounts.

•

Treat a revocable trust account held in connection with a living trust as any other revocable trust
accounts, if the living trust meets all requirements pertaining to revocable trusts.

•

Provide separate insurance coverage for qualifying joint revocable trust accounts.

•

Treat Roth individual retirement accounts (IRAs) as traditional IRAs and Education IRAs as irrevo
cable trusts for insurance purposes.

•

Liberalize insurance coverage for some kinds of public unit accounts.

•

Clarify the degree of control state or local law has on share insurance determinations and revise the
substance and format of the Appendix to part 745.

.257 The rule was effective July 3,2000.

NACHA—the Electronic Payments Association—Revises Operating Rules
.258 NACHA, the trade association that develops operating rules and business practices for the auto
mated clearing house network and for other areas of electronic payments, modified the rules compliance
audit requirements within the NACHA Operating Rules to—
1. Require audits of rules compliance to be completed more frequently; audits must be completed
annually rather than every three years.

2. Provide greater coverage of rules provisions within the audit requirements.

3. Require completion of an annual audit of rules compliance by third-party service providers that act
on behalf of participating DFIs.
4. Require retention of documentation by participating DFIs and third-party service providers that the
annual audit has been completed. The modifications were effective December 17,1999.

Auditing, Attestation, and Quality Control Pronouncements and
Guidance Update
What new auditing pronouncements and other matters do you need to be aware of?
.259 For a full listing and description of all new auditing and attestation standards, read the AICPA
general Audit Risk Alert—2000/2001 [AAM section 8010]. The summaries presented below are for informa
tional purposes only and should not be relied on as a substitute for a complete reading of the applicable
guidance. Also, proposed pronouncements and exposure drafts are not authoritative standards and cannot
be used as a basis for changing GAAS. The purpose of proposed pronouncements and exposure drafts is to
solicit comments from preparers, auditors, users of financial statements, and other interested parties.
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Service Organizations and Reporting on Consistency

.260 In December 1999, the AICPA ASB issued SAS No. 88, Service Organizations and Reporting on
Consistency (AICPA, Professional Standards, vol. 1, AU secs. 324 and 420). Part 1, "Service Organizations,"
amends SAS No. 70, Reports on the Processing of Transactions by Service Organizations (AICPA, Professional
Standards, vol. 1, AU secs. 324.03 and 324.06-.10), to—
1. Clarify the applicability of SAS No. 70 by stating that the SAS is applicable if an entity obtains services
from another organization that are part of the entity's information system. It also provides guidance
on the types of services that would be considered part of an entity's information system.

2. Revise and clarify the factors a user auditor should consider in determining the significance of a
service organization's controls to a user organization's controls.

3. Clarify the guidance on determining whether information about a service organization's controls is
necessary to plan the audit.

4. Clarify that information about a service organization's controls may be obtained from a variety of
sources.
5. Change the title of SAS No. 70 from Reports on the Processing of Transactions by Service Organizations
to Service Organizations.

.261 Part 2, "Reporting on Consistency," amends SAS No. 1, Codification of Auditing Standards and
Procedures (AICPA, Professional Standards, vol. 1, AU sec. 420, "Consistency of Application of Generally
Accepted Accounting Principles"), to—
1. Conform the list of changes that constitute a change in the reporting entity (AU sec. 420.07) to the
guidance in paragraph 12 of APB Opinion No. 20, Accounting Changes.

2. Clarify that the auditor need not add a consistency explanatory paragraph to the auditor's report
when a change in the reporting entity results from a transaction or event.
3. Eliminate the requirement for a consistency explanatory paragraph in the auditor's report if a pooling
of interests is not accounted for retroactively in comparative financial statements.
4. Eliminate the requirement to qualify the auditor's report and consider adding a consistency explana
tory paragraph to the report if single-year financial statements that report a pooling of interests do
not disclose combined information for the prior year.
All of the amendments contained in SAS No. 88 were effective upon issuance.

SAS No. 89, Audit Adjustments
.262 In December 1999, the AICPA ASB issued SAS No. 89, Audit Adjustments (AICPA, Professional
Standards, vol. 1, AU secs. 310, 333, and 380), which amends three SASs to establish audit requirements
designed to encourage client management to record financial statement adjustments aggregated by the
auditor. It also clarifies management's responsibility for the disposition of financial statement misstatements
brought to its attention. SAS No. 89 amends SAS No. 83, Establishing an Understanding With the Client (AICPA,
Professional Standards, vol. 1, AU sec. 310); SAS No. 85, Management Representations (AICPA, Professional
Standards, vol. 1, AU sec. 333); and SAS No. 61, Communication With Audit Committees (AICPA, Professional
Standards, vol. 1, AU sec. 380), as follows:
1. SAS No. 83 is amended to include in the understanding with the client management's responsibility
for determining the appropriate disposition of financial statement misstatements aggregated by the
auditor. Specifically, SAS No. 89 adds the following to the list of matters that generally are included
in the understanding with the client:
AICPA Audit and Accounting Manual
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Management is responsible for adjusting the financial statements to correct material
misstatements and for affirming to the auditor in the representation letter that the effects
of any uncorrected misstatements aggregated by the auditor during the current engage
ment and pertaining to the latest period presented are immaterial, both individually
and in the aggregate, to the financial statements taken as a whole.

2. SAS No. 85 is amended to require that the management representation letter include an acknow
ledgment by management that it has considered the financial statement misstatements aggregated
by the auditor during the current engagement and pertaining to the latest period presented and has
concluded that any uncorrected misstatements are immaterial, both individually and in the aggre
gate, to the financial statements taken as a whole. It also requires that a summary of the uncorrected
misstatements be included in or attached to the representation letter.
3. SAS No. 61 is amended to require the auditor to inform the audit committee about uncorrected
misstatements aggregated by the auditor during the current engagement and pertaining to the latest
period presented, whose effects management believes are immaterial, both individually and in the
aggregate, to the financial statements taken as a whole.
These amendments are effective for audits of financial statements for periods beginning on or after December
15,1999, with early adoption permitted.

SAS No. 90, Audit Committee

Communications

.263 SAS No. 90, Audit Committee Communications (AICPA, Professional Standards, vol. 1, AU secs. 380 and
722), issued in December 1999, amends SAS No. 61 and SAS No. 71, Interim Financial Information (AICPA,
Professional Standards, vol. 1, AU sec. 722). SAS No. 90 was issued in response to recommendation numbers
8 and 10 of the report of the Blue Ribbon Committee on Improving the Effectiveness of Corporate Audit
Committees, which suggest changes to GAAS.
.264 Among other things, the amendment to SAS No. 61 requires an auditor to discuss with the audit
committees of SEC clients certain information relating to the auditor's judgments about the quality, not just
the acceptability, of the company's accounting principles and underlying estimates in its financial statements.
It also encourages a three-way discussion among the auditor, management, and the audit committee. This
amendment is effective for audits of financial statements for periods ending on or after December 15, 2000,
with earlier application permitted.

.265 The amendment to SAS No. 71 clarifies that the accountant should communicate to the audit
committee or be satisfied, through discussions with the audit committee, that matters described in SAS No.
61 have been communicated to the audit committee by management when they have been identified in the
conduct of interim financial reporting. This amendment also requires the accountant of an SEC client to
attempt to discuss with the audit committee the matters described in SAS No. 61 before filing Form 10-Q.
This amendment is effective for reviews of interim financial information for interim periods ending on or
after March 15,2000, with earlier application permitted.

SAS No. 91,

Federal GAAP Hierarchy

.266 At its October 1999 meeting, the AICPA Council adopted a resolution recognizing the Federal
Accounting Standards Advisory Board (FASAB) as the body designated to establish GAAP for federal
government entities under Rule 203 of the AICPA's Code of Conduct. Pursuant to that resolution, Statements
of Federal Financial Accounting Standards issued by the FASAB since March 1993 are recognized as GAAP
for applicable federal governmental entities. At its February 2000 meeting, the ASB voted to issue SAS No.
91, Federal GAAP Hierarchy (AICPA, Professional Standards, vol. 1, AU sec. 411), which amends SAS No. 69,
The Meaning of Present Fairly in Conformity with Generally Accepted Accounting Principles in the Independent
Auditor's Report (AICPA, Professional Standards, vol. 1, AU sec. 411), to recognize FASAB statements as "level
A" GAAP and to establish a hierarchy for other FASAB guidance and general accounting literature.
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SAS No. 92, Auditing Derivative

8160-23

Instruments, Hedging Activities, and Investments

in Securities

.267 In September 2000 the ASB issued SAS No. 92, Auditing Derivative Instruments, Hedging Activities,
and Investments in Securities (AICPA, Professional Standards, vol. 1, AU sec. 391). SAS No. 92 will help auditors
plan and perform auditing procedures for financial statement assertions about derivative instruments,
hedging activities, and investments in securities. SAS No. 92 supersedes SAS No. 81. The guidance in the
SAS applies to—

1. Derivative instruments, as that term is defined in FASB Statement No. 133, Accounting for Derivative
Instruments and Hedging Activities.

2. Hedging activities in which the entity designates a derivative or a nonderivative financial instrument
as a hedge of exposure for which FASB Statement No. 133 permits hedge accounting.
3. Debt and equity securities, as those terms are defined in FASB Statement No. 115, Accounting for
Certain Investments in Debt and Equity Securities.
SAS No. 92 is effective for audits of financial statements for fiscal years ending on or after June 30,2001. Early
application of the SAS is permitted.

Audit Guide to Complement SAS No. 92
.268 An Audit and Accounting Guide to complement SAS No. 92 is to be issued by the ASB. The Guide
provides practical guidance for implementing the SAS on all types of audit engagements. The suggested
audit procedures contained in the Guide do not increase or otherwise modify the auditor's responsibilities,
rather, the suggested procedures are intended to clarify and illustrate the application of the requirements of
SAS No. 92. The Guide's objective is both to explain SAS No. 92 by examining it in-depth, and to provide
practical illustrations through the use of case studies.
.269 The Guide will include an overview of derivatives and securities and the general accounting
considerations for them, as well as case studies that address topics such as the use of interest rate futures
contracts to hedge the forecasted issuance of debt, the use of a put options to hedge available-for-sale
securities, separately accounting for a derivative embedded in a bond, the use of interest rate swaps to hedge
existing debt, the use of foreign-currency put options to hedge a forecasted sale denominated in a foreign
currency, changing the classification of a security to held-to-maturity, control risk considerations when
service organizations provide securities services, inherent and control risk assessment, and designing
substantive procedures based on risk assessments.

SAS No. 93,

Omnibus Statement on Auditing Standards—2000

.270 In October 2000, the ASB issued SAS No. 93, Omnibus Statement on Auditing Standards—2000.
The SAS—

•

Withdraws SAS No. 75, Engagements to Apply Agreed-Upon Procedures to Specified Elements, Accounts,
or Items of a Financial Statement (AICPA, Professional Standards, vol. 1, AU sec. 801). The guidance in
SAS No. 75 will be incorporated in Statements on Standards for Attestation Engagements (SSAE) No.
4, Agreed-Upon Procedures Engagements (AICPA, Professional Standards, vol. 1, AT sec. 600), to consoli
date the guidance on agreed-upon procedures engagements in professional standards.

•

Amends SAS No. 58, Reports on Audited Financial Statements (AICPA, Professional Standards, vol. 1, AU
sec. 508), to include a reference in the auditor's report to the country of origin of the accounting
principles used to prepare the financial statements and the auditing standards that the auditor
followed in performing the audit.

•

Amends SAS No. 84, Communications Between Predecessor and Successor Auditors (AICPA, Professional
Standards, vol. 1, AU sec. 315), to clarify the definition of a predecessor auditor.
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Interpretation No. 7, "Management's and Auditor's Responsibilities With Regard
to Related Party Disclosures Prefaced by Terminology Such As Management
Believes That," of SAS No. 45, Related Parties
.271 Interpretation No. 7, "Management's and Auditor's Responsibilities With Regard to Related Party
Disclosures Prefaced by Terminology Such As Management Believes That," of SAS No. 45, Related Parties
(AICPA, Professional Standards, vol. 1, AU sec. 9334.22-.23) essentially states that a preface to a related party
disclosure such as "Management believes that" or "It is the Company's belief that" does not change
management's responsibility to substantiate the representation.

Accounting Pronouncements and Guidance Update
What new accounting pronouncements and other matters do you need to be aware of?
.272 For a full listing of recently issued accounting standards, read the AICPA general Audit Risk
Alert—2000/2001 [AAM section 8010]. The summaries presented below are for informational purposes only
and should not be relied on as a substitute for a complete reading of the applicable guidance. Also, proposed
pronouncements and exposure drafts are not authoritative standards and cannot be used as a basis for
changing GAAP. The purpose of proposed pronouncements and exposure drafts is to solicit comments from
preparers, auditors, users of financial statements, and other interested parties.

FASB Statement No. 138, Accounting for

Certain Derivative Instruments and

Certain Hedging Activities

.273 FASB Statement No. 138, Accounting for Certain Derivative Instruments and Certain Hedging Activities,
amends FASB Statement No. 133 and addresses a limited number of issues causing implementation
difficulties for numerous entities that apply FASB Statement No. 133. This Statement amends the accounting
and reporting standards of FASB Statement No. 133 for certain derivative instruments and certain hedging
activities as indicated:
1. The normal purchases and normal sales exception in paragraph 10(b) may be applied to contracts
that implicitly or explicitly permit net settlement, as discussed in paragraphs 9(a) and 57(c)(1), and
contracts that have a market mechanism to facilitate net settlement, as discussed in paragraphs 9(b)
and 57(c)(2).

2. The specific risks that can be identified as the hedged risk are redefined so that in a hedge of interest
rate risk, the risk of changes in the benchmark interest rate (benchmark interest rate is defined in
paragraph 4(jj) of FASB Statement No. 138) would be the hedged risk.
3. Recognized foreign-currency-denominated assets and liabilities for which a foreign currency trans
action gain or loss is recognized in earnings under the provisions of paragraph 15 of FASB Statement
No. 52, Foreign Currency Translation, may be the hedged item in fair value hedges or cash flow hedges.

4. Certain intercompany derivatives may be designated as the hedging instruments in cash flow hedges
of foreign currency risk in the consolidated financial statements if those intercompany derivatives
are offset by unrelated third-party contracts on a net basis.
FASB Statement No. 138 also amends FASB Statement No. 133 for decisions made by the Board relating to
the DIG process. Certain decisions arising from the DIG process that required specific amendments to FASB
Statement No. 133 are incorporated into FASB Statement No. 138.

FASB Statement No. 139, Recission of FASB Statement No. 53 and Amendments to
FASB Statements No. 63, 89, and 121
.274 FASB Statement No. 139 rescinds FASB Statement No. 53, Financial Reporting by Producers and
Distributors of Motion Picture Films. An entity that previously was subject to the requirements of Statement
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53 shall follow the guidance in AICPA SOP 00-2, Accounting by Producers or Distributors of Films. This
Statement also amends FASB Statements No. 63, Financial Reporting by Broadcasters, No. 89, Financial Reporting
and Changing Prices, and No. 121, Accounting for the Impairment of Long-Lived Assets and for Long-Lived Assets
to Be Disposed Of.
.275 Statement No. 139 is effective for financial statements for fiscal years beginning after December 15,
2000. Earlier application is permitted only upon early adoption of the SOP.

FASB Statement No. 140, Accounting for Transfers

and Servicing of Financial Assets

and Extinguishments of Liabilities
.276 This Statement replaces FASB Statement No. 125, Accounting for Transfers and Servicing of Financial
Assets and Extinguishments of Liabilities. It revises the standards for accounting for securitizations and other
transfers of financial assets and collateral and requires certain disclosures, but it carries over most of FASB
Statement No. 125's provisions without reconsideration.
.277 This Statement provides accounting and reporting standards for transfers and servicing of financial
assets and extinguishments of liabilities. Those standards are based on consistent application of a financialcomponents approach that focuses on control. Under that approach, after a transfer of financial assets, an
entity recognizes the financial and servicing assets it controls and the liabilities it has incurred, derecognizes
financial assets when control has been surrendered, and derecognizes liabilities when extinguished. This
Statement provides consistent standards for distinguishing transfers of financial assets that are sales from
transfers that are secured borrowings.
.278 In addition to replacing FASB Statement No. 125 and rescinding FASB Statement No. 127, Deferral
of the Effective Date of Certain Provisions of FASB Statement No. 125, this Statement carries forward the actions
taken by Statement 125.

.279 This Statement is effective for transfers and servicing of financial assets and extinguishments of
liabilities occurring after March 31, 2001. This Statement is effective for recognition and reclassification of
collateral and for disclosures relating to securitization transactions and collateral for fiscal years ending after
December 15, 2000. Disclosures about securitization and collateral accepted need not be reported for period
sending on or before December 15,2000, for which financial statements are presented for comparative purposes.
.280 This Statement is to be applied prospectively with certain exceptions. Other than those exceptions,
earlier or retroactive application of its accounting provisions is not permitted.

FASB Interpretation 44, Accounting for Certain

Transactions Involving

Stock Compensation
.281 FASB Interpretation No. 44 clarifies the application of APB Opinion No. 25 for only certain issues.
It does not address any issues related to the application of the fair value method in FASB Statement No. 123.
Among other issues, Interpretation No. 44 clarifies—
1. The definition of employee for purposes of applying APB Opinion No. 25.

2. The criteria for determining whether a plan qualifies as a noncompensatory plan.
3. The accounting consequence of various modifications to the terms of a previously fixed stock option
or award.
4. The accounting for an exchange of stock compensation awards in a business combination.
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Interpretation No. 44 was effective July 1, 2000, but certain conclusions in the Interpretation cover specific
events that occurred after either December 15,1998, or January 12,2000. To the extent that the Interpretation
covers events occurring during the period after December 15, 1998, or January 12, 2000, but before the
effective date of July 1,2000, the effects of applying the Interpretation are to be recognized on a prospective
basis from July 1,2000.

Revised Audit and Accounting Guides Issued
.282 May 1, 2000 versions of the Audit and Accounting Guides listed below are now available. The
AICPA Accounting Standards Executive Committee and members of the AICPA Auditing Standards Board
have found these guides to be consistent with existing standards and principles covered by Rule 202 and 203
of the AICPA Code of Professional Conduct. AICPA members should be prepared to justify departures from
these guides. To order the guides, call the AICPA Order Department at 1-888-777-7077.
•

Banks and Savings Institutions (Product Number 012468kk)

•

Audits of Credit Unions (Product Number 012469kk)

•

Audits of Finance Companies (Product Number 012467kk)

Proposed Statement of Position—Accounting by

Certain Financial Institutions and
Entities That Lend to or Finance the Activities of Others
.283 This SOP project is to reconcile the specialized accounting and financial reporting guidance
established in the existing Guides Banks and Savings Institutions, Audits of Credit Unions, and Audits of Finance
Companies. The final provisions would be incorporated in a final Combined Guide, applicable to entities that
lend to or finance the activities of others. In May 2000, the AcSEC issued an exposure draft of this proposed
SOP. Comments are due October 31,2000. AcSEC expects to issue the SOP in the second quarter of 2001.

Proposed Statement of Position—Accounting for Certain Purchased Loans

or

Debt Securities
.284 FASB Statement No. 91, Accounting for Nonrefundable Fees and Costs Associated with Originating or
Acquiring Loans and Initial Direct Costs of Leases, requires that discounts on purchases of groups of loans be
recognized as an adjustment of yield over an instrument's life. Practice Bulletin 6, Amortization of Discounts
on Certain Acquired Loans, further addresses accretion of discounts on purchases of loans with credit quality
issues, which involves intertwining issues of accretion of discount, measurement of credit losses, and
recognition of interest income. This project has tentatively rejected the Practice Bulletin 6 methodology and
adopts FASB Statement No. 114 concepts.
.285 Go to the AICPA Web site's AcSEC Update page for more in-depth information about the issues
that the project addresses.
.286 A final SOP is expected to be issued during the fourth quarter of 2000.

Proposed Elimination of Pooling-of-interests Accounting
.287 The FASB has issued a proposal for public comment that would, among other things, eliminate the
pooling of interests method of accounting for business combinations. The FASB tentatively decided that using
the purchase method is preferable to allowing more than one method to be used when businesses combine.
.288 Several industry groups have objected to the proposed elimination of the pooling-of-interests method
of accounting for certain business combinations. They have argued, among other things, that the proposed
accounting rule would preclude many business combinations that make economic and strategic sense.
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For information on this issue, visit the FASB's Web site at www.fasb.org.

Resource Central
Training courses, Web sites, publications, and other resources available to CPAs.

Training Courses
The AICPA has developed a number of continuing professional education (CPE) courses that are
valuable to CPAs working in or serving the lending and depository institutions industry. Those courses
include—
.290

•

Banks, Savings Institutions and Credit Unions: An Accounting and Auditing Perspective (Product Number
736090). This course provides an excellent introduction to the banking, savings institutions, and credit
union industries. It will ensure that you are up-to-date and prepared for the continuing changes in
this field.

•

AICPA's Annual Accounting and Auditing Workshop (2000-2001 Edition) (Product Number 737061
(Text) 187078 (Video)). Whether you are in industry or public practice, this course keeps you current,
informed, and shows you how to apply the most recent standards.

•

SPAS 133: Derivative and Hedge Accounting (Product Number 735180). This course helps you under
stand GAAP for derivatives and hedging activities. Also, you will learn how to identify effective and
ineffective hedges.

•

Independence (Product Number 739035). This new interactive CD-ROM course will review the AICPA
authoritative literature covering independence standards (including the newly issued SECPS inde
pendence requirements), SEC regulations on independence, and ISB standards.

•

SEC Reporting (Product Number 736745). This course will help the practicing CPA and corporate
financial officer learn to apply SEC reporting requirements. It clarifies the more important and
difficult disclosure requirements.

•

Internal Control Implications in a Computer Environment (Product Number 730617). This practical course
analyzes the effects of electronic technology on internal controls and provides a comprehensive
examination of selected computer environments, from traditional mainframes to popular personal
computer set-ups.

Online Library
.291 The AICPA has launched a new online learning library—AICPA InfoBytes. An annual fee ($95 for
members and $295 for nonmembers) offers unlimited access to over 1,000 hours of online CPE in one- and
two-hour segments. Register as our guest at infobytes.aicpaservices.org.

Publications
.292 CPAs operating in the lending and depository institutions industry may find the following publi
cations valuable:

•

Banks and Savings Institutions Audit and Accounting Guide (Product Number 011179kk)

•

Audits of Credit Unions Audit and Accounting Guide (Product Number 012061kk)

•

Audits of Finance Companies (Product Number 012467kk)
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•

The ABCs of Independence Risk Alert. A must-read primer on the fundamentals of independence.
Whether you are unfamiliar with the standards or need a user-friendly refresher course, this Alert is
for you.

•

SEC Alert. Developed in conjunction with the SEC staff, this Alert provides valuable insights into
the SEC staff's perspectives on numerous accounting and auditing issues.

•

E-Business Alert. The "e-world" awaits. Are you ready? Find out what is happening in the realm of
e-business and how it will affect your audits in this new Alert.

•

Auditing Estimates and Other Soft Accounting Information (Product Number 010010kk). This practice
aid provides practical guidance for handling the problems related to the audit of soft accounting
information, illustrating how SAS No. 57, Auditing Accounting Estimates, may be applied by auditors.

•

Accounting Trends & Techniques—2000 (Product Number 009892kk). This publication offers highlights
of the latest trends in corporate financial statements. Surveying over 600 public companies, this
publication illustrates accounting practices and trends, including presentations and disclosures.

Hotline Help

Accounting and Auditing Technical Hotline

.293 The AICPA Technical Hotline answers members' inquiries about accounting, auditing, attestation,
compilation, and review services. Call 1-888-777-7077.

Ethics Hotline
.294 Members of the AICPA Professional Ethics Team answer inquiries concerning independence and other
behavioral issues related to the application of the AICPA Code of Professional Conduct. Call 1-888-777-7077.

Web Sites
.295 Further information on matters addressed in this Audit Risk Alert is available through various
publications and services offered by a number of organizations. Some of those organizations are listed in the
table at the end of this section.
.296 This Audit Risk Alert replaces the Depository Institutions and Lending Industry Developments—
1999/2000 Audit Risk Alert. The Lending and Depository Institutions Industry Developments Alert is published
annually. As you encounter audit or industry issues that you believe warrant discussion in next year's Alert,
please feel free to share those with us. Any other comments that you have about the Alert would also be
appreciated. You may email these comments to rdurak@aicpa.org, or write to:

Robert Durak, CPA
AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
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Centralbahnplatz 2,
Basel, Switzerland
(+41-61) 280 80 80

Bank for International
Settlements
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Publications Services
20th and C Streets, NW
Washington, DC 20551-0001
(202) 452-3245

Federal Reserve System

Publications Department
1125 15th S treet , N W
Washington, DC 20005-2766
(800) 793-MBAA

Public Information Center
801 17th Street, NW
Room 100
Washington, D.C. 20434
(800) 276-6003
(202) 416-6940_____________

Federal Deposit
Insurance Corporation

Mortgage Bankers
Association of America

Customer Service
8200 Jones Branch Drive
McLean, VA 22102-3107
(800) FREDDIE

Federal Home Loan
Mortgage Corporation
(Freddie Mac)

MBA Fax on Demand
This service is available only to
MBA members. For more
information, call (800) 909-6222.

U.S. Department of Commerce
STAT-USA/FAX
Some information is available to
guest users. Other information
requires a subscription fee.
(202) 482-0005

Facsimile Bulletin Board System
(804) 642-0003/2036

(+41-61)280 91 00 and
(+41-61) 280 81 00

(201)938-3787

24 Hour Fax Hotline

_________ Fax Services

Information Sources

www.mbaa.org

www.frb.gov

www.fdic.gov

www.fhlmc.org

www.ffiec.gov

www.fasb.org

www.hud.gov

www.bis.org

Internet
www.aicpa.org
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Federal Reserve Board
Highlights
(202) 452-3206

Action Update
(202) 898-7210

Action Alert Telephone Line
(203) 847-0700 (ext. 444)

AcSEC Telephone Line
(212) 596-6008

Recorded Announcements
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Department of Housing 451 7th Street SW
and Urban Development Washington, D.C. 20410
(202) 708-1422
Financial Accounting
Order Department
Standards Board
P.O. Box 5116
Norwalk, CT 06856-5116
(203) 847-0700, ext. 10
Federal Financial
Washington, D.C.
Institutions Examination
Council

General Information

Order Department
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
(888) 777-7077

Organization

American Institute
of Certified Public
Accountants
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OTS Dissemination Branch
1700 G Street, NW
Washington, DC 20552-0001
(202) 906-5900

Federal Student Aid
Information Center
(800) 433-3243

Superintendent of Documents
U.S. Government Printing Office

U.S. Department of the
Treasury-Office of
Thrift Supervision

U.S. Department of
Education

U.S. General
Accounting Office

United States
Securities and
Exchange Commission

Publications Control
P.O. Box 70004
Chicago, IL 60673-0004
(202) 874-5000

U.S. Department of the
Treasury-Office of the
Comptroller of the
Currency

Publications Unit
450 Fifth Street, NW
Washington, DC 20549-0001
(202) 942-4046
SEC Public Reference Room
(202) 942-8078

Washington, DC 20401-0001
(202)512-1800___________________

____

Office of Public and
Congressional Affairs
1775 Duke Street
Alexandria, VA 22314

General Information

National Credit Union
Administration

Organization

Information Line
(202) 942-8090 (ext. 3)
(202) 942-8092 (tty)

Information Line
(202) 512-2250

www.ots.treas.gov

PubliFax
(202) 906-5660

www.sec.gov

www.gpo.gov

www.ed.gov

www.ustreas.gov

www.ncua.gov

(703) 518-6480
NCUA World Wide Web home page

available to guest users

NCUA Bulletin Board
All information is

Internet

OCC Information Line
(202) 479-0141

Fax Services

Information Sources— (cont'd)
Recorded Announcements

Information Line
(202) 942-8090
(202) 942-8092 (tty)

Newsline
(800) 755-1030
(703) 518-6339
(Washington, DC area)
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Appendix A
Best Practices for E-Commerce Self-Defense
Web-savvy CPAs can help clients by offering these e-sabotage prevention tips.
— Conduct a risk assessment of the enterprise.
If possible, do it before implementing
technical controls so that weaknesses can be
eliminated before costly adjustments are
needed.

— Use firewalls to block intrusions. Pass trans
missions through a control point where they
can be checked for compliance with security
provisions.

— Develop security standards. Communicate
security policy to employees so they
understand their responsibilities, the penalties
for violations, and what to do if they suspect
online security has been breached.

— Monitor employees' online activity. Use
systems management tools to enforce security
policies consistently across multiple online
environments and to automate user access.
Use e-mail analysis tools to intercept and scan
e-mail for possible security violations.

— Test defenses. Conduct a full systems audit,
testing security—especially firewalls—to
identify potential weak points, including
remote access to systems by e-mail, the
Internet, and telephone.

— Monitor networks for unusual activity.
Determine whether installing additional
security measures or systems resources, such
as RAM, would reduce the impact of a hacker
attack. Also, use intruder detection software to
maintain overall awareness of possible threats
to systems—for example, surreptitious largescale incursions during diversionary attacks.

— Get an independent opinion on security
measures. Have an objective outsider evaluate
overall online security, including firewalls,
antivirus software, and risk analysis tools.

— Consult the Internet service provider. Deter
mine whether it can block attacks before they
reach company systems.

— Limit access to e-commerce controls. Give — Inform the proper authorities when systems
access to the fewest people and the fewest
are violated. Stress the importance of
systems possible for the minimum time it
preserving system activity logs, which may
takes to perform essential functions. Use
help identify intruders.
authentication tools, such as passwords, smart
cards, and digital certificates, to verify
identities online.
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Appendix B
AICPA Industry Expert Panel Created
The AICPA has developed an expert panel that focuses on identifying business reporting issues, with an
emphasis on audit and accounting matters, in the financial services industry. The Financial Services Expert
Panel is one of a number of industry-specific panels that have been created as part of the AICPA's effort to
revamp the Institute's volunteer structure.

The Expert Panel will identify and discuss industry-specific emerging issues and their effect on CPAs,
identify additional guidance, if any (both traditional and nontraditional), that members need to be effective
and to protect the public, and develop plans for providing input on initiatives that should be brought to the
attention of standards-setters or the AICPA prioritization mechanism, and other matters.
Joining the Expert Panel
Expert Panel members should be forward-thinking, vision-aligned, cross-functional individuals. In addition,
Panel members may be non-CPA business professionals. Cross-functional is intended to include members
with expertise in the traditional areas of accounting and auditing, as well as awareness and, perhaps,
expertise beyond the traditional areas. For example, depending on the needs of the area covered by the Expert
Panel, the members might have expertise in assurance services, operational and management issues,
technology, corporate governance, legislation, and other areas, in addition to expertise in the traditional areas
of accounting and auditing.
Rewards of Joining the Panel. Serving on the Panel is a rewarding and enriching experience. Panel members
interact with other top professionals in their industry and address and resolve key forces, issues, and trends
shaping the financial services world. Moreover, Expert Panel members take the knowledge and experience
they gain on the Panel with them, enriching themselves, their work, and their firms.

Panel members will serve one-year terms, generally for three consecutive years.

Apply Now. For more information on the Expert Panels or to apply, visit AICPA Volunteer Central at www.
skillscape.com/aicpaonline.

[The next page is 8161.]
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AAM Section 8060
Employee Benefit Plans Industry
Developments—2001
NOTICE TO READERS
This document has been prepared by the AICPA staff. It has not been approved, disapproved,
or otherwise acted on by any senior technical committee of the AICPA. The AICPA staff wishes
to thank the members of the Employee Benefit Plans Expert Panel; the 2001 Employee Benefit
Plans Audit Guide Revision Task Force; Wendalyn Frederick, technical manager, AICPA
Professional Standards and Services; and The Office of Chief Accountant, Pension and Welfare
Benefits Administration of the U.S. Department of Labor for their contributions to this Audit
Risk Alert.

In This Year's Alert . . .
•

What is the purpose of this Audit Risk Alert?

•

How are employee benefit plans affected by the current conditions in the U.S. economy?

•

What are negative elections?

•

What is HIPAA and what new rules have been enacted?

•

What's new for plan year 2000?

•

How do you file the Form 5500?

•

What should the auditor's report look like when a qualified or adverse opinion was issued on
prior-year financial statements that are being restated in the current period to conform to GAAP?

•

Whom should you call if you have ERISA or Form 5500 preparation questions?

•

What is the DFVC program?

•

What other PWBA matters should you be aware of?

•

What are self-directed investments and how should they be reported?

•

What audit adjustments are likely to be included on a summary of uncorrected misstatements?

•

What are some derivative financial instruments commonly found in employee benefit plans?

•

How should you audit benefit claims that are processed electronically?

•

What are some recurring deficiencies found in employee benefit plan audits?

•

What new auditing and attestation pronouncements have been issued recently?

•

What new accounting pronouncements have been issued recently?
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•

What revisions have been made to the Guide?

•

What other AICPA publications related to employee benefit plans may be of value to your practice?
How can you order AICPA products?
*

*

*

*

Introduction
What is the purpose of this Audit Risk Alert?
.01 This Audit Risk Alert is intended to help you plan and perform your employee benefit plan audits.
The Alert addresses current industry developments and emerging practice issues and provides information
on current auditing, accounting, and regulatory developments. Armed with a sound understanding of these
areas allows you, among other things, to perform your audits in a more efficient and effective manner, and
to deliver greater value to your clients through audit and related services.

Industry and Economic Developments
.02 The need for individuals to provide for their own retirement continues. The use of the Internet to
educate and manage retirement accounts has become more prevalent as plan sponsors continue to increase
the number of investment options offered in defined contribution pension plans.

Economic Environment

How are employee benefit plans affected by the current conditions in the U.S. economy?
.03 Statement on Auditing Standards (SAS) No. 22, Planning and Supervision (AICPA, Professional Stand
ards, vol. 1, AU sec. 311), among other matters, points out some of the important considerations that should
be addressed in the planning phase of the audit. One of those considerations is the need for auditors to
understand the economic conditions affecting the industry in which the client operates. Economic activities
relating to such factors as interest rates, consumer confidence, overall economic expansion or contraction,
inflation, and the labor market, are likely to have an impact on the entity being audited.
.04 In April 2001 the federal funds rate (the interest rate at which banks lend to each other overnight)
was reduced another half-point to 4.5 percent—this is down from 6.5 percent in the third quarter of 2000.
This has been the fastest series of interest rate cuts seen in the past fourteen years with rates being lowered
for the fourth time this year alone. Historically, as interest rates start to fall many plan administrators and
investment managers adopt more aggressive investment strategies, such as directing a larger proportion of
plan investments into higher yielding and higher risk investment vehicles including derivatives.
.05 In addition, 2001 has seen much volatility in the stock market. With the economy continuing to slow,
March 2001 saw the Dow Jones Industrial Average (DJIA) fall below the 10,000 mark for the first time since
October 2000 and the National Association of Securities Dealers Automated Quotation (NASDAQ) lost
almost 18 percent. Many defined benefit plans are finding that the decline in the stock market is "eating
away" at their funding. If the market continues to decline, many defined benefit plan sponsors may need to
make contributions to their plans.

.06 Be alert to plan administrators moving away from the stock market and investing in harder-to-value
securities such as real estate, limited partnerships, and derivatives. See the "Investment in Derivatives"
section of this Alert for a discussion of certain derivative financial instruments.
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Negative Elections
What are negative elections?

.07 Defined contribution pension plans are making use of recent revenue rulings allowing for negative
elections. A negative election is a plan provision where the plan sponsor enrolls a new employee or a current
nonparticipating employee into the plan at a proscribed contribution deferral amount and into a proscribed
investment option. Employees are provided notification informing them of the right to opt out of the plan.
If employees elect to remain in the plan, they are informed that they can modify the original investment
election, the deferral percentage, or both. This is a popular mechanism for plans to encourage participation.
However, plans should provide communications to employees. In addition, plans should be prepared for
the additional fiduciary risk associated with those employees who do not opt out or do not direct how their
contributions should be invested. For such participants, many plans specify a default investment. Before
your client changes to negative elections, you may want to recommend they consult with their legal counsel
regarding the increased fiduciary risk involved.

The Health Insurance Portability and Accountability Act
What is HIPAA and what new rules have been enacted?

.08 The Health Insurance Portability and Accountability Act of 1996 (HIPAA) established standards for
the privacy and protection of individually identifiable electronic health information as well as administrative
simplification standards. HIPAA includes protection for those who move from one job to another, who are self
employed, or who have preexisting medical conditions, and places requirements on employer-sponsored
group health plans, insurance companies, and health maintenance organizations.

.09 In August 2000 the administrative simplification provisions of HIPAA were enacted to improve the
efficiency and effectiveness of the health care system by standardizing electronic data interchange while
protecting the security and privacy of health care information, and reducing the costs and administrative
burdens of health care.

.10 In December 2000 the final rules on standards for privacy of individually identifiable health infor
mation were published in the Federal Register. The rules include standards to protect the privacy of
individually identifiable health information. The rules (applicable to health plans, health care clearinghouses,
and certain health care providers) present standards with respect to the rights of individuals who are the
subjects of this information, procedures for the exercise of those rights, and the authorized and required uses
and disclosures of this information. These are the first-ever national standards to protect medical records
and other personal health information. The new standards—
•

Limit the nonconsensual use and release of private health information.

•

Give patients new access to their records and let them know who else has accessed them.

•

Restrict most disclosure of information to the minimum needed for the stated purpose.

•

Establish criminal and civil sanctions.

•

Establish requirements for access by researchers and others.

Providers will be required to obtain advance written consent from their patients to disclose information and
to provide those patients with written information on their privacy rights.

.11 The regulations were to take effect February 26; however, President George W. Bush's Health and
Human Services secretary agreed to push the effective date back to April 14,2001, to give lawmakers more
time to review the regulations and to decide whether they should be changed. Health care providers will not
be forced to fully comply with the changes until April 14, 2003.
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.12 In response to this regulation, claim processors may be updating and instituting a variety of
confidentiality or indemnification agreements to protect their organizations when third parties request claim
information. See the section "Confidentiality or Indemnification Letters" in the "Health and Welfare Benefit
Plan Issues" section of this Alert for further information.

PWBA Issues Final Rules to Strengthen Workers' Health Benefit Rights
.13 On November 21, 2000, the Pension and Welfare Benefits Administration (PWBA) published two
new rules aimed at ensuring that workers receive quick processing of health insurance claims and timely
decisions on appeals when claims are denied.

.14 First, the agency published a final rule, the first of its type in twenty years, to ensure plan participants
a timely, fair internal review when they have a grievance against their health plan and an expedited review
for urgent claims. The new rule covering the Employee Retirement Income Security Act (ERISA)-govemed
health plans—
•

Requires timely coverage and appeal decisions.

•

Provides meaningful information to patients about their rights under the appeals process.

•

Creates a more fair process to review decisions to deny benefits.

The final rule provides for—
•

Faster decisions on initial claims and appealed claims, with time frames based on whether the claims
are pre-service or post-service.

•

Special rules requiring expeditious consideration of claims involving "urgent care."

•

More time for patients to appeal denied health claims.

•

Different decision maker to handle appeals.

•

Consultation with relevant health care professionals in making decisions about appeals that involve
medical judgment.

•

Enforcement of claimants' rights through the court.

•

Timely action on "concurrent care reviews" for patients receiving a course of treatment who face
early termination of benefits or have a need to extend treatment.

•

Enhanced disclosure, including a full decision of the plan's claim procedures.

•

More information about the reasons for a denied claim and the criteria and rules applied by the plan.

. 15 In addition, the PWBA issued final amendments to its regulation governing the contents of summary
plan descriptions to update and clarify specifically what information must be disclosed to workers and their
families about their health plans. The final rule covers plan descriptions that affect both pension and welfare
benefit plans. It further adopts in final form regulations that were effective on an interim basis implementing
certain amendments to ERISA's disclosure rules that were enacted as part of the HIPAA and the Newborns'
and Mothers' Health Protection Act.

Executive Summary—Industry and Economic Developments
Be alert to the economic environment, such as the decline in interest rates and the volatility of the
stock market, and how such economic activity may affect employee benefit plans.
• Negative elections are becoming more prevalent. Be aware that they do carry some fiduciary risk.
• The final rules on privacy standards have been issued.
• The PWBA published new rules on the processing of health insurance claims and timely decisions
on appeals when claims are denied.

•
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Regulatory Developments
2000 Form 5500 Series

What's new for plan year 2000?
.16 The Department of Labor (DOL), Internal Revenue Service (IRS), and the Pension Benefit Guaranty
Corporation (PBGC) have released the 2000 Form 5500 return/reports, schedules, and instructions to be used
by employee benefit plans for plan year 2000 filings. The IRS has also released the Form 5500-EZ return and
instructions to be used by certain one-participant retirement plans for plan year 2000 filings.

.17 The Form 5500 and Form 5500-EZ for plan year 2000 remain essentially unchanged from 1999, except
for certain changes made to reflect changes in the law, improve forms processing, and clarify the instructions.
These include, among other things—

•

Replacement of the "green drop out ink" used in the 1999 Form 5500 and Form 5500-EZ "hand print"
forms with easier to read "gray drop out ink" versions.

•

Inclusion in the instructions of an expanded list of tips to help filers reduce the likelihood of filing
errors under the ERISA Filing Acceptance System (EFAST).

•

The ability to complete the 2000 hand print form using EFAST approved software.

• Clarification for master trusts that hold assets attributable to participant or beneficiary directed
transactions under individual account plans that these assets may be treated as a single master trust
investment account if certain conditions are met.

•

Clarification that administrators of large plans and direct filing entities (DFEs) that participate in
common/collective trusts (CCTs) and pooled separate accounts (PSAs) are entitled to reporting relief
on Schedule H of their Form 5500 filings only if the CCT or PSA file a Form 5500.

In March 2001, the IRS mailed the annual Form 5500 and Form 5500-EZ package to filers.

Help Desk—Information copies of the forms, schedules and instructions are available on PWBA's
Web site at www.efast.dol.gov. Filers may also order forms and IRS publications twenty-four hours
a day, seven days a week, by calling 800-TAX-FORM (800-829-3676). The list of approved software
vendors on the EFAST Web site will be updated as software is approved for plan year 2000 filings.
For assistance, filers may also contact PWBA's Help Desk toll-free at (866) 463-3278.
When plan annual reports are filed electronically, the DOL encourages attachments to the
electronic form (for example, certain applicable supplemental schedules) to be submitted in
a single Adobe Portable Document format (PDF); however, data can be submitted in a single
file or multiple files in any of the following formats:
• ASCII/EBCIDIC Character (text) format
• Microsoft Word Document format
• Corel Wordperfect Document format
• Adobe PDF
• Hypertext-Markup Language (HTML) format
• Microsoft Excel format
• Lotus 1-2-3 format

.18

Here are some final helpful hints:

•

Remember to have the appropriate individuals sign the Form 5500.

•

Do not bind or attach the audit report and financial statements.

•

Make sure you, as auditor, review and retain a printout of the electronic version being filed.
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EFAST Computerized Filing System
How do you file the Form 5500?
.19 On July 1, 2000, the DOL took over the processing responsibilities for the Form 5500 and Form
5500-EZ from the IRS. The DOL has developed a new computerized system that will simplify and expedite
the receipt and processing of the Form 5500 by relying on computer scannable forms and electronic filing
technologies. This system, called the ERISA Filing Acceptance System (EFAST), will reduce government and
filer costs associated with filing, receiving, and processing annual reports.
.20 EFAST processes the Form 5500 in two computer scannable formats: machine print and hand print (the
questions are the same, only the appearance is different). Except for those who file electronically, use of
computer scannable forms continues to be mandatory for 2000 plan year reports. Filers can choose a machine
print format that utilizes computer software to complete the Form 5500. The machine print forms can be filed
electronically, or they may be printed out on computer printers and mailed to the DOL's processing center
in Lawrence, Kansas. The printed form will include a computer scannable 2D bar code on the bottom of each
page for expedited processing. Plans interested in using the machine print version of the Form 5500 will need
to use EFAST approved software.

Help Desk—Check the DOL's EFAST Web site at www.efast.dol.gov for more information
regarding the machine print forms and electronic filing.
.21 Filers may also choose a hand print format to complete their Form 5500 by hand or typewriter.
However, the hand print format can be filed only by mail (including certain private delivery services) to the
DOL's processing center in Lawrence, Kansas. The 2000 hand print version of the Form 5500 is printed in
"gray ink," and may be completed using EFAST approved software.
Help Desk—The gray ink hand print forms will be available in the Form 5500 package
mailed by the IRS and will also be available 24 hours a day, 7 days a week, by calling
800-TAX-FORM (800-829-3676).

DOL Non-Enforcement of GAAP Disclosures of Postretirement Benefit
Obligations by Multiemployer Health and Welfare Benefit Plans
What should the auditor's report look like when a qualified
or adverse opinion was issued on prior-year financial statements that
are being restated in the current period to conform to GAAP?
.22 Annual reports of multiemployer welfare benefit plans filed for plan years commencing on or after
January 1, 2000, are now subject to rejection by the PWBA if there is any material qualification in the
accountant's opinion accompanying the annual report due to a failure to comply with the requirements of
SOP 92-6, Accounting and Reporting by Health and Welfare Benefit Plans. The proposed non-enforcement policy
affecting Form 5500s filed by multiemployer welfare benefit plans was not adopted by the PWBA.
.23 To ensure that multiemployer welfare plans had an adequate opportunity to prepare their financial
record keeping and other related systems to comply with SOP 92-6, the PWBA stated that these plans could
continue to rely on its previously announced interim non-enforcement relief for their 1999 Form 5500 reports.
Auditors should note, however, that SOP 92-6 requires restatement of prior-period financial statements only
if they are presented together with the current year's financial statements. Therefore, because ERISA requires
comparative statements of net assets available for benefits, when adopting SOP 92-6 for plan year 2000 it will
be necessary to restate the 1999 statement of net assets to comply with provisions of SOP 92-6.1
1 If accounting changes were necessary to conform to the provisions of Statement of Position (SOP) 92-6, Accounting and Reporting by
Health and Welfare Benefit Plans, that fact should be disclosed when financial statements for the year in which the SOP is first applied are
presented either alone or with financial statements of prior years.
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Help Desk—In April 2001 the AICPA issued SOP 01-2, Accounting and Reporting by Health and
Welfare Benefit Plans, which amends SOP 92-6. For a further discussion of this SOP see the
"New AICPA Statement of Position for Health and Welfare Benefit Plans" section in this Alert.

.24 Employee health and welfare benefit plans that prepare financial statements in accordance with
generally accepted accounting principles (GAAP) must follow the accounting and reporting requirements
set forth in chapter 4, "Accounting and Reporting by Health and Welfare Benefit Plans," of the AICPA Audit
and Accounting Guide Audits of Employee Benefit Plans, which incorporates the guidance of SOP 92-6.

.25 Among other requirements, SOP 92-6 requires plans that provide postretirement benefits to include
in their financial statements the amount of the accumulated postretirement benefit obligation representing
the actuarial present value of all future benefits attributed to plan participants' services rendered to date.
Accounting changes adopted to conform to the provisions of the SOP should be made retroactively.
.26 SAS No. 58, Reports on Audited Financial Statements (AICPA, Professional Standards, vol. 1, AU sec.
508.68-.69), provides guidance on when an auditor has previously qualified his or her opinion or expressed
an adverse opinion on financial statements of prior periods because of a departure from GAAP and the
prior-period financial statements are restated in the current period to conform with GAAP. SAS No. 58
requires the auditor's updated report on the financial statements of the prior period to indicate that the
statements have been restated and to express an opinion with respect to the restated financial statements.
Further, when the updated report has an opinion different from the opinion previously expressed on the
prior-period financial statements, the auditor should disclose all the substantive reasons for the different
opinion in a separate explanatory paragraph(s) preceding the opinion paragraph of his or her report. The
explanatory paragraph(s) should disclose—
1. The date of the auditor's previous report.
2. The type of opinion previously expressed.
3. The circumstances or events that caused the auditor to express a different opinion.
4. That the auditor's updated opinion on the financial statements of the prior period is different from
his or her previous opinion on those statements.

.27 If a plan does not adopt all the provisions of SOP 92-6, including presenting the postretirement benefit
obligation amount in the statement of plan's benefit obligations and statement of changes in plan's benefit
obligations, which is required to fairly present the plan's financial statements in conformity with GAAP, the
auditor should consider the effect of this departure from GAAP on his or her report.2 SAS No. 58 describes the
circumstances that may require a qualified or adverse opinion when the financial statements contain a departure
from a generally accepted accounting principle (AICPA, Professional Standards, vol. 1, AU sec. 508.35-.60). A
qualified opinion is expressed when the auditor believes, on the basis of his or her audit, that the financial
statements contain a departure from GAAP, the effect of which is material, and he or she has concluded not to
express an adverse opinion. An auditor should express an adverse opinion when, in the auditor's judgment, the
financial statements taken as a whole are not presented fairly in conformity with GAAP.

Small Pension Plan Security Regulation
.28 On October 19, 2000, the PWBA published a final rule to improve the security of the more than $300
billion in assets held in private-sector pension plans maintained by small businesses. In recent years,
considerable public attention has focused on the potential vulnerability of small plans to fraud and abuse.
Although such circumstances are rare, the DOL decided it was appropriate to strengthen the security of
pension assets and the accountability of persons handling those assets.
2 In April 2001 the AICPA Accounting Standards Executive Committee issued SOP 01-2, Accounting and Reporting by Health and Welfare
Benefit Plans. This SOP allows the information about benefit obligations to be presented in a note to the financial statements. See the section
"New AICPA Statement of Position for Health and Welfare Benefit Plans" of this Audit Risk Alert for a further discussion of this SOP.
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.29 Historically, pension plans with fewer than 100 participants have been exempt from the requirement
to have an independent audit of the plan's financial statements. This new regulation, designed to safeguard
small pension plan assets by adding new conditions to the audit waiver requirement which focus on persons
who hold plan assets, enhances disclosure to participants and beneficiaries, and improves bonding require
ments. The audit requirement for health and welfare plans is not affected by this regulation.

.30 Under the new regulation, the administrator of an employee pension benefit plan with fewer than
100 participants as of the beginning of a plan year is not required to engage an independent auditor
provided—
1. At least 95 percent of the assets of the plan constitute "qualifying plan assets" or any person who
"handles" assets of the plan that do not constitute qualifying plan assets is bonded in accordance
with section 412 of ERISA and DOL regulation 29 CFR 2580.412-6.

2. Certain required disclosures are made in the plan's summary annual report.
According to the PWBA, the vast majority of the assets of small plans are "qualifying plan assets." The PWBA
believes that the plans that do not meet the 95 percent threshold will opt for the less expensive bonding
alternative to avoid an independent audit of the plan's financial statements.
Definition of Qualifying Plan Assets

.31 For purposes of this new regulation, the term "qualifying plan assets" means:
•

Qualifying employer securities, as defined in section 407(d)(5) of ERISA and the regulations issued
thereunder

•

Any loan meeting the requirements of section 408(b)(1) of ERISA and the regulations issued thereunder

•

Any assets held by any of the following institutions:
— A bank or similar financial institution as defined in section 2550.408b-4(c)
— An insurance company qualified to do business under the laws of a state

— An organization registered as a broker-dealer under the Securities Exchange Act of 1934
— Any other organization authorized to act as a trustee for individual retirement accounts under
section 408 of the Internal Revenue Code
•

Shares issued by an investment company registered under the Investment Company Act of 1940

•

Investment and annuity contracts issued by any insurance company qualified to do business under
the laws of a state

•

In the case of an individual account plan, any assets in the individual account of a participant or
beneficiary over which the participant or beneficiary has the opportunity to exercise control and with
respect to which the participant or beneficiary is furnished, at least annually, a statement from a
regulated financial institution describing the assets held (or issued) by such institution and the
amount of such assets

Disclosure Requirements

. 32 The exemption from the audit requirement for small pension plans is further conditioned on the
disclosure of certain information to participants and beneficiaries. Specifically, the summary annual report
(SAR) of a plan electing the waiver must include, in addition to any other required information—
•

The name of each regulated financial institution holding (or issuing) qualifying plan assets and the
amount of such assets reported by the institution as of the end of the plan year (except for qualifying
plan assets, as previously described).
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• The name of the surety company issuing the bond, if the plan has more than 5 percent of its assets in
nonqualifying plan assets.
• A notice indicating that participants and beneficiaries may, upon request and without charge,
examine, or receive copies of, evidence of the required bond and statements received from the
regulated financial institutions describing the qualifying plan assets.

• A notice stating that participants and beneficiaries should contact the regional office of the PWBA if
they are unable to examine or obtain copies of the regulated financial institution statements or
evidence of the required bond, as applicable.
. 33 In response to a request from any participant or beneficiary, the administrator, without charge to the
participant or beneficiary, must make available for examination, or upon request furnish copies of, each
regulated financial institution statement and evidence of any bond required.

Effective Date
. 34 The amendments made by this final rule are applicable as of the first plan year beginning after April
27, 2001. This date was chosen to give the employee benefit plan community more time to comply with the
new requirements. Accordingly, this change applies to the 2001 year filings for fiscal year filers whose plan
years begin after April 27,2001, and the 2002 filings for calendar year filers.

PWBA Review of Plan Audits
. 35 The PWBA has established an ongoing quality review program to assess the quality of audit work
performed by independent auditors in audits of plan financial statements that are required by ERISA.
Practitioners deemed by the PWBA to have performed significantly substandard audit work are referred to
either state licensing boards or the AICPA Professional Ethics Division for further investigation. Because
ERISA holds plan administrators responsible for assuring that plan financial statements are audited in
accordance with generally accepted auditing standards (GAAS), deficient audit work can also expose plan
administrators to significant penalties under ERISA section 502(c)(2).

.36 The PWBA continues its aggressive reporting compliance program to ensure that plan administrators
comply with ERISA's reporting and disclosure requirements. The DOL has established a major performance
goal that no more than 12 percent of employee benefit plan audits contain deficiencies with professional and
regulatory standards and no more than 3 percent of Form 5500 filings contain reporting and disclosure
deficiencies. The PWBA plans to conduct a nationwide study to once again assess the quality of employee
benefit plan audits and evaluate compliance with its goal.

Section 401(k) Plan Fees
.37 On July 15, 1999, the DOL joined representatives of the American Bankers Association (ABA), the
American Council of Life Insurance (ACLI), and the Investment Company Institute (ICI) to release new 401(k)
fee disclosure tools. These new tools will help employers, especially small employers, understand the
investment fees and expenses which are charged to 401(k) retirement plans. The "401(k) Plan Fee Disclosure
Form" features a flexible format which employers can use in whole or in part, depending on the type of plan
investments and services. In addition, the form provides employers with a handy way to make cost-effective
decisions and compare the investment fees and administrative costs of competing providers of plan services.
The 401(k) fee form contains basic information employers may use in calculating and accounting for the total
costs of operating a plan. It contains—
•

An overview of the purpose of the form and general description on calculating 401(k) fees.

•

A schedule which summarizes the total plan fees and expenses.
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Additional schedules providing information on investment product fees and estimates, plan admini
stration expenses, one-time start-up and conversion expenses and service provider termination
expenses.

.38 Also, a DOL pamphlet, "A Look at 401(k) Fees For Employers," highlights the overall obligations
employers must fulfill in operating a plan. The pamphlet, which employers may use in conjunction with the
form, describes the various fiduciary standards they must comply with under federal pension law. The
pamphlet lists ten basic questions employers should answer in considering fees and expenses paid for
services. This includes employers' obligation to assure that fees paid by 401(k) plans are reasonable.

Help Desk—Both the form and publication are available through the department's Web site
at www.dol.gov/dol/pwba or at the Web sites of any of the following organizations:
www.aba.com,www.acli.com,www.ici.org. The public may also obtain this material from
the American Bankers Association at (800) 338-0626.
.39 Investment expenses in defined contribution plans, particularly 401(k) plans, normally include
administrative fees (such as recordkeeping, voice response systems, daily valuations, legal, trustee, and
accounting services); investment fees (such as management fees which are normally a percentage of the assets
invested, and sales charges or loads which are transaction charges); and additional fees (such as loan initiation
charges). Some of these expenses are netted against investment earnings (for example, investment manage
ment fees), while others are charged as administrative expenses that are then allocated proportionately to
participant accounts or charged as a flat fee per participant. These fees may be "bundled" when all such
services are provided by one service provider, or "unbundled" when more than one service provider is
utilized. Additionally, the nature of the investment vehicle may modify the types of expenses encountered
(certain expenses may be charged at the investment vehicle level and not by the plan itself). For example—
•

Mutual funds will often have sales charges (such as front-end load—paid when you invest in a fund,
or back-end load, which is more like an early redemption fee, based on the actual time the fund was
held). Mutual funds may also charge rule 12b-l fees, which are fees paid from plan assets for
commissions to brokers, advertising, or other promotional costs, and service provider fees. A "no
load" fund will indicate that there are no sales charges; however, there could still be 12b-l fees.

•

Collective investment funds offered by banks and trust companies do not have sales charges;
however, they do have investment management and administrative fees.

•

Pooled guaranteed investment contracts offered primarily by insurance companies have investment
management and administrative expenses.

•

Variable annuity contracts offered by insurance companies normally "wrap" an annuity contract
around investment options, such as mutual funds. Participants invest in these investment options.
In addition, there are insurance elements present in these arrangements such as interest return
guarantees, death benefits, and annuity features. Expenses include investment management and
administrative expenses, and may also include surrender or transfer charges upon withdrawal before
the contract expires and insurance related charges which could include sales charges, costs of issuing
contracts, and mortality risk charges.

Timeliness of Remittance of Participant Contributions Remains an Enforcement
Initiative for the PWBA
.40 The PWBA continues to focus on the timeliness of remittance of participant contributions in
contributory employee benefit plans. Participant contributions are required to be remitted as soon as they
can reasonably be segregated from an employer's general assets. DOL regulations require employers who
sponsor pension plans (both defined benefit and defined contribution) to remit employee contributions as
soon as practicable, but in no event more than fifteen business days after the month in which the participant
contribution was withheld or received by the employer.
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.41 To accommodate the special situation of employers who, on occasion and for good cause, cannot
remit participant contributions to pension plans within the fifteen-business-day limit, the regulation estab
lishes a procedure by which an employer may obtain an extension of the fifteen-business-day limit for an
additional ten business days. This regulation does not change the maximum period for remittance of
employee contributions to welfare plans; as soon as practicable, but in no event more than ninety days after
the day the contribution was withheld or received by the employer.
.42 Failure to remit or untimely remittance of participant contributions may constitute a prohibited
transaction (either a use of plan assets for the benefit of the employer or a prohibited extension of credit) and,
in certain circumstances, may constitute embezzlement of plan assets. Additionally, such information should
be properly presented on the required Form 5500 supplemental schedule of nonexempt transactions with
parties-in-interest. GAAS requires that the auditor's report on financial statements included in an annual
report filed with the DOL cover the information in the required supplementary schedules when they are
presented along with the basic financial statements. If the auditor concludes that the plan has entered into a
prohibited transaction, and the transaction has not been properly disclosed in the required supplemental
schedule, the auditor should (1) express a qualified opinion or an adverse opinion on the supplemental
schedule if the transaction is material to the financial statements, or (2) modify his or her report on the
supplemental schedule by adding a paragraph to disclose the omitted transaction if the transaction is not
material to the financial statements. See chapter 11, "Party in Interest Transactions," of the AICPA Audit and
Accounting Guide Audits of Employee Benefit Plans for further discussion of prohibited transactions.

Help Desk—For questions or further information, contact the Office of Regulations and
Interpretations at the DOL at (202) 219-7461.

PWBA Outreach and Customer Service Efforts
Whom should you call if you have ERISA or Form 5500 preparation questions?
.43 The PWBA continues to encourage auditors and plan filers to call its Division of Accounting Services
at (202) 219-8794 with ERISA-related accounting and auditing questions. Questions concerning the filing
requirements and preparation of Form 5500 should be directed to the PWBA's EFAST Help Desk at their
new toll-free number, (866) 463-3278.

.44 In addition to handling technical telephone inquiries, the PWBA is involved in numerous outreach
efforts designed to provide information to practitioners to help their clients comply with ERISA's reporting
and disclosure requirements. This year, the DOL's outreach efforts will feature the 2000 Form 5500, the EFAST
Processing System, and other agency-related developments. Questions regarding these outreach efforts
should be directed to the Office of the Chief Accountant at (202) 219-8818. Practitioners and other members
of the public may also wish to contact the PWBA at its Web site at www.dol.gov/dol/pwba. The Web site
also provides information on PWBA's organizational structure, current regulatory activities, and customer
service and public outreach efforts.

Delinquent Filer Voluntary Compliance Program
What is the DFVC program?
.45 In April 1995, the PWBA initiated an ongoing Delinquent Filer Voluntary Compliance (DFVC)
program designed to encourage filer compliance by allowing plan administrators who failed to file or filed
their Form 5500 Series annual reports late to apply for relief from full delinquency penalties. Auditors should
be aware of this program if their clients' plan reports have not been filed or have been filed late.
.46 The DFVC Program has two components. Under the first component eligible administrators are
required to file the delinquent annual report. For administrators of apprenticeship and training plans and
"top hat" plans, this requirement is satisfied by, respectively, filing the notice described in 29 CFR 2520.104-22
and the statement described in 29 CFR 2520.104-23.
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.47 Under the second component of the DFVC Program, filers must send the applicable penalty amount
along with the first page of the Form 5500 Series to: DFVC Program, PWBA, P.O. Box 277025, Atlanta, GA
30384-7025. Because of the recent revisions to the Form 5500 Series, the information needed to process the DFVC
filing is no longer confined to the first page of the revised Form 5500. Accordingly, filers who are using the 1999
or a subsequent version of the form should include a copy of all the pages of the Form 5500 (dated with original
signature(s) but without any schedules and attachments). Administrators of apprenticeship and training plans
and "top hat" plans filing under section 4 of the DFVC Program who are using a 1999 or a subsequent version of
the form should sign and date the Form 5500 and complete lines 1a-1c, 2a-2c, 3a-3c, and 8a or 8b as applicable.
Help Desk—Questions concerning the DFVC Program should be directed to the PWBA's
Division of Reporting Compliance at (202) 219-8818. Practitioners and other members of the
public may also wish to contact the PWBA at its Web site at www.dol.gov/dol/pwba.

Other Current Matters
What other PWBA matters should you be aware of?
PWBA Guidance on Insurance Company Demutualization

.48 On February 15, 2001, the PWBA issued a letter regarding alternatives available under the trust
requirement of Title I of ERISA with respect to receipt by policyholders of demutualization proceeds
belonging to an ERISA-covered plan in connection with the proposed plan of demutualization of an
insurance company (the Company).

.49 In its letter, the DOL noted that the application of ERISA's trust requirements would depend on
whether demutualization proceeds received by a policyholder constitute plan assets. The DOL stated that,
in the case of an unfunded or insured welfare plan in which participants pay a portion of the premiums, the
portion of the demutualization proceeds attributable to participant contributions must be treated as plan
assets. In the case of a pension plan, or where any type of plan or trust is the policyholder or where the policy
is paid for out of trust assets, the DOL stated that all of the proceeds received by the policyholder in connection
with the demutualization would constitute plan assets. (Also see the Financial Accounting Standards Board
[FASB] Emerging Issues Task Force [EITF] Issue No. 99-4, Accounting For Stock Received from the Demutuali
zation of a Mutual Insurance Company.)
.50 The DOL, in describing the alternatives available to policyholders of the Company, stated that:
Consistent with the provisions of section 403, policyholders receiving demutualization
proceeds constituting plan assets could place those assets in trust until appropriately
expended in accordance with the terms of the plan. Alternatively, the DOL believes that,
prior to or simultaneous with the distribution of demutualization proceeds constituting plan
assets, such assets could be applied to enhancing plan benefits under existing, supplemental
or new insurance policies or contracts; applied toward future participant premium pay
ments; or otherwise held by the insurance company on behalf of the plan without violating
the requirements of section 403.

Further, in recognition of the unique circumstances giving rise to the distribution of plan
assets to policyholders in conjunction with the Company's demutualization, the DOL has
determined that, pending the issuance of further guidance, it will not assert a violation in
any enforcement action solely because of a failure to hold plan assets in trust, provided that:
such assets consist solely of proceeds received by the policyholder in connection with the
demutualization; such assets, and any earnings thereon, are placed in the name of the plan
in an interest-bearing account, in the case of cash, or custodial account, in the case of stock,
as soon as reasonably possible following receipt and such proceeds are applied for the
payment of participant premiums or applied to plan benefit enhancements or distributed
to plan participants as soon as reasonably possible but no later than twelve (12) months
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following receipt; such assets are subject to the control of a designated plan fiduciary; the
plan is not otherwise required to maintain a trust under section 403 of ERISA; and the
designated fiduciary maintains such documents and records as are necessary under ERISA
with respect to the foregoing.
The letter also stated that, with respect to plans satisfying the foregoing, the DOL would not assert a violation
in any enforcement proceeding or assess a civil penalty with respect to such plans because of a failure to meet
the reporting requirements by reason of not coming within the limited exemptions set forth in 29 CFR sections
2520.104-.120 and 2520.104-.144 solely as a result of receiving the Company's demutualization proceeds
which may be, in whole or in part, plan assets.

Help Desk—Copies of the Department's information letter are available on the PWBA's
Web site at www.dol.gov/dol/pwba/public/programs/ori/advisory2001/groomlet.htm.

2000 Form M-1 for Multiple Employer Welfare Arrangements
.51 On December 13, 2000, the PWBA published in the Federal Register the year 2000 Form M-1 annual
report for multiple employer welfare arrangements (MEWAs). This form is the same as the 1999 form, but
several clarifications were added to the instructions in response to comments.
.52 Generally MEWAs are arrangements that offer medical benefits to the employees of two or more
employers, or to their beneficiaries. These arrangements may not include plans that are established or
maintained under collective bargaining agreements, by a rural electric cooperative, or by a rural telephone
cooperative association.
.53 The DOL has authority under the HIPAA to require reporting of information about MEWAs.
Administrators generally must file the one-page Form M-1 once a year. The year 2000 form is generally due
March 1,2001, but administrators can request an automatic sixty-day extension to May 1, 2001.

Help Desk—The year 2000 Form M-1 is available by calling PWBA's toll-free publications
hotline at (800) 998-7542 and is available on the Internet at www.dol.gov/dol/pwba .
Administrators may contact the PWBA Help Desk for assistance in completing this form by
calling (202) 219-8818.

DOL Voluntary Fiduciary Correction Program
.54 On March 15,2000, the DOL adopted the Voluntary Fiduciary Correction (VFC) Program, which will
help plan officials quickly and completely correct certain employee benefit plan violations.

.55 The PWBA has authority to bring civil enforcement actions and assess monetary penalties for
violations of ERISA. The VFC Program lays out procedures, the types of transactions covered by the program,
and acceptable corrective actions that do not require consultation or negotiation with the department.

.56 Any plan official, sponsoring employer, or parties to affected transactions may apply to voluntarily
correct violations covered by the program. In order to qualify for the program, applicants must fully undo
any prohibited transactions, calculate any losses and restore any losses with interest or profits, and distribute
any supplemental benefits owed to eligible participants and beneficiaries.

.57 A notice must be given to participants advising them of corrected violations.
.58

Transactions eligible for the program include the following:

•

Repayment of delinquent employee contributions

•

Certain prohibited loans
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• Loans with inadequate collateral or security
• Certain improper sales or purchases, including prohibited transactions

•

Improper valuation of assets which affects benefits

•

Payment of excessive or duplicate plan expenses

Applicants who fully comply with all of the terms and procedures of the VFCP will receive a "No-Action
Letter" from the PWBA. The agency does, however, reserve the right to conduct investigations to determine
truthfulness, completeness, and full correction. Full correction under the department's program will not give
applicants relief from actions by other governmental agencies.

. 59 The PWBA may conduct investigations to determine compliance with the program and verify that
corrective action has been taken. However, applicants who fail to fully correct fiduciary violations will be
rejected and become subject to enforcement action and civil penalties. In addition, persons involved in
pending investigations or criminal violations cannot take advantage of the program.
Help Desk—Information regarding the VFC Program is available on the PWBA's Web site
at www.dol.gov/dol/pwba . Persons should telephone the PWBA regional in their area with
any questions about the application process. These telephone numbers may be found on the
PWBA's Web site at www.dol.gov/dol/pwba/public/contacts/folist.htm.
PWBA Orphan Plan Initiative

. 60 The PWBA has initiated a program in which it intends to play a proactive role in locating orphan
plans and, if necessary, appoint fiduciaries to manage and distribute employee benefit plan assets to
participants. This initiative provides a new tool to take action when designated fiduciaries are no longer
present or otherwise unable to perform or are recalcitrant in executing their fiduciary responsibilities.

. 61 Orphan plans are ERISA-covered pension and welfare plans with plan assets that have been
abandoned by their employer-sponsors or fiduciaries. Indications of an abandoned plan may include the
absence of fiduciaries to handle plan affairs, the lack of any fiduciary activity for an extended period of time,
the nonfiling of annual reports, the incarceration of plan fiduciaries, the plan sponsor's filing for bankruptcy,
the death of fiduciaries, the plan's nonpayment of third-party administrator (TPA) or service provider fees,
the inability of plan participants to exercise their rights guaranteed under ERISA and the plan document,
and the negligence of plan fiduciaries to perform their duties.

.

62 The objectives of the project are to—
• Locate orphan plans which have been abandoned by fiduciaries as a result of death, neglect,
bankruptcy, or incarceration.
•

Determine if the fiduciary is available to make fiduciary decisions such as the termination of the plan
and the distribution of the plan assets.

• Require fiduciaries to perform their fiduciary duties, file appropriate compliance forms, and ensure
that proper action is undertaken to protect and deliver promised benefits.
•

Have the PWBA take an active role in the appointment of an independent fiduciary in the event that
no other fiduciary is available.

PWBA's Rapid ERISA Action Team Project

.63 In carrying out its responsibility to protect participants and beneficiaries' benefits, the PWBA has
targeted populations of plan participants who are potentially exposed to the greatest risk of loss. One such
group of individuals is participants and beneficiaries of plans whose sponsor has filed for bankruptcy.
AAM §8060.59

Copyright © 2001, American Institute of Certified Public Accountants, Inc.

49

8175

Employee Benefit Plans Industry Developments—2001

6-01

.64 The PWBA has pursued bankruptcy cases for a number of years; however, the PWBA typically does
not become aware of a bankruptcy filing until it receives a participant complaint regarding the payment of
benefits. This notice often comes too late for the PWBA to take any affirmative action.

.65 The new Rapid ERISA Action Team (REACT) initiative will enable the PWBA to respond in an expedited
manner to protect the rights and benefits of plan participants when a plan sponsor faces severe financial hardship
or bankruptcy and the assets of the employee benefit plan are in jeopardy. In such situations, it is common to find
employers holding assets that belong to or are owed to plans, occasionally intermingling those assets with the
employers' own assets. When a plan sponsor faces severe financial hardship, the assets of any plans and the
benefits of participants are placed at great risk. Due to the tight time frames and the intricacies of the bankruptcy
laws, plan assets and employee benefits are often lost because of the plan fiduciaries' failure to timely identify
pension plan contributions that have not been paid to the plan's trust. REACT will provide the PWBA with a
dedicated staff to respond to employer bankruptcies by ensuring that all available legal actions have been taken
to preserve pension plan assets. Under REACT, when a company has declared bankruptcy the PWBA will take
immediate action to ascertain whether there are plan contributions which have not been paid to the plan's trust,
to advise all affected plans of the bankruptcy filing, and to provide assistance in filing proofs of claim to protect
the plans, the participants, and the beneficiaries. The PWBA will also attempt to identify the assets of the
responsible fiduciaries and evaluate whether a lawsuit should be filed against those fiduciaries to ensure that the
plans are made whole and the benefits secured.
Executive Summary—Regulatory Developments

• The 2000 Form 5500 return/reports are available and remain essentially unchanged from last year.
• The DOL is using EFAST for processing the Form 5500. Make sure you are using the correct forms.

• The 2000 plan year annual reports of multiemployer welfare benefit plans are now subject to
rejection by the PWBA if there is any material qualification in the accountant's opinion
accompanying the report due to a failure to comply with the requirements of SOP 92-6.
• The final rule to improve the security of small pension plans was published in October 2000.
• The PWBA plans to conduct a nationwide study to once again assess the quality of employee benefit
plan audits.
• 401(k) fee disclosure tools are available to help employers understand the investment fees and
expenses charged to 401(k) retirement plans.
• The PWBA issued a letter regarding the receipt of demutualization proceeds belonging to an ERISA
covered plan.

• The 2000 Form M-1 for MEWAs remains essentially unchanged from last year with several
clarifications added to the instructions.

• On March 15,2000, the DOL adopted the Voluntary Fiduciary Correction (VFC) program to help
plan officials quickly and completely correct certain employee benefit plan violations.
• The PWBA has a new program to become proactive in locating orphan plans.
• The PWBA has a new initiative called the Rapid ERISA Action Team (REACT) to respond to protect
the rights and benefits of plan participants when a plan sponsor faces severe financial hardship or
bankruptcy.

Audit Issues
Self-Directed Investments

What are self-directed investments and how should they be reported?

.66 The trend toward participant-directed defined contribution plans is taking a more aggressive turn
as more plan sponsors allow participants to expand their control over investment decisions. Frequently, this
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is accomplished through self-directed investments sometimes referred to as self-directed brokerage accounts.
These features allow participants to select any investment they choose without oversight from the plan
administrator or investment committee. The only limitation is the availability of the desired investment
through the plan's service provider, which generally is a securities broker-dealer or is a broker-dealer that
has an alliance with the plan's service provider. (This is different from participant-directed investment fund
options. Participant-directed investment fund options allow the participant to select from among various
available alternatives and to periodically change that selection. The alternatives are usually pooled fund
vehicles, such as registered investment companies [meaning, mutual funds]; commingled funds of banks; or
insurance company pooled separate accounts providing varying kinds of investments, for example, equity
funds and fixed income funds.) The self-directed feature is often in addition to a more traditional array of
risk diverse mutual funds and other investment option choices. Often plan sponsors may charge participants
fees to provide this investment feature and may also require a minimum balance to be invested. Once offered
to plan participants, the self-directed feature creates special considerations for the plan.

.67 From a risk perspective, the plan's fiduciary risk accompanying investments is not mitigated
automatically by simply allowing participants complete control over their investment choices. ERISA section
404(c) offers plan administrators protection from fiduciary responsibilities arising from investments; how
ever, compliance requires a thorough knowledge of the provisions of 404(c). Section 404(c) is not onerous to
invoke but it does contain several compliance issues that are frequently overlooked, leaving many plans and
named fiduciaries at risk.
.68 Financial reporting for the self-directed feature is not difficult but often is not done properly as
trustees and custodians often consolidate self-directed investments as a single fund option and the activity
is sometimes reported as a one-line item (for example, transfer from self-directed investments). If this is the
case, you should obtain the details to determine what investments are included in the self-directed invest
ments and obtain the proper breakout of activity (for example, interest, and dividends). In fact, the
investments are individual security transactions and must be aggregated by class of investment for purposes
of reporting unrealized and realized gains and losses in the footnotes. In addition, individual investments
must be detailed out on the Schedule H, line 4i—Schedule of Assets (Held At End of Year). This latter
requirement can be tedious for plans that have many participants choosing to self-manage their investments.
.69 The issues and risks associated with self-directed features are broader than explained here and
include the investment education and savvy of participants. However, section 404(c) and proper financial
reporting significantly reduce the plan's risk and financial liability associated with the investments.

Common Audit Adjustments
What audit adjustments are likely to be included on a summary of uncorrected misstatements?
.70 SAS No. 89, Audit Adjustments, was issued in December 1999 and is effective for audits of financial
statements for periods beginning on or after December 15,1999. SAS No. 89 amends three SASs to establish
audit requirements designed to encourage client management to record financial statement adjustments
aggregated by the auditor. It also clarifies management's responsibility for the disposition of financial
statement misstatements brought to its attention.
.71 Among other things, SAS No. 89 says that the management representation letter should include a
representation related to management's belief that the effects of any uncorrected financial statement
misstatements aggregated by the auditor during the current engagement and pertaining to the latest period
presented are immaterial, both individually and in the aggregate, to the financial statements taken as a
whole.3 A summary of such uncorrected misstatements, if any, should be included in or attached to the
management representation letter. Often plan sponsors do not keep general ledger records for their employee
3 If management believes that certain of the identified items are not misstatements, management's belief may be acknowledged by
adding to the representation. See Professional Standards, vol. 1, AU sec. 333.06, footnote 5, for illustrative wording.
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benefit plans. The financial statements for employee benefit plans are typically prepared using trial balances
prepared by a trustee or custodian which are on a modified cash basis. As a result, there are often accrual
type adjustments that need to be considered (depending on de-minimus levels) for inclusion on a summary
of uncorrected misstatements.

.72 The following are examples of common uncorrected misstatements (mainly relating to accruals) for
employee benefit plans that should either be included in the financial statements at year end or included on
the summary of uncorrected misstatements:
•

For plans that pay their own administrative expenses, amounts paid after year end that pertain to
the current year

•

For defined benefit plans, employer contributions paid after year end that pertain to the current year
(often amounts contributed above the minimum required are not considered in the accrual calculation
when they should be)

•

For defined contribution plans, company matching or profit sharing contributions that are paid after
year end that pertain to the current year (often contributions paid once a year or quarterly are material
and are usually recorded in the financial statements while contributions paid more frequently are
more likely to not be accrued for in the financial statements)

•

For defined contribution plans, employee contributions paid after year end that pertain to the current
year (often these amounts are paid frequently [monthly or biweekly] and therefore are not accrued
for in the financial statements)

•

For defined contribution plans that use forfeitures to reduce contributions or expenses, forfeitures
used after year end that pertain to the current year (for most plans, the use of forfeitures is not material
and amounts may not be accrued for in the financial statements unless there were significant
distributions of nonvested participant accounts in a given year)

•

For defined contribution plans that fail discrimination testing, amounts paid into the plan by the
employer or amounts paid back by the plan to participants in the following year to correct nondis
crimination testing failures for the current year (corrections made though paybacks to participants
are typically lower [de-minimus] than corrections made through employer contributions and may
not even be large enough to appear on the summary of uncorrected misstatements)

•

For health and welfare benefit plans, the difference between the amount of claims incurred but not
reported (IBNR) calculated by the actuary and the amount calculated by management

•

For health and welfare benefit plans, any tax liability for unrelated business income for investments

•

For health and welfare benefit plans, claims payable not properly accrued for

•

For health and welfare benefit plans, activity that may occur through the plan only and not the trust
(often only trust information is picked up, for example dental or vision activity)

Investment in Derivatives

What are some derivative financial instruments commonly found in employee benefit plans?
.73 Employee benefit plans sometimes use derivatives as risk management tools to manage the risk
stemming from fluctuations in foreign currencies, interest rates, and other market risks, or as speculative
investment vehicles to enhance earnings. As noted earlier, the recent decline in the stock market may prompt
plan administrators to invest in higher yielding investments such as derivatives. The use of derivatives often
increases audit risk. Chapter 3 of the AICPA Audit and Accounting Guide Audits of Investment Companies
(new edition as of December 1,2000) includes brief descriptions of certain financial instruments that may be
helpful when such investments are used by employee benefit plans. The following is a description of some
derivative financial instruments commonly found in employee benefit plans:
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•

Call option—A contract that entitles the holder to buy (call), at his or her option, a specified number
of units of a particular security at a specified price (strike price) at any time until the stated expiration
date of the contract. The option, which is transferable, is bought in the expectation of a price rise
above the strike price. If the price rises, the buyer exercises or sells the option. If the price does not
rise, the buyer lets the option expire and loses only the cost of the option. There is a listed and also
an over-the-counter market in options. During the existence of an option, the exercise price and
underlying number of shares are adjusted on the exercise date for cash dividends, rights, and stock
dividends or splits.

•

Forward foreign exchange contract—An agreement to exchange currencies of different countries at a
specified future date at a specified rate (the forward rate). Unlike a securities futures contract, the
terms of a forward contract are not standardized.

•

Futures contract—A transferable agreement to deliver or receive during a specific future month a
standardized amount of a commodity of standardized minimum grade or a financial instrument
of standardized specification under terms and conditions established by the designated contract
market.

•

Guaranteed investment contract (GIC)—Nontradeable contract that guarantees return of principal and
a specific minimum rate of return on invested capital over the life of the contract. Many contracts also
provide for withdrawals of principal at par at specified dates and/or upon specified conditions before
maturity. Most frequently used by pension and retirement plans where withdrawals are permitted
to fund retirement benefits, payments to employees leaving the company, or transfers of benefits
among investment options.

•

Put option—A contract entitling the holder to sell (put), at his or her option, a specified number of
shares or units of a particular security at a specified price (strike price) at any time until the contract's
stated expiration date. The option, which is for a round lot and is transferable, is bought on the
expectation that the price will decline below the strike price. If the price declines below the strike
price, the buyer exercises or sells the option. If the price does not decline below the strike price, the
buyer lets the option expire and loses only the cost of the option. There are both listed and
over-the-counter markets in options. The exercise price and number of shares of an over-the-counter
option are adjusted on the ex-date for cash dividends, rights, and stock dividends or splits.

•

Synthetic GICs—An investment contract that simulates the performance of a traditional GIC through
the use of financial instruments. (For more information regarding current accounting and financial
reporting for GICs and synthetic GICs see paragraphs 7.40 and 7.41 of the Audit and Accounting
Guide Audits of Employee Benefit Plans.)

.74 In September 2000 the AICPA Auditing Standard Board (ASB) issued SAS No. 92, Auditing Derivative
Instruments, Hedging Activities, and Investments in Securities (AICPA, Professional Standards, vol. 1, AU sec. 332).
SAS No. 92 will help auditors plan and perform auditing procedures for financial statement assertions about
derivative instruments, hedging activities, and investments in securities. See the "Auditing Standards"
section of this Alert for a further discussion of SAS No. 92.

Insurance Contracts With Participation
.75 Many defined benefit plans have entered into transactions with insurance companies whereby group
annuity contracts are purchased by the plan that may or may not meet the definition of a fully allocated
contract. Determining whether contract assets and related obligations should be reported in the plan's
financial statements requires a careful review of the contract. Typical deposit administration contracts and
immediate participation guarantee contracts are unallocated funding arrangements, and the value of these
contracts generally should be included in a plan's financial statements. Assets held in separate accounts are
similarly reflected in the plan's financial statements, because they are unallocated amounts held by the
insurance company.
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.76 In some instances the contracts purchased are fully allocated (situations in which the obligation to
pay defined benefits under the plan is assumed by the insurance company) but include a participating right
in the assets held in the separate account of the insurance company. Accounting for these participation rights
could differ depending on the circumstances surrounding the ability of the plan to actually withdraw the
assets from the insurance company. The auditors should be aware that management may not have accounted
for the purchase of the group annuity contracts appropriately and that assets belonging to the plan may not
be appropriately recorded or adequately disclosed in the plan financial statements.

Health and Welfare Benefit Plan Issues
How should you audit benefit claims that are processed electronically?
Electronic Processing of Benefit Claims

.77 Providers and claim administrators have been processing and sending health and prescription drug
claims electronically for years. When claims are submitted electronically they are compared with the system
parameters which have been programmed by the claim administrator based upon the plan's specifications.
If these system parameters have not been programmed correctly, the claim may not be accurately processed.
.78 Auditors should gain an understanding of the internal control surrounding the processing and
payment of claims. Generally, the claims administrator is authorized by the plan to initiate, execute, and
account for the processing of electronic claims without specific authorization of the transactions, there is a
lower degree of interaction and it may not be practicable for the plan to implement effective controls over
these transactions. The auditor may not be able to obtain an understanding of the components of internal
control, relevant to such transactions, sufficient to plan the audit and to determine the nature, timing, and
extent of tests to be performed without considering those components of internal control maintained by the
claims administrator. This understanding can be efficiently achieved by obtaining and reading a report
prepared in accordance with SAS No. 70, Service Organizations (AICPA, Professional Standards, vol. 1, AU sec.
324), as amended, for the claims administrator. If the SAS No. 70 report is unavailable, the auditor should
consider other appropriate procedures to obtain sufficient evidence to achieve the audit objectives. For
example, the engagement team should consider information available at the sponsor level about the controls
at the claims administrator, including user manuals, system overviews, technical manuals, and reports from
claims administrator's internal auditors. The audit may determine that it is necessary to conduct tests of the
claims administrator's systems and procedures.
.79 In addition to the above, the auditor should consider testing the eligibility data supplied to the claims
administrator and review the accuracy of the system parameters (that is, the deductible or copay level,
coinsurance, internal maximums, and so on, are in accordance with the plan specifications). The system
parameters should also verify that referral or authorization, and negotiated fee arrangements with providers
are followed. In order to determine the propriety of a claim in an electronic environment, the auditor should
consider confirming the claims directly with the participants.
Confidentiality or Indemnification Agreements

.80 As noted earlier, in response to the new HIPAA regulations (see the section “The Health Insurance
Portability and Accountability Act") claim processors may be updating and instituting a variety of confiden
tiality or indemnification agreements to protect the organization when third parties request claim informa
tion. Many third-party administrators that process health and welfare claims for plan administrators do not
have a report on their internal control prepared in accordance with SAS No. 70 as amended. It may be
necessary for the auditor to request access to the third-party administrator's records to test claim transactions
in order to obtain sufficient evidence to achieve the audit objectives. In many instances, a third-party
administrator will request that the auditor enter into a confidentiality or indemnification agreement signed
by the auditor, third-party administrator, and plan sponsor relating to the claims testing. Auditors need to
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take special care in reviewing these agreements. Often the auditor may not agree with certain language in
the agreement, resulting in delays in the audit while mutually agreeable language is determined. Many of
the representations are very broad. The agreements generally require that the auditor hold the claim
processor harmless from any actual or threatened action arising from the release of information without
limitation of liability. In addition, the agreements may require the auditor to hold the client harmless as well.
This last indemnification will most likely contradict provisions in the engagement letter between the auditor
and the client. Auditors need to keep in mind the testing of claims at a third-party administrator could be
delayed as a result of the request to sign such an agreement and should plan the timing of the audit
accordingly. Before entering into any confidentiality agreements, the agreement should be reviewed by the
auditor's legal counsel. If the auditor is unable to obtain access to records as a result of not signing a
confidentiality agreement, a scope limitation could result.

Plan Mergers
.81 As a result of the recent flurry in corporate actions, there has been a significant increase in defined
contribution plan merger transactions. Paragraphs 12.11 to 12.14 in the Audit and Accounting Guide Audits
of Employee Benefit Plans detail suggested auditing procedures when testing plan mergers. Careful considera
tion should be given to reconciling net assets from the former plan to the current plan. For example,
participant loans are often excluded in error from the reconciliation of net assets transferred. In addition,
recordkeepers and custodians may record certain merger transactions using dates that are conducive to
system limitations versus using the actual trade date of the transaction.
.82 Many times a portion of a plan is transferred to another plan instead of a complete plan merger. The
auditor should make sure the composition of the balances transferred in or out follows management's
intention. For example, if a whole division is to be transferred, the auditor can perform full and false inclusion
testing from the listing of participants to be transferred to the divisional payroll register.
.83 Significant merger activity is also occurring in the multiemployer plan area. Local unions are merging
into district councils or other regional affiliations. As a result, mergers are taking place for the affiliated
pension plans, health and welfare plans, and other jointly trusteed plans. The auditor should insure that all
assets are transferred to the surviving plan and that proper action is taken to close out the old plan or plans.
Coordination of effort between the administrators, actuaries, attorneys, and auditors of the plans is necessary.

AICPA Peer Review Developments
What are some recurring deficiencies found in employee benefit plan audits?
.84 The AICPA, working with the PWBA, has made a concerted effort to improve the guidance and
training available to auditors of employee benefit plans. The AICPA self-regulatory teams continue to be
concerned about deficiencies noted on audits of employee benefit plans, and practitioners need to understand
that severe consequences can result from inadequate plan audits, including loss of membership in the AICPA
and loss of license. Some common recurring deficiencies noted by the AICPA Peer Review Board4 in its
review of employee benefit plans follow:

•

Inadequate testing of participant data

•

Inadequate testing of investments, particularly when held by outside parties

•

Inadequate disclosures related to participant-directed investment programs

•

Failure to understand testing requirements on a limited-scope engagement

•

Inadequate consideration of prohibited transactions

4 Taken from the 1999/2000 AICPA Peer Review Board Oversight Task Force Report and Comments.
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•

Incomplete description of the plan and its provisions

•

Inadequate or missing disclosures related to investments

•

Failure to properly report on a DOL limited-scope audit

•

Improper use of limited scope exemption because financial institution did not qualify for such an
exemption

•

Inadequate or missing disclosures related to participant data

•

Failure to properly report on and/or include the required supplemental schedules relating to ERISA
and DOL

The AICPA Audit and Accounting Guide Audits of Employee Benefit Plans provides guidance concerning areas
where the Peer Review Board noted deficiencies.

Executive Summary—Audit Issues

•

More plan sponsors are allowing self-directed accounts which creates special considerations for the
plan.

•

SAS No. 89, Audit Adjustments, is now effective. A summary of uncorrected misstatements, if any,
is required to be included in or attached to the management representation letter.

•

The recent decline in the stock market may prompt plan administrators to invest in higher yielding
investments such as derivatives.

•

Health and prescription drug claims are typically processed electronically which makes auditing
these claims more difficult.

• Increasingly, third-party administrators are requesting auditors to enter into confidentiality or
indemnification agreements.

New Auditing and Attestation Pronouncements
What new auditing and attestation pronouncements have been issued recently?

Auditing Standards
.85 In this section we present brief summaries of auditing pronouncements issued since the publication of
last year's Alert applicable to employee benefit plans. The executive summary at the end of this section includes
a listing of all auditing pronouncements issued since the publication of last year's Alert. The summaries are for
informational purposes only and should not be relied on as a substitute for a complete reading of the applicable
standard. For information on auditing pronouncements issued subsequent to the writing of this Alert, please
refer to the AICPA Web site at www.aicpa.org/members/div/auditstd/technic.htm. You may also look for
announcements of newly issued standards in the CPA Letter and Journal of Accountancy.
SAS No. 92, Auditing Derivative Instruments, Hedging Activities, and Investments
in Securities

.86 In September 2000 the AICPA Auditing Standards Board (ASB) issued SAS No. 92, Auditing Derivative
Instruments, Hedging Activities, and Investments in Securities. SAS No. 92 helps auditors plan and perform
auditing procedures for financial statement assertions about derivative instruments, hedging activities, and
investments in securities. SAS No. 92 supersedes SAS No. 81, Auditing Investments (AICPA, Professional
Standards, vol. 1, AU sec. 332). The guidance in the SAS applies to—
AICPA Audit and Accounting Manual
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•

Derivative instruments, as that term is defined in FASB Statement of Financial Accounting Standards
No. 133, Accounting for Derivative Instruments and Hedging Activities.

•

Hedging activities in which the entity designates a derivative or a nonderivative financial instrument
as a hedge of exposure for which FASB Statement No. 133 permits hedge accounting.

•

Debt and equity securities, as those terms are defined in FASB Statement No. 115, Accounting for
Certain Investments in Debt and Equity Securities.

For a more detailed summary of SAS No. 92 see Audit Risk Alert—2000/01 [AAM section 8010] or the AICPA
Web site at www.aicpa.org. SAS No. 92 is effective for audits of financial statements for fiscal years ending
on or after June 30,2001. Early application of the SAS is permitted. The ASB also has developed a companion
Guide Auditing Derivative Instruments, Hedging Activities, and Investments in Securities (new edition as of March
15, 2001) (Product No. 012520) to help practitioners implement the new SAS.

SAS No. 93, Omnibus Statement on Auditing Standards—2000

.87 Issued by the ASB in October 2000, SAS No. 93, Omnibus Statement on Auditing Standards—2000
(AICPA, Professional Standards, vol. 1, AU secs. 315, 508, and 622)—
1. Withdraws SAS No. 75, Engagements to Apply Agreed-Upon Procedures to Specified Elements, Accounts,
or Items of a Financial Statement (AICPA, Professional Standards, vol. 1, AU sec. 622). The guidance in
SAS No. 75 was incorporated in AT section 201, "Agreed-Upon Procedures Engagements," in
Statement on Standards for Attestation Engagements (SSAE) No. 10, Attestation Standards: Revision
and Recodification (AICPA, Professional Standards, vol. 1, AT secs. 101-701), to consolidate the guidance
on agreed-upon procedures engagements in professional standards. The withdrawal of SAS No. 75
is concurrent with the effective date of SSAE No. 10, which is effective for agreed-upon procedures
engagements for which the subject matter or assertion is as of or for a period ending on or after June
1,2001, with earlier application permitted.
2. Amends SAS No. 58, Reports on Audited Financial Statements, to include an identification in the auditor's
report of the country of origin of the accounting principles used to prepare the financial statements and
the auditing standards that the auditor followed in performing the audit. This amendment withdraws
Auditing Interpretation No. 13, "Reference to Country of Origin in the Auditor's Standard Report,"
of SAS No. 58 (AICPA, Professional Standards, vol. 1, AU sec. 9508.53-.55). This amendment is
effective for reports issued or reissued on or after June 30, 2001, with earlier application permitted.
3. Amends SAS No. 84, Communications Between Predecessor and Successor Auditors (AICPA, Professional
Standards, vol. 1, AU sec. 315), to clarify the definition of a predecessor auditor. This amendment is
effective for audits of financial statements for periods ending on or after June 30, 2001, with earlier
application permitted.

SAS No. 94, The Effect of Information Technology on the Auditor's Consideration of
Internal Control in a Financial Statement Audit
.8 8 Issued by the ASB in May 2001, SAS No. 94, The Effect of Information Technology on the Auditor's
Consideration of Internal Control in a Financial Statement Audit (AICPA, Professional Standards, vol. 1, AU sec.
319), amends SAS No. 55, Consideration of Internal Control in a Financial Statement Audit (AICPA, Professional
Standards, vol. 1, AU sec. 319), to—
1. Incorporate and expand on the concept from SAS No. 80, Amendment to Statement on Auditing
Standards No. 31, Evidential Matter (AICPA, Professional Standards, vol. 1, AU sec. 326.14), that in
circumstances where a significant amount of information supporting one or more financial statement
assertions is electronically initiated, recorded, processed, and reported, the auditor may determine
that it is not practical or possible to restrict detection risk to an acceptable level by performing only
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substantive tests for one or more financial statement assertions. In such circumstances, the auditor
should obtain evidential matter about the effectiveness of both the design and operation of controls
to reduce the assessed level of control risk.
2. Describe how information technology (IT) may affect internal control, evidential matter, and the
auditor's understanding of internal control and assessment of control risk.

3. Describe both benefits and risks of IT to internal control, and how IT affects the components of internal
control, particularly the control activities and information and communication components.
4. Provide guidance to help auditors determine whether specialized skills are needed to consider the
effect of computer processing on the audit, to understand the controls, or to design and perform audit
procedures.
5. Clarify that in obtaining an understanding of the financial reporting process, the auditor should
understand how both standard, recurring entries and nonstandard, nonrecurring entries are initiated
and recorded, and the auditor should also understand the controls that have been placed in operation
to ensure that such entries are authorized, complete, and correctly recorded.
6. Update terminology and references to IT systems and controls.
The SAS was issued in May 2001. The amendment is effective for audits of financial statements for periods
beginning on or after June 1, 2001, with earlier application permitted.

Auditing Interpretations
.89 Auditing Interpretations are issued by the Audit Issues Task Force of the ASB to provide timely
guidance on the application of auditing pronouncements. Interpretations are reviewed by the ASB. An
Interpretation is not as authoritative as a pronouncement of the ASB, but members should be aware that they
may have to justify a departure from an Interpretation if the quality of their work is questioned. The following
Auditing Interpretations have been issued since our last Alert:
1. Interpretation No. 3, "Responsibilities of Service Organizations and Service Auditors With Respect
to Information About the Year 2000 Issue in a Service Organization's Description of Controls," of
SAS No. 70 (AICPA, Professional Standards, vol. 1, AU sec. 9324.19-.31)

2. Interpretation No. 13, "Reference to Country of Origin in the Auditor's Standard Report," of SAS No.
58 (AICPA, Professional Standards, vol. 1, AU sec. 9508.53-.55)5
3. Interpretation No. 7, "Management's and Auditor's Responsibilities With Regard to Related Party
Disclosures Prefaced by Terminology Such As Management Believes That," of SAS No. 45, Related
Parties (AICPA, Professional Standards, vol. 1, AU sec. 9334.22-.23)
4. Interpretation "The Meaning of the Term Misstatement" of SAS No. 47, Audit Risk and Materiality in
Conducting an Audit (AICPA, Professional Standards, vol. 1, AU sec. 9312.01-.04)

5. Interpretation "Evaluating Differences in Estimates" of SAS No. 47 (AICPA, Professional Standards,
vol. 1, AU sec. 9312.05-.09)
6. Interpretation "Quantitative Measures of Materiality in Evaluating Audit Findings" of SAS No. 47
(AICPA, Professional Standards, vol. 1, AU sec. 9312.10-.14)
7. Interpretation "Considering the Qualitative Characteristics of Misstatements" of SAS No. 47 (AICPA,
Professional Standards, vol. 1, AU sec. 9312.15-17)

Help Desk—The full text of these Interpretations can be obtained at the AICPA Web
site at www.aicpa.org/members/div/auditstd/announce/index.htm .
5 Withdrawn by SAS No. 93. See the "New Auditing and Attestation Pronouncements" section of this Alert for further information.
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New Attestation Standard
SSAE No. 10, Attestation Standards: Revision and Recodification

.9 0 The ASB issued SSAE No. 10, Attestation Standards: Revision and Recodification, in January 2001. SSAE
No. 10 does the following:
• Changes the title of AT section 101 to Attest Engagements
• Changes the definition of an attest engagement into a statement of applicability of the standard, as
follows:

This statement applies to engagements in which a certified public accountant in the practice of
public accounting (hereinafter referred to as a practitioner) is engaged to issue or does issue an
examination, a review or an agreed-upon procedures report on subject matter, or an assertion
about the subject matter, that is the responsibility of another party.
• Revises the third general standard to focus on the essential elements of criteria: the criteria must be
suitable and must be available to users. The subject matter also must be capable of reasonably
consistent evaluation against the criteria.
• Enables true direct reporting on subject matter by eliminating the requirement to make reference to
the assertion in the practitioner's report.

• Provides expanded guidance on the circumstances in which the use of attest reports should be
restricted to specified parties.
• Supersedes SSAE Nos. 1 through 9, and revises and renumbers the AT sections.

The new SSAE also eliminates the requirement in AT section 201, "Agreed-Upon Procedures Engagements," for
the practitioner to obtain a written assertion in an agreed-upon procedures attest engagement. It also incorporates
changes needed as a result of the withdrawal of SAS No. 75. That withdrawal is reflected in SAS No. 93.

. 91 SSAE No. 10 is effective when the subject matter or assertion is as of or for a period ending on or after
June 1, 2001. Early application is permitted.
Help Desk—Look for a new AICPA Practice Aid on how to understand and apply the
provisions of SSAE No. 10.
Executive Summary—New Auditing and Attestation Pronouncements

•

SAS No. 91, Federal GAAP Hierarchy, was issued in April 2000 and was effective upon issuance.

• SAS No. 92, Auditing Derivative Instruments, Hedging Activities, and Investments in Securities, was
issued in September 2000 and is effective for audits of financial statements for fiscal years ending
on or after June 30, 2001.
• SAS No. 93, Omnibus Statement on Auditing Standards—2000, was issued in September 2000.
• SAS No. 94, The Effect of Information Technology on the Auditor's Consideration of Internal Control in a
Financial Statement Audit, was issued in May 2001.
• SOP 00-1, Auditing Health Care Third-Party Revenues and Related Receivables, was issued in March 2000.
• New Auditing Interpretations and Statements on Quality Control Standards were issued since the
last Alert.
• Statement on Standards for Accounting and Review Services (SSARS) No. 8, Amendment to SSARS
No. 1, was issued in October 2000.
• SSAE No. 10, Attestation Standards: Revision and Recodification, was issued in January 2001.
• For a summary of most of the auditing and attestation pronouncements listed here see Audit Risk
Alert—2000/01 [AAM section 80101 or the AICPA Web site at www.aicpa.org.
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Accounting Developments
New AICPA Statement of Position for Health and Welfare Benefit Plans
SOP 01-2, Accounting and Reporting by Health and Welfare Benefit Plans

.92 In April 2001 the AICPA Accounting Standards Executive Committee (AcSEC) issued SOP 01-2,
Accounting and Reporting by Health and Welfare Benefit Plans. This SOP amends chapter 4 of the AICPA Audit
and Accounting Guide Audits of Employee Benefit Plans, and SOP 92-6, Accounting and Reporting by Health and
Welfare Benefit Plans. This SOP—

• Specifies the presentation requirements for benefit obligations information. (Specifically, it allows infor
mation about the benefit obligations to be presented in a separate statement, combined with other
information on another financial statement, or presented in the notes to the financial statements.)
• Requires disclosure of information about retirees' relative share of the plan's estimated cost of
providing postretirement benefits.
• Clarifies the measurement date for benefit obligations.

• Establishes standards of financial accounting and reporting for postemployment benefits provided
by health and welfare benefit plans.
• Requires disclosure of the discount rate used for measuring the plan's obligation for postemployment
benefits.
•

Requires the identification of investments representing 5 percent or more of the net assets available
for benefits.

This SOP is effective for financial statements for plan years beginning after December 15,2000, with earlier
application encouraged. Financial statements presented for prior plan years are required to be restated to
comply with the provisions of this SOP.

Help Desk—See "Resource Central" in this Alert for order information (request Product
No. 014929kk).

New GAAP Pronouncements
What new accounting pronouncements have been issued recently?
.93 In this section we present brief summaries of accounting pronouncements issued since the publica
tion of last year's Alert, applicable to employee benefit plans. The executive summary at the end of this section
includes a listing of all accounting pronouncements issued since the publication of last year's Alert. The
summaries are for informational purposes only and should not be relied on as a substitute for a complete
reading of the applicable standard. For information on accounting standards issued subsequent to the writing
of this Alert, please visit the FASB Web site at www.fasb.org or the AICPA Web site at www.aicpa.org. You
may also look for announcements of newly issued standards in the CPA Letter and the Journal of Accountancy.

FASB Pronouncements
FASB Statement No. 138, Accounting for Certain Derivative Instruments and Certain
Hedging Activities
.94 FASB Statement No. 138 addresses a limited number of issues causing implementation difficulties
for numerous entities that apply FASB Statement No. 133. This Statement amends the accounting and
reporting standards of FASB Statement No. 133 for certain derivative instruments and certain hedging
activities as indicated in the following paragraphs.
AICPA Audit and Accounting Manual
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1. The normal purchases and normal sales exception in paragraph 10(b) may be applied to contracts
that implicitly or explicitly permit net settlement, as discussed in paragraphs 9(a) and 57(c)(1), and
contracts that have a market mechanism to facilitate net settlement, as discussed in paragraphs 9(b)
and 57(c)(2).
2. The specific risks that can be identified as the hedged risk are redefined so that in a hedge of
interest-rate risk, the risk of changes in the benchmark interest rate (benchmark interest rate is defined
in paragraph 4(jj) of FASB Statement No. 138) would be the hedged risk.

3. Recognized foreign-currency-denominated assets and liabilities for which a foreign currency trans
action gain or loss is recognized in earnings under the provisions of paragraph 15 of FASB Statement
No. 52, Foreign Currency Translation, may be the hedged item in fair value hedges or cash flow hedges.
4. Certain intercompany derivatives may be designated as the hedging instruments in cash flow hedges
of foreign currency risk in the consolidated financial statements if those intercompany derivatives
are offset by unrelated third-party contracts on a net basis.
FASB Statement No. 138 also amends FASB Statement No. 133 for decisions made by the FASB relating to
the derivatives implementation group (DIG) process. Certain decisions arising from the DIG process that
required specific amendments to FASB Statement No. 133 are incorporated into FASB Statement No. 138.

FASB Statement No. 140, Accounting for Transfers and Servicing of Financial Assets and
Extinguishments of Liabilities
. 95 Issued in September 2000, FASB Statement No. 140 replaces FASB Statement No. 125, Accounting for
Transfers and Servicing of Financial Assets and Extinguishments of Liabilities. It revises the standards for
accounting for securitizations and other transfers of financial assets and collateral and requires certain
disclosures, but it carries over most of FASB Statement No. 125's provisions without reconsideration.
.96 The Statement provides accounting and reporting standards for transfers and servicing of financial
assets and extinguishments of liabilities. Those standards are based on consistent application of a financialcomponents approach that focuses on control. Under that approach, after a transfer of financial assets, an entity
recognizes the financial and servicing assets it controls and the liabilities it has incurred, derecognizes
financial assets when control has been surrendered, and derecognizes liabilities when extinguished. State
ment No. 140 provides consistent standards for distinguishing transfers of financial assets that are sales from
transfers that are secured borrowings.

.97 FASB Statement No, 140 is effective for transfers and servicing of financial assets and extinguishments
of liabilities occurring after March 31,2001. The Statement is effective for recognition and reclassification of
collateral and for disclosures relating to securitization transactions and collateral for fiscal years ending after
December 15,2000. Disclosures about securitization and collateral accepted need not be reported for periods
ending on or before December 15, 2000, for which financial statements are presented for comparative
purposes.

.98 FASB Statement No. 140 is to be applied prospectively with certain exceptions. Other than those
exceptions, earlier or retroactive application of its accounting provisions is not permitted.

EITF Consensus Positions
.99 The Emerging Issues Task Force (EITF) was established by the FASB in July 1984 to assist in
improving financial reporting through the timely identification, discussion, and resolution of financial issues
within the framework of existing authoritative literature. The application of EITF consensuses (category "c"
of the GAAP hierarchy) effective after March 15,1992, is mandatory under SAS No. 69, The Meaning of Present
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Fairly in Conformity With Generally Accepted Accounting Principles. Any EITF consensus issued before
March 16, 1992, becomes effective in the hierarchy for initial application of an accounting principle after
March 15,1993. The EITF meets approximately every eight weeks. All meetings are announced by the FASB
in its Action Alert, together with a listing of the topics on the meeting agenda.
Executive Summary—New GAAP Pronouncements

•

FASB Statement No. 138, Accounting for Certain Derivative Instruments and Certain Hedging Activities,
an amendment of FASB Statement No. 133

•

FASB Statement No. 139, Rescission of FASB Statement No. 53 and amendments to FASB Statements No.
63, 89, and 121

•

FASB Statement No. 140, Accounting for Transfers and Servicing ofFinancial Assets and Extinguishments
of Liabilities, a replacement of FASB Statement No. 125

•

FASB Interpretation No. 44, Accounting for Certain Transactions involving Stock Compensation—an
interpretation of APB Opinion No. 25

•

For a summary of all the FASB Statements listed here and for information regarding the EITF visit
the FASB Web site at www.fasb.org

Audit and Accounting Guide Revisions as of May 1, 2001
What revisions have been made to the Guide?
.100 The following list summarizes some of the revisions that will be included in the AICPA Audit and
Accounting Guide Audits of Employee Benefit Plans (the Guide), with conforming changes as of May 1, 2001.

.101

The Guide has been updated to reflect the issuance of the following pronouncements:

•

SOP 01-2, Accounting and Reporting by Health and Welfare Benefit Plans

•

SAS No. 92, Auditing Derivative Instruments, Hedging Activities, and Investments in Securities

•

SAS No. 93, Omnibus Statement on Auditing Standards—2000

To order this Guide see the "Resource Central" section of this Alert (Product No. 012341kk).

AICPA Professional Ethics Division Interpretations and Rulings
.102 Ethics Interpretations and rulings are promulgated by the executive committee of the Professional
Ethics division of the AICPA to provide guidelines on the scope and application of ethics rules but are not
intended to limit such scope or application. Publication of an Interpretation or ethics ruling in the Journal of
Accountancy constitutes notice to members. A member who departs from Interpretations or rulings shall have
the burden of justifying such departure in any disciplinary hearing.
Help Desk—It is important for you to monitor the activities of the Professional Ethics
Executive Committee because it may issue Interpretations, ethics rulings, or both, that may
be relevant to your engagements. See the Audit Risk Alert—2000/01 [AAM section 8010] for
a summary of the committee's 2000 activities. For full information about the Interpretations
and rulings, visit the Professional Ethics Team Web page at http://www.aicpa.org/members/
div/ethics/index.htm. You can also call the Professional Ethics Team at (888) 777-7077,
menu option 2, followed by menu option 2. It is important to point out that, for ERISA
engagements, the DOL has separate independence standards that may be more restrictive
than those of the AICPA. See paragraph A.85 in appendix A of the AICPA Audit and
Accounting Guide Audits of Employee Benefit Plans, with conforming changes as of May 1,
2001, for a listing of the DOL's independence standards.
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On the Horizon
.103 The purpose of exposure drafts is to solicit comments from preparers, auditors, users of financial
statements, and other interested parties. They are nonauthoritative and cannot be used as a basis for changing
GAAS or GAAP. The following lists where certain exposure drafts can be found.

•

For information on exposure drafts issued by the FASB, see the FASB Web site at www.rutgers.edu/
Accounting/raw/fasb/draft/ draftpg.html.

•

For information on exposure drafts issued by the ASB, see the ASB exposure drafts Web site at www.
aicpa.org/members/div/auditstd/drafts.htm. Note that the AICPA's standard-setting committees
are now publishing exposure drafts of proposed professional standards exclusively on the AICPA
Web site. The AICPA will notify interested parties by e-mail about new exposure drafts. To be added
to the notification list for all AICPA exposure drafts, send your e-mail address to memsat@aicpa.org.
Indicate "exposure draft e-mail list" in the subject header field and include your full name, mailing
address, and, if known, your membership and subscriber number in the message.

•

See the AcSEC exposure drafts Web site at www.acipa.org/members/div/acctstd/edo/ index.htm
for information on exposure drafts issued by AcSEC.

•

See the AICPA Professional Ethics section of the AICPA Web site at www.aicpa.org/members/
div/ethics/index.htm for information on exposure drafts, along with other ethics-related matters.

International Accounting Standards
.104 The International Accounting Standards Committee (IASC) was formed in 1973 and is an inde
pendent, private sector body. The objective of the IASC is to harmonize the accounting principles for financial
reporting around the world. The IASC publishes the International Accounting Standards.

Employee Benefit Plan Related Standards
.105 The following are employee benefit plan related standards—

•

International Accounting Standard No. 19, Employee Benefits, addresses postemployment benefits
including pensions.

•

International Accounting Standard No. 26, Accounting and Reporting by Retirement Benefit Plans,
addresses the accounting and reporting by retirement benefit plans. It establishes separate standards
for reporting by defined benefit plans and by defined contribution plans.
Help Desk—For further information regarding the IASC and its standards visit its Web
site at www.iasc.org.uk

Resource Central
What other AICPA publications related to employee benefit plans may be of value to your practice?
How can you order AICPA products?
.106

For a complete listing of AICPA services see Audit Risk Alert—2000/01 [AAM section 8010].

On the Bookshelf
.107 Related AICPA Publications include the following:
•

AICPA Audit and Accounting Guide Audits of Employee Benefit Plans, with conforming changes as of
May 1,2001 (Product No. 012341kk)
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AICPA Practice Aid Series, including
— Financial Statement Reporting and Disclosure Practices for Employee Benefit Plans, second edition.
Offering the same kind of powerful help AICPA's Accounting Trends & Techniques does, this
comprehensive Practice Aid illustrates a wide range of employee benefit plan financial statement
disclosures and auditors' reports for both full-scope and limited-scope audits. The Practice Aid
includes SOP 99-2, Accounting for and Reporting of Postretirement Medical Benefit (401(h)) Features
of Defined Benefit Pension Plans, and SOP 99-3, Accounting for and Reporting of Certain Defined
Contribution Plan Investments and Other Disclosure Matters, and the new Form 5500 schedules.
(Product No. 006608kk)
— Auditing Multiemployer Plans. This brand new publication provides guidance on unique issues
regarding the accounting, auditing, and reporting on financial statements of various types of
multiemployer employee benefit plans. This nonauthoritative Practice Aid is designed to com
plement the AICPA Audit and Accounting Guide Audits of Employee Benefit Plans. There are
chapters on SOP 92-6 application, investments, employer payroll audits, internal control testing,
and more. Also included are illustrative financial statements for various types of multiemployer
employee benefit plans. (Product No. 006603kk)

•

Checklists and Illustrative Financial Statements for—
— Defined Benefit Pension Plans (008758kk)

(The 2001 checklist will be available this summer—Product No. 008776kk)
— Defined Contribution Pension Plans (008759kk)
(The 2001 checklist will be available this summer—Product No. 008777kk)

— Health and Welfare Benefit Plans (008760kk)

(The 2001 checklist will be available this summer—Product No. 008778kk)
•

"A Wake-Up Call"—an employee benefit plan audit video (013801kk)

National Conference
.108 Each spring the AICPA sponsors a National Conference on Employee Benefit Plans that is specifi
cally designed to update auditors, plan administrators, and industry or plan sponsors on various topics
including recent and proposed employee benefit plan legislative and regulatory issues, and significant
accounting, auditing, and tax developments. The 2002 National Conference on Employee Benefit Plans will
be held May 20-22, 2002, in San Diego, California. For a conference brochure, please call (888) 777-7077 and
request brochure G50038, or for more information, visit the AICPA Web site at www.aicpa.org.

Continuing Professional Education
.109

The AICPA offers the following self-study courses:

•

Audits of Employee Benefit Plans—I

•

Audits of Employee Benefit Plans—II

•

Audits of 401 (k) Plans

AICPA—At Your Service
Order Information
.110 Copies of AICPA publications referred to in this document may be obtained by calling the
AICPA Order Department at (888) 777-7077 or faxing a request to (800) 362-5066. Copies of FASB publications
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referred to in this document may be obtained directly from the FASB by calling the FASB Order Department
at (203) 847-0700, ext. 10.
Accounting and Auditing Technical Hotline and Ethics Hotline

.111 The AICPA Technical Hotline answers members' inquiries about accounting, auditing, attestation,
compilation, and review services. Members of the AICPA's Professional Ethics Team answer inquiries
concerning independence and other behavioral issues related to the application of the AICPA Code of
Professional Conduct. To reach either hotline, call (888) 777-7077.
World Wide Web Site

.112 The AICPA has a home page on the World Wide Web. "AICPA Online," the Web site (URL or
uniform resource locator: http://www.aicpa.org), offers CPAs the unique opportunity to stay abreast of
developments in accounting and auditing, including exposure drafts. The home page is updated daily. The
Web site includes In Our Opinion, the newsletter of the AICPA Audit and Attest Standards Team. The
newsletter provides valuable and timely information on technical activities and developments in auditing
and attestation standard setting.

New! Online CPE Offer!
.113 The AICPA has launched a new online learning tool, AICPA InfoBytes. An annual fee ($95 for
members and $295 for nonmembers) will offer unlimited access to over 1,000 hours of online CPE in oneand two-hour segments. Register today as our guest at infobytes.aicpaservices.org.
.114

This Audit Risk Alert replaces Employee Benefit Plans Industry Developments—2000 [AAM section 8060].

.115 The AICPA CD-ROM product, titled reSource: AICPA's Accounting and Auditing Literature, enables
subscription access to the following AICPA professional literature products in a Windows format: Professional
Standards, Technical Practice Aids, and Audit and Accounting Guides (available for purchase as a set that includes
all twenty-five Guides and the related Audit Risk Alerts, or as individual publications). This dynamic product
allows you to purchase the specific titles you need and includes hypertext links to references within and
between all products. To order any publications included on the CD-ROM, call (888) 777-7077.

.116 Practitioners Publishing Company (PPC) and the AICPA are currently offering publications issued
by PPC, the AICPA, and the FASB on one CD-ROM disk, titled The Practitioner's Library—Accounting and
Auditing. The FASB publications include Original Pronouncements, Current Text, Emerging Issues Task Force
Abstracts, and FASB Implementation Guides; the AICPA publications include Professional Standards, Technical
Practice Aids, Audit and Accounting Guides, and Peer Review Program Manual. The disk also contains eighteen
PPC engagement manuals. The disk may be customized so that purchasers pay for and receive only selected
segments of the material. For more information about this product call (800) 323-8724.
.117 The Audit Risk Alert Employee Benefit Plans Industry Developments [AAM section 8060] is published
annually. As you encounter audit and industry issues that you believe warrant discussion in next year's
Audit Risk Alert, please feel free to share them with us. Any other comments that you have about the Audit
Risk Alert would also be greatly appreciated. You may e-mail these comments to ldelahanty@aicpa.org or
write to:

Linda C. Delahanty
AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
AAM §8060.111
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Appendix A
IRS Limits on Benefits and Compensation
2001

2000

1999

Maximum Annual Pension

$140,000

$135,000

$130,000

Defined Contribution
Maximum Annual Addition

$ 35,000

$ 30,000

$ 30,000

401(k) Plan
Maximum Elective Deferral

$ 10,500

$ 10,500

$ 10,000

403(b) Plan
Maximum Elective Deferral

$ 10,500

$ 10,500

$ 10,000

457 Plans

$

8,500

$

8,000

$

8,000

SIMPLE Plans

$

6,500

$

6,000

$

6,000

Defined Benefit

Qualified Plans
Maximum Compensation Limits
Highly Compensated Limits
Officer Limits (Key Employee)
FICA Taxable Wage Base
Employer and Employee Social
Security Tax

AICPA Audit and Accounting Manual

$170,000
$ 85,000
$ 70,000
$ 80,400

$170,000
$ 85,000
$ 67,500
$ 76,200

$160,000
$ 80,000
$ 65,000
$ 72,600

6.20%

6.20%

6.20%
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Appendix B
Commonly Asked Questions and Answers
The following questions and answers have been developed by the members of the 2001 Employee Benefit
Plans Audit Guide Revision Task Force. They include frequently asked questions encountered by the task
force members on accounting, auditing, and regulatory matters.
Q. Under Form 5500 (Schedule H, Part IV, line 4j), there is a special rule whereby transactions under an
individual account plan that a participant directs should not be taken into account for purposes of
preparing the Schedule of Reportable Transactions. What about situations where an individual
account plan is participant-directed but has certain transactions that appear to be nonparticipantdirected (for example, "pass through" account for contributions)?

A. If the plan is an individual account plan and the overall structure of the plan is participant-directed,
"pass through" account transactions would not be required to be included on the Schedule of
Reportable Transactions. Another example would be a participant-directed individual account plan
that liquidates its investment options as a result of a plan termination, merger, or change in service
provider. Oftentimes such changes result in the plan sponsor directing the plan trustee to liquidate
the current balance in the participant-directed investment options into a short-term fund prior to the
transfer to new investment options. Such transactions would be not be required to be included on
the Schedule of Reportable Transactions.
Q. What are the general conditions requiring an audit of pension plan financial statements?

A. An audit generally is required if the plan is covered under Title I of ERISA and there are over 100
participants as of the beginning of the plan year. Exhibit 5-2 in chapter 5 of the AICPA Audit and
Accounting Guide Audits of Employee Benefit Plans (the Guide) provides guidance on determining
who is considered a participant. In addition, U.S. Department of Labor (DOL) regulations permit
plans that have between 80 and 120 participants at the beginning of the plan year to complete the
Form 5500 in the same category ("large plan" or "small plan") as was filed in the previous year.
Q. What audit procedures should be performed on material plan mergers into a plan? What audit
procedures are required when the prior plan was audited? What if the prior plan was never
audited?

A. If the prior plan was audited, the auditor should obtain the audited financial statements to ensure
that the balance transferred from the prior plan financial statements reconciles to the balance that is
reflected on the new plan's financial statements. Also, the auditor will generally perform procedures
to ensure that a sample of participant accounts were properly set up under the new plan. In addition
to the participant level testing, if the prior plan was not audited, the auditor will generally perform
audit procedures to determine that the equity that is transferred from the prior plan is reasonable
based upon an analysis of historical activity. (Other audit procedures relating to plan mergers can
be found in paragraphs 12.11 through 12.14 of the Guide.)
Q. When a plan operates in a decentralized environment, what additional audit procedures should be
considered?

A. The auditor should consider the controls at each decentralized location as well as the overall
mitigating controls that may be performed on a centralized basis. Taking into consideration the
materiality of the activity at each decentralized location, the auditor may choose to expand participant
level and substantive testing to incorporate these decentralized locations.
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Q. When the majority of a plan's assets are held in a master trust, but the plan has investments outside
of the master trust, what are the requirements for the supplemental schedules?

A. The Form 5500 instructions exclude master trust assets from the supplemental schedule reporting
requirements. However, any assets held outside the master trust must be reported on the supple
mental schedules. When calculating the 5 percent threshold for disclosing reportable transactions,
the current value of master trust assets is subtracted from the beginning of the year net asset balance.
Q. Is the master trust required to be audited?

A. While the DOL does not require the master trust to be audited, the plan administrator normally
engages an auditor to report only on the financial statements of the individual plans. If the master
trust is not audited, the plan auditor should perform those procedures necessary to obtain sufficient
audit evidence to support the financial statement assertions as to the plan's investments or qualify
or disclaim his or her report.
Q. Is a certification at the master trust level acceptable under DOL regulation 2520.103-8?

A. If a limited scope audit is to be performed on a plan funded under a master trust arrangement or
other similar vehicle, separate individual plan certifications from the trustee or the custodian should
be obtained for the allocation of the assets, and the related income activity, to the specific plan.
Q. Should noninterest-bearing cash be included as an asset on the supplemental schedule of assets (held
at end of year)?
A. Generally, only assets held for investment are included on the supplemental schedule of assets (held
at end of year), thus noninterest-bearing cash would not be included. Interest-bearing cash accounts
would be included on the supplemental schedule.

Q. Can immaterial investments be netted together as "other" on the supplemental schedule of assets
(held at end of year)?

A. No, each investment must be separately listed on the supplemental schedule.
Q. What is the auditor's responsibility for detecting non-exempt transactions resulting from participant
contributions that are not remitted to the plan within the guidelines established by DOL regulations?

A. An audit performed in accordance with generally accepted auditing standards cannot be expected
to provide assurance that all party-in-interest transactions will be discovered. Nevertheless, during
the audit the auditor should be aware of the possible existence of party-in-interest transactions.
During the planning phase of the audit, the auditor should inquire as to the existence of any
party-in-interest or non-exempt transactions. If any issues relating to late remittances are brought to
the auditor's attention, the auditor may consider obtaining a schedule of employee contributions
detailing payroll withholding date and date of deposit to the plan. A sample of deposits can then be
traced to the supporting payroll register and wire transfer advice or check. Further, the auditor should
have the client include in the management representation letter a representation that there are no
party-in-interest transactions that have not been disclosed in the supplemental schedules.
Q. If a non-exempt transaction related to the above is noted, is materiality of the transaction taken into
consideration in determining the need for the supplemental schedule of non-exempt transactions?
A. There is no materiality threshold for the inclusion on the supplemental schedule. All known events
must be reported.

Q. When is a plan subject to the requirements of the Securities Act of 1933, thus requiring a Form 11-K
filing under the Securities Exchange Act of 1934?
A. Section 3(a)(2) of the Securities Act of 1933 provides exemptions from registration requirements for
defined benefit plans and defined contribution plans not involving the purchase of employer
securities with employee contributions. All other plans are subject to the requirements provided they
are both voluntary and contributory. (For further guidance see paragraph 12.21 of the Guide.) Advice
of counsel should be obtained to determine if the registration requirements apply to the plan.
AICPA Audit and Accounting Manual
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Q. In a defined contribution plan, can investments be shown as a one-line item on the financial
statements?

A. Participant-directed plan investments may be shown in the aggregate, as a one-line item in the
statement of net assets available for benefits. The presentation of nonparticipant-directed invest
ments in the statement of net assets available for benefits or in the notes should be detailed by general
type, such as registered investment companies, government securities, corporate bonds, common
stocks, and so on.
Q. If investments are shown as a one-line item in a defined contribution plan, what disclosures are
required?
A. The presentation should indicate whether the fair values of the investments have been measured by
quoted market prices in an active market or were determined otherwise. Investments that represent
5 percent or more of the net assets available for benefits should be separately identified. If any of
those investments are nonparticipant-directed, they should be identified as such. Listing all invest
ments in the schedule of assets (held at end of year) required by the Employee Retirement Income
Security Act (ERISA) does not eliminate the requirement to include this disclosure in the financial
statements.

Q. Are participant loans considered an investment on the face of the financial statements or as a loan
receivable?

A. Loans are considered an investment for reporting purposes.
Q. Should the benefits paid per the statement of changes in net assets available for plan benefits agree
to the benefits paid in the statement of changes in accumulated plan benefits for a defined benefit
pension plan?

A. The benefits paid should be the same on both statements. If differences are noted, the auditor should
resolve the issue with the actuary to determine if the actuarial number requires adjustment.
Q. Is the schedule of 5 percent reportable transactions required for defined benefit plans?

A. As defined benefit plans generally are not participant-directed, the reportable transactions schedule
would be required.
Q. When does a health and welfare plan require an audit?

A. A health and welfare plan is required to have an audit when the plan has more than 100 participants
at the beginning of the plan year (this can be expanded to 120 if the 80-to-120-participant rule applies)
and the plan is funded. According to DOL Regulation 2520.104-44, the existence of a separate fund
or account for the plan by the employer or a third-party administrator (TPA) can cause the require
ment that funds be paid directly from the general assets of the sponsor not to be met. For example,
if a separate account is maintained which would be deemed to be a trust under state law, the related
plan would be deemed to be funded under ERISA. It is not always easy to determine when a plan is
considered funded. The auditor may wish to consult with legal counsel, plan actuaries, or the DOL
to determine if a plan meets the definition of funded.
Q. Are participants counted the same way for pension plans and health and welfare benefit plans?

A. Participants for health and welfare plans are employees who are eligible and are receiving coverage
under the plan.
Q. If participants are contributing toward the health and welfare benefits, is an audit required?

A. According to DOL technical releases 88-1 and 92-1, participant contributions to a welfare plan which
has an IRC section 125 cafeteria plan feature do not have to be held in trust. If contributions are not
through a section 125 plan and they are not used for the payment of insurance or health maintenance
organization (HMO) premiums, generally, they will be required to be held in trust. If the plan is
funded voluntarily or as required by DOL regulation, then the plan would require an audit.
AAM §8060.119
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Q. If a plan offers several benefits under the plan document, and only medical is funded through the
voluntary employees' beneficiary association (VEBA) trust, what is the audit requirement?
A. The audit requirement is of the plan; not the trust. All benefits covered by the plan should be included
in the audited financial statements.

Q. If a VEBA trust is utilized as a pass-through for claims payment during the year, but there are no
monies in the VEBA trust at year end, is an audit of the plan required?

A. If a plan is deemed to be funded for a part of a plan year, the entire plan year is subject to the audit
requirement. All plan activity for the entire year would have to be included in the audited financial
statements.
Q. If multiple plans utilize a VEBA trust, can an audit be performed at the VEBA trust level?
A. The audit requirement is of the plan, not the trust. Each plan would require a separate audit if it
individually met the audit requirement (see previous question). The auditor may be engaged to audit
the VEBA trust in order to assist with the plan level allocation reporting, but this would not fulfill
the plan level audit requirement.

Q. Does the funding of a health and welfare benefit plan though a 401(h) account, when the plan was
otherwise unfunded, cause the plan to require an audit?

A. If the plan was otherwise unfunded, the 401(h) account association will not cause the health and
welfare benefit plan to be considered funded for audit determination purposes.
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Appendix C
Who's Who In Employee Benefit Plans
This appendix describes the roles and responsibilities of some of the key parties associated with employee
benefit plans. The following parties are typically associated with the plan:
•

Plan sponsor—The plan sponsor establishes, funds, and maintains the plan. This may be an employer
(for a pension plan established or maintained by a single employer); an employee organization (for
a plan established or maintained by an employee organization); or an association, committee, joint
board of trustees, or other group or representatives (for a plan established or maintained jointly by
two or more employers or by one or more employers and one or more employee organizations).

•

Plan administrator—The plan administrator manages the operation and administration of the plan.
The plan administrator is the person or group of persons responsible for the content and issuance of
a plan's financial statements.

The following parties are typically outside the plan:
•

Actuary—The actuary determines the funding requirement and accumulated benefit obligations
(defined benefit plans).

•

Benefit consultant—A benefit consultant advises the plan sponsor regarding plan design, admini
stration, and compliance issues.

•

Insurance company—An insurance company can function as a trustee and assumes obligation for
payment of benefits to the extent the plan is insured.

•

Investment advisor or manager—The investment advisor or manager advises regarding overall
investment policy and may authorize investment transactions.

•

Legal counsel—Legal counsel prepares plan documents and amendments and provide legal advice
and counsel.

•

Named fiduciary—The named fiduciary is the individual responsible for the operation and admini
stration of a plan including the identification of a plan administrator; usually an officer or other
employee of the plan sponsor who reports to the plan sponsor's board of directors or management.
The named fiduciary has the ultimate responsibility for the overall activities of the plan.

•

Third-party welfare plan claims administrator—The third-party administrator is a party unrelated
to the plan who contracts to be responsible for plan administration. The third-party administrator
reviews and processes claims from participants, directs the trustee or custodian to pay valid claims,
or pays claims directly and is reimbursed by the trustee or custodian.

•

Third-party defined contribution plan administrator (outside recordkeeper)—The third-party ad
ministrator is a party unrelated to the plan who contracts to be responsible for plan administration.
The third-party administrator maintains plan and participant records, detailed participant invest
ment records, and processes certain plan transactions.

•

Trustee or asset custodian—The trustee or asset custodian safeguards trusteed assets and pays
benefits upon instruction from the plan administrator.
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Appendix D
Government Employee Benefit Plans
This appendix has been added to address audit, accounting, and regulatory issues unique to government
employee benefit plans. Auditors of government employee benefit plans should also see the AICPA Audit
and Accounting Guide Audits of State and Local Governmental Units (Product No. 012062kk), the AICPA Audit
Risk Alert State and Local Governmental Developments [AAM section 80701, and the GASB Q&A Implementa
tion Guide on GASB 25,26, and 27 for further guidance.
Help Desk—To order AICPA products, see the "Resource Central" section of this Alert. To
order a copy of the GASB implementation guide, contact the GASB order department, 401
Merritt 7, P.O. Box 5116, Norwalk, CT 06856-5116, telephone (203) 847-0700, extension 555.

The accounting for certain governmental employee benefit plans is prescribed by Governmental Accounting
Standards Board (GASB) Statements No. 25, Financial Reporting for Defined Benefit Pension Plans and Note
Disclosures for Defined Contribution Plans,1 and No. 26, Financial Reporting for Postemployment Healthcare Plans
Administered by Defined Benefit Pension Plans.2 The AICPA Audit and Accounting Guide Audit of Employee
Benefit Plans and related AICPA publications (see the "On the Bookshelf" section of this Alert for a listing)
address issues related to plans sponsored by commercial and not-for-profit private sector entities and do not
apply to government employee benefit plans. (However, portions of these publications including this Alert
may be useful to auditors of governmental employee benefit plans.)
Governmental plans encompass retirement systems offered by state, county, or local governments, also
known as public employee retirement systems (PERSs), as well as single employer plans offered by
special-purpose governmental entities, such as hospitals. These benefit plan arrangements are not subject to
the Employee Retirement Income Security Act (ERISA) and do not require the typical Department of Labor
(DOL) supplemental schedules. However, GASB requires supplementary information and these plans
typically include other unique supplemental schedules. In addition, plans offered by special-purpose
governments may have reporting requirements that vary by state.

There are over 2000 PERSs in the United States with more than $1.9 trillion dollars in cash and security
holdings. Many of these PERSs voluntarily seek to receive an annual certification to denote quality in financial
reporting for governmental entities, including PERSs. In addition to the guidance provided here, the AICPA
Employee Benefit Plans Expert Panel has established a task force to focus on issues relating to government
employee benefit plans.

Current Trends
A recent survey3 of governmental plans was performed to gather key aspects of state and local retirement
system's administration, retirement benefits, actuarial methods and assumptions, actuarial liabilities
and assets, contributions, investments, and rates of investment return. The survey results found that
PERSs generally are well funded. Other current trends are a shift of pension assets to equities from bonds, a
1 GASB Statement No. 25 establishes financial reporting standards for defined benefit pension plans and for the notes to the financial
statements of defined contribution plans of state and local governmental entities.
2 GASB Statement No. 26 establishes financial reporting standards for postemployment healthcare plans administered by state and
local governmental defined benefit pension plans. It is an interim statement pending completion of the GASB's project on accounting
and financial reporting of other postemployment benefits by plans and employers.
3 Survey was prepared for the members of the Public Pension Coordinating Council (PPCC) by the Government Finance Officers
Association Research Center.
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reduction in employer contribution requirements, a slight increase in base benefits, and an increase in number
and size of cost of living adjustments (COLAs). The survey, in part, showed that, in the aggregate—
•

The funding level improved from 82 percent to 95.2 percent.

•

Five-year portfolio returns increased from 10.62 percent in 1992 to 13.36 percent in 1998 while
investment assumptions rose from 7.83 percent in 1992 to 7.88 percent in 1998.

•

The portion of assets held in domestic equities rose from 39.3 percent in 1992 to 47.9 percent in 1998.
The portion of assets held in international equities rose from 3.7 percent in 1992 to 12.0 percent in
1998.

•

The percentage of plans with COLAs increased from 57 percent in 1992 to 77 percent in 1998.

•

The average employer contribution rate as a percentage of covered salary fell from 13.19 percent in
1992 to 11.62 percent in 1998.

Other trends include the following:
•

Many pension plans are getting into new areas of investing in an attempt to obtain higher returns.
Accordingly, many pension plans are investing in new types of investments.

•

Many pension plans are now paying performance-based bonuses to investment managers.

•

Pension plans are moving into higher risk investments (also called innovative, sophisticated risk
strategies). These investment strategies include high-yield (junk) bonds, private equity, venture
capital, and hedge funds, for example.

•

Many pension plans are outsourcing more investment management functions, especially in newer
areas that may include investments of higher risk. In many cases, the entire process of investing,
processing transactions, and accounting for these investments is outsourced, and the manager is
effectively a third-party administrator.

•

Plans are making more use of soft dollars in order to obtain use of funds that may be outside of the
budget and normal controls, or not on the general ledger.

•

Plans are making increased use of securities' lending programs, primarily in response to the preferred
practices of the plans' trustee-custodian institutions. The plan often receives additional income as a
result of this practice.

•

Plans are adding a deferred retirement option program (DROP). The person "retires," but continues
to work for a defined amount of time while the retirement payments are accumulated in a deferred
payment account. The deferred payment money is generally distributed in a lump sum to the person
at the time of "true retirement" at the end of the defined time.

•

PERSs are becoming more autonomous from the sponsoring government to the extent that many are
choosing to employ separate independent accountants.

Regulatory Issues
The IRS created the Tax Exempt and Government Entities (TE/GE) Division. The division has three segments
to deal separately with exempt organizations, employee plans, and governmental entities. The Division
addresses key customer needs by providing the following services:
•

Education and communication efforts, which focus on helping customers understand their tax
responsibilities with outreach programs and activities tailored to their specific needs

•

Rulings and agreements efforts, which have a strong emphasis on up-front compliance programs
such as the determination, voluntary compliance, and private letter ruling programs

AAM §8060.121

Copyright © 2001, American Institute of Certified Public Accountants, Inc.

49

Employee Benefit Plans Industry Developments—2001

6-01

8178-21

•

Examination initiatives, which identify and address noncompliance through customized activities
within each customer segment

•

Customer account services, which coordinates tax filings and responses to questions and requests for
information

The IRS continues to develop a customer-friendly Web site at http: / /www.irs.gov. That site provides contact
information for the leadership of the TE/GE Division and currently has separate pages to serve the customers
of the Exempt Organizations and Employee Plans segments of the TE/GE Division.
Employers With 403(b) and 457 Plans

The TE/GE Division's Employee Plans segment has a new initiative to examine employers that offer both
Internal Revenue Code (IRC) section 403(b) tax-sheltered annuities (403(b) plans) and IRC section 457
deferred compensation plans. That initiative would affect, for example, school districts, public colleges and
universities, and governmental hospitals. For further information see the Audit Risk Alert State and Local
Governmental Developments—2001 [AAM section 80701.

Automatic Deferrals
IRS Revenue Rulings 2000-33 and 2000-35 (Internal Revenue Bulletin 2000-31, July 31, 2000) were issued to
specify the criteria that have to be met to defer a certain percentage of an employee's compensation
automatically into a section 457 deferred compensation plan or a 403(b) plan, respectively. These rulings
address situations in which deferrals are made without an affirmative election by the employee to receive
the amount in cash.

Administration of Section 457 Deferred Compensation Plans

The IRS has published information about the administration of section 457 deferred compensation plans.
You may want to make sure that the governments you audit have considered that information. In Notice
2000-38 (Internal Revenue Bulletin 2000-33, August 14,2000), the IRS describes the withholding and reporting
requirements applicable to section 457(b) plans. In Notice 2000-66 (Internal Revenue Bulletin 2000-52, Decem
ber 26,2000), the IRS increased the limit on deferrals under section 457(b)(2) and (c)(1) from $8,000 to $8,500
effective January 1,2001.
Employee Plans Compliance Resolution System

The IRS recently issued Revenue Procedure 2001-17 (Internal Revenue Bulletin 2001-7, February 12,2001) to
update and expand on its Employee Plans Compliance Resolution System (EPCRS). The EPCRS is a
comprehensive set of corrective programs that enable sponsors of qualified retirement plans that have
experienced compliance violations to preserve the tax benefits of their plans. Those programs apply to
various qualified plans, including 403(b) plans. Effective May 1, 2001, Revenue Procedure 2001-17 super
seded Revenue Procedure 2000-16, which was the previous statement of the correction programs under EPCRS.
Educational Outreach

The TE/GE Division's Employee Plans segment has formalized its educational outreach program to increase
understanding and compliance with the tax law applicable to 403(b) plans. It calls this program the Section
403(b) Tax-Sheltered Annuity Partnership for Compliance. Under the program, trained and experienced IRS
employees are available to provide educational services relating to 403(b) plans, including delivering
speeches, participating in panel discussions, conducting training sessions, and helping to prepare newsletter
articles. If one of your auditees is concerned about the compliance of its 403(b) plan, you should consider
referring it to the Partnership for Compliance.

Help Desk—You can access information about the Partnership for Compliance and request
ing educational services on the IRS Web site at http://www.irs.gov/bus_info/ep/outreach.html.
AICPA Audit and Accounting Manual
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Audit Issues
Independence

PERSs issue separate financial statements that often are included in a primary government's financial
statements. If the PERS's auditors are different from those of the primary government (provided the PERS's
financial statements are material to the primary government), the PERS's auditors need to be independent
of the primary government in order for the primary government's auditors to rely on the work of the other
auditors. Depending on the timing of the respective audits, postreport review procedures may be required
by the PERS's auditors for inclusion of their financial statements in the sponsoring organization's financial
statements. For additional discussion of independence issues see the "Revision of State and Local Govern
mental Units Audit and Accounting Guide" section of the AICPA Audit Risk Alert State and Local Govern
mental Developments—2001 [AAM section 8070].

Benefit Payment Risk
The accuracy of benefit payment calculations is a primary risk area due to the unique and complex definitions
of compensation and years of service for PERSs. In fact, currently, some PERSs are involved in litigation
regarding retroactive adjustment of benefits due to a change in the components of compensation. The
determination of a participant's years of service becomes complex due to carryover years of service from
other government agencies as well as credit for time served in the armed forces and other organizations. The
latter credit is often "earned" as participants make additional contributions.

Investment Risk
In July 2000 the Association of Public Pension Fund Auditors (APPFA) issued the publication Statements of
Key Investment Risks and Common Practices to Address those Risks. This publication provides general guidance
for pension plans and auditors of those plans in addressing investment risks. The document identifies key
investment risks associated with public pension systems and common practices to address, manage, and, to
the extent possible, control those risks.

Help Desk—A copy of the report is available free of charge on APPFA's Web site at http://
www.appfa.org.

Recent Exposure Drafts
Practitioners should note that the purpose of exposure drafts is to solicit comments from preparers, auditors,
users of financial statements, and other interested parties, and that they are nonauthoritative. The following
is a listing of some of the more significant exposure drafts outstanding at the time we went to press that may
affect government employee benefit plans.

Help Desk—See the GASB Web site http://www.gasb.org for a complete listing of out
standing exposure drafts for GASB documents.
Certain Financial Statement Note Disclosures
An exposure draft for a proposed GASB statement, Certain Financial Statement Note Disclosures, was issued
July 31,2000. The proposed statement would modify, establish, or rescind certain note disclosures.

Basic Financial Statements—and Management's Discussion and Analysis—for State and
Local Governments: Omnibus, an amendment of GASB Statements No. 21 and No. 34
An exposure draft for a proposed GASB statement, Basic Financial Statements—and Management's Discus
sion and Analysis—for State and Local Governments, an amendment of GASB Statements No. 21 and No. 34,
was issued December 29, 2000. The proposed statement would clarify certain provisions of previously
issued statements.
AAM §8060.121
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Resources for Government Employee Benefit Plans
The following lists certain resources that may be helpful when auditing government employee benefit plans.
These items can be ordered from the GFOA Web site at www.gfoa.org (from the main page click on
"products" and then "public employee retirement administration") or by contacting the GFOA at 180 N.
Michigan Ave., Suite 800, Chicago, IL 60601, (312) 977-9700.
•

The Governmental Accounting, Auditing, and Financial Reporting (GAAFR), also known as the "Blue
Book," has been revised by the Government Finance Officers Association (GFOA). The new GAAFR
can be ordered from the GFOA Web site

•

Pension Accounting and Reporting (by William R. Schwartz)

•

Pension CAFRS: Guidelines for the Preparation of a Public Employee Retirement System Comprehensive
Annual Financial Report

•

The 2000 Survey of State and Local Government Employee Retirement Systems—Survey Report

•

PENDAT database

AICPA Audit and Accounting Manual
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.122

Information Sources
Organization

American Institute of
Certified Public
Accountants

Financial Accounting
Standards Board

Fax Services

General Information
Order Department

24 Hour Fax Hotline

Harborside Financial Center,
201 Plaza Three,
Jersey City, NJ
07311-3881
(888) 777-7077

(201) 938-3787

Order Department

24 Hour Fax-on-Demand
(203) 847-0700,
menu item 14

P.O. Box 5116
Norwalk, CT
06856-5116
(203) 847-0700, ext. 10

Web Site Address

http://aicpa.org

http://www.fasb.org

Department of Labor:

http://www.dol.gov/
dol/pwba

Pension and Welfare
Benefits Administration:

Office of the Chief
Accountant:

(202) 219-8818

Division of Accounting
Services

ERISA related accounting and
auditing questions
(202) 219-8794

Division of Reporting
Compliance

Form 5500 preparation and
filing requirements
(202) 219-8770

Office of Regulations and
Interpretations

(202) 219-7461

[The next page is 8179.]
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AAM Section 8070
State and Local Governmental
Developments—2001
In This Year's Alert . . .
•

What are some of the significant economic and industry developments of the past year that are
relevant to state and local governments?

•

What updates to single audit guidance from federal agencies should auditors know about?

•

What is the Federal Grant Streamlining Program?

•

What are the results of recent reviews relating to the quality of Circular A-133 audits?

•

What are the requirements of Circular A-133 relating to internal control?

•

What is the status of the federal government's update of the Orange Book?

•

Has the AICPA released any new or updated single audit guidance?

•

Are there any recent or upcoming changes concerning the OMB's cost and grants administration
circulars?

•

Are there any impending changes to the Cash Management Improvement Act regulations?

•

What are the electronic submission requirements for public housing authorities, and what are the
auditor's related responsibilities?

•

Are there any recent or upcoming revisions to Government Auditing Standards?

•

Has the Federal Aviation Administration issued its revised Passenger Facility Charge Program audit
guide?

•

Does federal and state legislation now permit electronic contracts and signatures?

•

What was the result of last year's Supreme Court case on the compensatory time policy of a
governmental employer?

•

Is there any new federal legislation relating to private-activity bonds?

•

Have there been any Internal Revenue Service developments that auditors of state and local govern
ments should know about?

•

Have there been any Securities and Exchange Commission developments that auditors of state and
local governments should know about?

•

What are the AICPA's new auditing standards that affect state and local governments?

•

What are the AICPA's new attestation standards that affect state and local governments?

•

What conforming changes have been made to the 2000 edition of the AICPA Audit and Accounting
Guide Audits of State and Local Governmental Units and SOP 98-3?

•

Have the AICPA's illustrative auditors' reports changed because of SAS No. 93?
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•

Does the AICPA have any tentative guidance about audit issues relating to financial statements
prepared in conformity with GASB Statement No. 34?

•

Do governments have to disclose currently that their accounting will change in the future as a result
of new standards that are not yet effective?

•

What are some of the common deficiencies cited in governmental audit engagements?

•

Does the Audit Risk Alert on employee benefit plans cover governmental entities?

•

How does the use of service organizations affect the audits of governmental entities?

•

What GASB pronouncements generally become effective this year?

•

What other GASB pronouncements have been issued recently that you should know about?

•

What exposure drafts of proposed pronouncements does the GASB have outstanding?

•

What projects is the GASB working on now?

•

Is there any new information on performance measurements in government?

•

Are certain governmental entities still subject to the accounting and financial reporting guidance
in the AICPA's three superseded Audit and Accounting Guides that covered not-for-profit
organizations?

•

Where can preparers and auditors of governmental financial statements find guidance on implement
ing GASB Statement No. 34?

•

How can you help a government assist the users of its financial statements in understanding the
changes that will result from GASB Statement No. 34?

•

Where can you get answers to your technical questions about GAAP for state and local governments?

•

Are governmental entities required to implement the recent FASB Statements on derivatives and
hedging activities?
*

*

*

*

Economic and Industry Developments
What are some of the significant economic and industry developments
of the past year that are relevant to state and local governments?
The State of the Economy

.01 Surveys of state and local governments in mid- to late 2000 indicated that economic conditions were
strong but that revenue growth was slowly leveling off. Governments expected the same conditions to
continue through 2001. However, the sharp downturn in national and certain regional economies that started
late in 2000 has changed those expectations. The downturn has started to affect sales tax revenues, and
personal income tax revenues also could be affected if employment softens.
State Governments

.02 A National Conference of State Legislators (NCSL) survey indicated that, at the end of fiscal year
2000, states were in their best financial position since 1980, with the aggregate ending fund balances of general
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and "rainy day" funds at almost 9 percent of general fund annual expenditures. That condition was
widespread—twenty-one states had fund balances exceeding 5 percent, and another twenty had fund
balances exceeding 10 percent. At the time that survey was conducted, the states expected the aggregate
balances of their general and rainy day funds to be just below 6 percent at the end of fiscal year 2001 because
of slowing revenue growth. Because of the optimistic picture in 2000, many states continued to enact tax
reductions, which were expected to reduce the states' total fiscal year 2001 revenues by about $5.8 billion. A
few states enacted tax cuts in the form of one-time rebates or other kinds of temporary reductions, thinking
they might need to hedge against a possible economic slowdown.

.03 Despite that study's rosy predictions, another, more sobering, NCSL survey of state fiscal conditions
early in 2001 showed that the economic downturn was starting to affect the states. Thirty-three states reported
that revenues were on target or above forecasted levels; whereas two months earlier, forty-four—an
additional eleven states—had reported that condition. Thirty-one states reported at least a small amount of
spending in excess of budgeted levels. Overspending in the Medicaid program continued to be a sizeable
problem in many states. Although most states did not anticipate the need to cut their fiscal year 2001 budgets
to keep them in balance or to consider tapping their reserve funds to "stay even," almost twenty states
thought budget cuts were likely or possible. In addition, about ten states thought the need to use reserve
funds was likely or possible. The survey also showed that preliminary revenue forecasts for fiscal year 2002
reflect concerns about the strength of the economy and even slower revenue growth.
Local Governments

.04 Local governments had the same strong but steadily slowing economic conditions as state govern
ments during 2000. About three-quarters of the cities responding to a survey conducted by the National
League of Cities described their financial condition in 2000 as better than in 1999. In the aggregate, property
tax rates held relatively steady, but a large number of cities increased fees. While revenue growth slowed,
expenditure growth continued. About 84 percent of the counties responding to a survey conducted by the
National Association of Counties in 2000 reported then-current financial conditions ranging from "very
good" to "excellent," and almost 50 percent of them expected financial conditions to improve over the next
three years. The strongest financial conditions were reported by urbanized counties. At that time, counties
also were holding relatively steady on tax rates but were raising fees. About one-quarter of the counties
responding to the survey indicated implementing new state-mandated programs in the last fiscal year, many
involving public safety programs.
Public Employee Retirement Systems

.05 Public employee retirement systems (PERS) that administer defined benefit pension plans also have
been faring well, not only because of the bull market of the 1990s, but also because of policy decisions made
starting in the late 1970s to improve PERS funding. Last year, the Census Bureau reported that the assets of
the more than 2,000 state and local government PERS increased $190 billion in 1999, reaching a record high
of $1.9 trillion. A couple of surveys of the 1998 and 1999 data of large PERS show significant strength in their
funded ratios, which compare the actuarial value of plan liabilities to assets. The funded ratio of a significant
number of those PERS was well over 90 percent, with many over 100 percent. Because many PERS are
approaching or already have achieved a fully funded status, some plans have reduced employer contribution
requirements or enhanced benefits, and others are considering following suit. A few plans are using excess
PERS funds to match employee contributions to deferred compensation plans. (See the additional discussion
in the later section of this Audit Risk Alert entitled "Governmental Employee Benefit Plans.") However,
recent downturns in the financial markets may cause PERS to slow or reverse these actions.
Possible Effects of Recent Developments

.06 The rapidly slowing economy during the last part of 2000 and so far in 2001 may have caught some
state and local governments inadequately prepared. Governments may have initiated new programs, issued
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debt for construction projects, or enacted revenue cuts based on financial models that presumed gradual
slowing in revenue growth. In your audits of governmental financial statements, you should be alert to the
possibility of reduced revenues and actions that the governments may have taken to "put on the brakes" and
consider how those matters may affect their financial statements. You also may need to closely evaluate the
governments' estimates of uncollectible receivables. The economic slowdown may negatively affect revenue
collection patterns and may make less reliable estimates of uncollectible receivables that are based on
historical patterns.

Taxation of Internet Sales: The Debate Continues
.07 For the past few years, we have alerted you to the continuing debate over the taxation of Internet
sales. State and local governments are concerned about losing sales and use tax revenues because of untaxed
Internet sales. A recent estimate of the amount of sales tax revenue that will be lost in 2001 because of the
nontaxation of Internet sales puts the amount at $2 billion.

.08 When we left the saga of the taxation of Internet sales in last year's Audit Risk Alert, the Advisory
Commission on Electronic Commerce (ACEC) had just submitted its report to Congress. That report
recommended that, among other actions, Congress (l)extend the existing ban (which is slated to expire in
October 2001) on new taxes on Internet access and on multiple or discriminatory taxes on electronic
commerce (e-commerce) and (2)take steps to simplify state and local sales and use taxes. (Internet businesses
claim that disparities in sales tax systems among the various jurisdictions are too burdensome to administer.)
Despite the introduction of numerous bills, Congress was unable to pass Internet taxation legislation last
year. However, the attempts continue—Internet-taxation legislation already has been introduced this year.
.09 The states also are attempting to deal with the issue of sales tax simplification. The District of
Columbia, forty-five states, and thousands of local governments impose sales taxes. To deal with complaints
about system disparities among the jurisdictions, the National Governor's Association created the Stream
lined Sales Tax Project (SSTP). The SSTP, comprising tax administrators from thirty states, developed model
legislation to unify and simplify sales and use tax administration among the states that adopt the legislation.
The SSTP hopes that, by unifying and simplifying sales tax systems, Internet businesses will voluntarily
collect sales taxes. The model legislation, entitled the Uniform Sales and Use Tax Administration Act (the
Act), would authorize a state taxing authority to enter into an interstate compact, the Streamlined Sales and
Use Tax Agreement (the Agreement). The Act and related Agreement would, among other matters, establish
more uniform state tax rates, establish uniform administrative standards, and develop and adopt uniform
definitions of sales and use tax terms.

.10 However, the Act ran into a snag when a task force of the NCSL took significant exception to some
of its measures. The NCSL drafted and distributed its own version of model legislation to simplify sales taxes.
State legislatures are now considering whether to adopt legislation and, if so, which version.

Help Desk—The Act is available on SSTP's Web site at www.streamlinedsalestax.org. The
NCSL's version of the model legislation is available on the NCSL Web site at www.ncsl/
org/programs/fiscal/tctelcom.htm. The NCSL site also includes a document that lists the
amendments that the NCSL made to the SSTP Act.

Emerging E-Government Applications
.11 State and local governments came slowly into the electronic age, but now they are blazing onto the
Internet, especially with electronic government (e-government) applications. E-government is the process of
using the Internet to provide information and services to citizens and otherwise conduct the business of
government. At their simplest, e-government applications can be achieved simply by using a Web site as a
bulletin board or database—"publishing" annual financial statements, posting school closing data, and
permitting access to real estate and court records.
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.12 However, the interactive applications—those that process transactions—are building steam. (Some
of these interactive applications have been facilitated by recent legislation. See the discussion later in this
Audit Risk Alert in the section entitled "Electronic Contracts and Signatures.") One estimate indicates that,
by 2003, more than 60 percent of state and local government will let citizens conduct some sort of remote
transaction. It also has been estimated that, by 2006, federal, state, and local governments will collect 15
percent of their fees and taxes online and receive 333 million online submissions of various kinds.
.13 Some of these interactive applications are fairly predictable and increasingly common in larger
governments—for example, filing tax returns, paying taxes, and applying for vehicle registrations and
driver's licenses. Other interactive applications are relatively unique or new—for example, holding auctions
of delinquent tax properties, taking bids on competitive sales of municipal securities and purchases of
investments, registering deeds and mortgages, and voting. (See also the section later in this Audit Risk Alert
entitled "Securities and Exchange Commission Activities.") Even small governments have e-government
possibilities—issuing local park permits and registering children for municipal sports programs, for
example.
.14 The information technology (IT) costs of e-government will be high. It has been estimated that, by
2005, state and local governments will spend $12.5 billion on e-government. Larger governments can
combine technology to serve multiple purposes—electronic business (e-business), such as online purchasing,
as well as e-government. Smaller governments are finding strength in numbers as industry-based organiza
tions develop alliances with technology companies to offer those governments an Internet presence.

.15 You should stay abreast of the e-government initiatives that the governments you audit undertake.
In performing analytical procedures, you may see increased IT costs. Further, the collection of certain
information and payments over the Internet will introduce IT applications and may introduce the use of
service organizations that need to be considered in your evaluation of the entity's internal control over
financial reporting. (See the section later in this Audit Risk Alert entitled "Service Organizations." In addition,
see the discussion of Statement on Auditing Standards (SAS) No. 94, The Effect of Information Technology on
the Auditor's Consideration of Internal Control in a Financial Statement Audit (AICPA, Professional Standards, vol.
1, AU sec. 319), which amends and expands the discussion in SAS No. 55 of the auditor's consideration of
an entity's use of IT in controls relevant to the audit, in the section entitled "Recent Auditing Standards.")

Collecting Revenues Through Credit Cards
.16 State and local governments are increasingly allowing taxpayers and others to pay taxes and,
sometimes, fees and fines with credit cards. Some governments have found that accepting credit cards
improves the timeliness and collectibility of payments, even the collectibility of long-delinquent amounts.
Many governments accept credit card payments over the Internet, allowing taxpayers and others to make
payments twenty-four hours a day. Internet-based payment processes require the payer to input data about
the bills they are paying, which reduces the data entry effort by the government or its data processor.
.17 One issue that can arise when a government begins a credit card collection program concerns card
fees. Credit card companies charge vendors a fee for card use by paying vendors less than the amount vendors
charged the consumers. Generally, governments are reluctant to accept, or may be prohibited by law from
receiving, reduced payments of taxes, fees, and fines. A natural solution to this problem is for the government
to surcharge the credit card owner for the fee. However, the standard contracts that vendors have with credit
card companies do not permit such surcharges. The processing organizations that handle credit card
payments for many governments and governments that process payments directly have overcome that issue
by charging "convenience fees" rather than surcharges. Although largely a matter of semantics, the use of
convenience fees is now generally accepted for credit card payments to governments. Usually, the amount
of the convenience fees is equal to the governments' costs of accepting the credit card payment, including
the cost of any third-party processing company the government uses.
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.18 If a government you audit collects revenues through credit card payments, you should consider
determining that it has adequately addressed any contractual prohibitions against surcharges. You also
should consider the effect of the use of a credit card processing company and electronically transmitted data
on the government's internal control over financial reporting for those revenues. (See the section later in this
Audit Risk Alert entitled "Service Organizations.")

Fuel and Electricity Price Issues
.19 Automotive fuel prices rose dramatically last year, and as soon as those prices began to abate in the
late summer of 2000, natural gas, heating oil, and electricity prices began to rise. Hard hit by electricity price
issues were the Western states, particularly California. The structure of California's electric deregulation
legislation combined with a lack of generation capacity, high usage, and record natural gas prices signifi
cantly increased electric prices for the state's three investor-owned utilities (IOUs). The state's municipal
electric utilities—exempt from the deregulation legislation—were less affected by the market pressures
because they continued to obtain most of their electricity from their own generating plants and from
fixed-price contracts. During the winter of 2000-01, reduced hydroelectric output in the Northwest forced
that area's municipal electric utilities to buy high-priced power on the spot market and to approve or propose
rate increases for retail customers. The Bonneville Power Administration, a federal agency that supplies
electricity in the Northwest, is expected to significantly increase its rates beginning in October 2001.

.20 Other areas also have been affected by energy prices. When electricity prices more than tripled in one
Southern city last winter, the city considered municipalizing the IOU and extended the payment date for
annual property tax bills, and the IOU donated shareholder funds to local agencies to help citizens pay utility
bills. Municipal utilities with excess power to sell on the open market have experienced increased revenues
from the higher market prices, although they also faced increased credit risk from supply contracts with
utilities in weakened financial positions because of those prices.
You should consider whether and how the past year's fuel and electricity prices affect the financial
statements of the governments you audit. High prices may have increased the automotive fuel costs of entities
with large fleets, such as transit districts, law enforcement agencies, and school districts that transport
students. High prices may have increased an entity's natural gas, heating oil, or electricity costs, especially
for entities that use a significant amount of electricity, such as water and sewer utilities, or those that
experienced harsh winter weather. Governments that sell natural gas and electricity may have both increased
costs and revenues, and may have an increased credit risk from customers and, thus, a higher allowance for
uncollectible receivables. Other financial effects may result from fuel and electricity price issues in individual
jurisdictions, depending on actions taken to relieve the effects of high costs on the jurisdiction's citizens.
.21

Rising Health Care Costs
.22 According to survey results from various health care consulting firms, employers experienced health
care cost increases in 2000 that were more than double the general inflation rate. This was the third year of
such major cost increases. Even higher increases—on the average 10 percent or more—are expected in 2001.
Many employers have absorbed much or all of the increases because of the need to retain employees in the
tight labor market.
.23 Consequently, when you perform analytical procedures to compare current-year employer health
care costs to prior year costs, you may see large increases. When auditing a government that "self-insures"
employee and retiree health care plans, you should consider the need to closely evaluate whether the
estimated claims liability appropriately considers rising health care costs.

Claims Information Database
Do the governments you audit "self-insure" or use a public entity risk pool in lieu of buying insurance
from a commercial insurance company? Do you audit a public entity risk pool? Since the 1980s, governments
.24
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have moved away from buying commercial insurance in an attempt to contain costs, resulting in the
insurance industry having reduced data on losses that are unique to governments. Government-specific loss
data can help the governments you audit better estimate their risk exposure liabilities, such as those relating
to activities involving student and public transportation, law enforcement, and emergency vehicles. Better
liability estimates could reduce audit effort in evaluating those estimates.

.25 A 1995 antitrust settlement agreement between twenty states and the insurance industry required
the creation of a database facility to provide aggregate and comparative data to meet public entity informa
tion needs. The result was the Public Risk Database Project (PRDP), which has introduced Data Exchange™,
a Web-accessible database designed to be the nation's primary source of public entity loss information and
reports. Initially, the database is accumulating liability loss and exposure data, but it will expand in the future
to cover workers' compensation and other coverage areas. Data Exchange is being populated with informa
tion submitted voluntarily by governmental entities with risk financing activities, public entity risk pools,
third-party claims administrators, and insurance companies. Once there is sufficient claims information in
the database—perhaps later this summer—Data Exchange will provide subscribers with reports.
Help Desk—Information about Data Exchange is available on the PRDP Web site at www.
prdp.org.

Executive Summary—Economic and Industry Developments

• Surveys of state and local governments in mid- to late 2000 indicated that economic conditions were
strong, but that revenue growth was slowly leveling off. Governments expected the same conditions
to continue through 2001. However, the sharp downturn in national and certain regional economies
that started late in 2000 has dampened those expectations.
• The debate continues over the taxation of Internet sales. State and local governments are concerned
about losing sales and use tax revenues because of untaxed Internet sales. Congress is considering
Internet taxation legislation, and states are attempting to deal with the issue of sales tax simplification.

• State and local governments came slowly into the electronic age, but now they are blazing onto the
Internet, especially with e-government applications to provide information and services to citizens
and otherwise conduct the business of government.
• State and local governments are increasingly allowing taxpayers and others to pay taxes and,
sometimes, fees and fines with credit cards. If a government you audit collects revenues through
credit card payments, you should consider determining that it has adequately addressed any
contractual prohibitions against surcharges. You also should consider the effect of the use of a credit
card processing company and electronically transmitted data on the government's internal control
over financial reporting for those revenues.

• Automotive fuel prices rose dramatically last year, and as soon as those prices began to abate in the
late summer of 2000, natural gas, heating oil, and electricity prices began to rise. You should consider
whether and how the past year's fuel and electricity price issues affect the financial statements of the
governments you audit.
• According to survey results from various health care consulting firms, employers experienced
significant health care cost increases in 2000 and even higher increases are expected in 2001. When
auditing a government that self-insures employee and retiree health care plans, you should consider
the need to closely evaluate whether the estimated claims liability appropriately considers rising
health care costs.

• Government-specific loss data can help the governments you audit better estimate their risk exposure
liabilities, thus potentially reducing audit effort in evaluating those estimates. The PRDP has
introduced a Web-accessible database designed to be the nation's primary source of public entity
loss information and reports.
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Regulatory, Legislative, and Other Developments
Single Audit Guidance Update
What updates to single audit guidance from federal agencies should auditors know about?
2001 Compliance Supplement Issued
.26 The Office of Management and Budget (OMB) Circular A-133 Compliance Supplement (the Supple
ment) is based on the requirements of the Single Audit Act Amendments of 1996 (the Act) and OMB Circular
A-133, Audits of States, Local Governments, and Non-Profit Organizations (Circular A-133). These requirements
provide for the issuance of a compliance supplement to assist auditors in planning and performing the
required audits. The Supplement identifies existing compliance requirements that the federal government
expects to be considered as part of an audit in accordance with the Act and Circular A-133.

.27 Keeping its commitment to update the Supplement on a regular basis and to continue to expand
the number of programs it includes, the OMB has issued its March 2001 Supplement. For the 156 federal
programs in the 2001 Supplement, information is included to help you understand the programs'
objectives, procedures, and compliance requirements. Part 7 of the Supplement, "Guidance for Auditing
Programs Not Included in This Compliance Supplement," provides guidance to help you determine
relevant compliance requirements, audit objectives, and suggested audit procedures for programs not
included in the Supplement. The 2001 Supplement adds sixteen federal programs (some of which result
in new or add to existing program clusters) and updates and revises the information on numerous
previously included programs and program clusters. The 2001 Supplement is effective for audits of fiscal
years beginning after June 30, 2000.
.28 Appendix V of the Supplement lists changes from the 2000 Supplement. Among the more significant
changes, the 2001 Supplement—

•

Adds audit objectives and suggested audit procedures for internal control for each of the fourteen
types of compliance requirements in part 3, "Compliance Requirements." This change is to alert the
auditor to the Circular A-133 requirements for testing internal control, responding to findings by
Inspectors General in quality control reviews that many auditors have not properly documented the
required testing of internal control. (See also "Circular A-133 Audit Reviews" and "Circular A-133
Audit Internal Control Refresher" later in this section of this Audit Risk Alert.) Changes were made
elsewhere in the 2001 Supplement to refer to this new material.

•

Updates, in part 3, the "Allowable Costs/Cost Principles" compliance requirement for facilities and
administrative rate proposals based on the change to OMB Circular A-21, Cost Principles for Educa
tional Institutions, as discussed in "OMB Cost and Grants Administration Circulars" later in this
section of this Audit Risk Alert. Part 3 also clarifies the reference to state policies and nonfederal funds
in the "Procurement and Suspension and Debarment" compliance requirement.

•

Revises, in parts 4 and 5, the program requirements for many existing programs for the effect of new
laws and regulations or for other reasons. Substantial revisions are made to the program requirements
for many Catalog of Federal Domestic Assistance (CFDA) programs, among them (1) 14.855, "Section
8 Rental Voucher Program," and 14.857, "Section 8 Rental Certificate Program (previously the Section
8 Tenant-Based Cluster, but now combined into 14.871, "Section 8 Housing Choice Voucher"); (2)
17.253, "Welfare-to-Work Grants to States and Localities;" (3) 84.027, "Special Education—Grants to
States (IDEA, Part B)" and 84.173, "Special Education—Preschool Grants (IDEA Preschool)," which
form the Special Education Cluster; (4) 84.126, "Rehabilitation Services—Vocational Rehabilitation
Grants to States;" (5) 93.210, "Tribal Self-Governance Demonstration Program: Planning and Nego
tiation Cooperative Agreements and HIS Compacts;" and (6) 93.558, "Temporary Assistance for
Needy Families (TANF)."
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Updates appendix I, "Federal Programs Excluded From the A-102 Common Rule," to remove U.S.
Department of Agriculture entitlement programs, which are now subject to that common rule as discussed
in "OMB Cost and Grants Administration Circulars" later in this section of this Audit Risk Alert.

.29 Section .525(c)(2) of Circular A-133 permits federal agencies, with the concurrence of the OMB, to
identify federal programs that are higher risk. The OMB provides this identification in appendix IV of the
Supplement. The only programs for which such a higher risk designation has been made continues to be the
Medicaid Cluster of the U.S. Department of Health and Human Services (HHS).
Help Desk—You may purchase the 2001 Supplement from the Government Printing Office
or download a free electronic copy from the OMB Web site at www.whitehouse.gov/OMB/
grants. (See the section entitled "References for Additional Guidance" at the end of this
Audit Risk Alert.)
Data Collection Form Revision and Electronic Submissions

.30 The Federal Audit Clearinghouse (FAC) collects information about Circular A-133 audits on a data
collection form for entry into a database that it maintains on its Web site. The OMB recently issued a revised
form and accompanying instructions to report the results of Circular A-133 audits for audit periods ending on
or after January 1,2001. The OMB revised the form's part I, General Information, which the auditee completes,
and part III, Federal Programs, which the auditor completes, to address many of the persistent problems that
have caused rejections of submitted forms and to provide better information to the FAC and other federal
agencies. Audits covering fiscal period end dates before January 1,2001, should continue to use the previous
version of the data collection form dated August 1997.

Help Desk—You can complete and submit the new and previous data collection forms
electronically at the FAC Web site at harvester.census.gov/sac, as discussed later in this section.
The data collection forms and related instructions also are available in portable document format
(PDF) at the FAC Web site. You can obtain printed copies from the FAC by calling (888) 222-9907.
When ordering printed copies by phone, note that the form number is SF-SAC and that you will
need to indicate whether you need the new or previous form. You and the governments you
audit are not permitted to create your own version of the forms.
.31

Following are the revisions made in the data collection form.

•

Multiple Employer Identification Numbers (EINs) (part I, item 5(c), of the new form). The OMB added this
item to require the auditee to complete an additional page (page 4) to provide the multiple EINs, if
any, covered in the report. Previously, auditees indicated on the form whether they had multiple
EINs, but they did not have to provide a listing of the additional EINs.

•

Cognizant and Oversight Agencies for Audit (part I, items 8 and 9, of the new form). The OMB simplified
the questions relating to identifying a cognizant or oversight agency for audit. The form now requires
only auditees with more than $25 million in federal awards to identify their cognizant agencies. The
OMB no longer asks auditees to identify the oversight agency for audit; the FAC will determine the
oversight agency for audit from other information provided on the form.

•

Other Entities (part III, item 2, of the new form). The OMB added a question to ask if the auditor's report
includes a statement that the auditee's financial statements include departments, agencies, or other
entities that had a separate Circular A-133 audit that is not included in the auditee's Circular A-133
audit, as required by AICPA Statement of Position (SOP) 98-3, Audits of States, Local Governments, and
Not-for-Profit Organizations Receiving Federal Awards, paragraph 10.54. In addition, in the form's
instructions, the OMB clarified that an auditee should not submit a reporting package or data
collection form if it is included in another entity's Circular A-133 audit report. For example, a
university that is included in a state's single audit report and data collection form should not submit
a separate reporting package or data collection form.
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•

Reportable Conditions and Material Weaknesses (part III, items 5 and 6, of the new form) and Questioned Costs
(part III, item 7, of the new form). The OMB added three questions to ask if there were any reportable
conditions, material weaknesses, or known questioned costs reported in the Circular A-133 audit. By
asking these questions once for all programs, the OMB was able to delete the items on the previous
form that required that information for each federal program.

•

Audit Findings (part III, item 8, of the new form). The OMB added a question to ask whether a summary
schedule of prior audit findings was prepared. This replaced the question on the previous form that
asked whether any audit findings were required to be reported under section 510(a) of Circular A-133.

• Number of Reports to Submit (part III, item 9, of the new form). With the previous form, there was
confusion in completing the item that asked which federal agencies were required to receive the
reporting package. The OMB clarified this issue in the new form by asking the auditor to indicate
which federal agencies have current-year audit findings related to direct funding or prior audit
findings (shown in the summary schedule of prior audit findings) related to direct funding. In
addition, item 9 asks the auditor to indicate the total number of reporting packages to be submitted.
The OMB now requires that auditees provide a copy of their reporting package to the cognizant
agency for audit if it is not otherwise receiving one because of current- or prior-year audit findings
related to direct funding.
• Federal Awards Expended (part III, item 10, of the new form). The OMB made several changes to the
form's listing of federal awards expended (previously part III, item 6). The CFDA column now
requires the auditor to break out the federal agency two-digit prefix and the three-digit CFDA
program extension number into two fields. The prefixes are included in appendix I of the form's
instructions and, in most cases, are the first two digits in the CFDA number. The OMB added fields
to the form for the auditor to indicate whether the awards are part of the research and development
cluster and whether the awards are received directly from federal entities or indirectly from passthrough entities. Further, as discussed earlier, the OMB deleted the columns for the amount of
questioned costs and internal control findings.

The OMB made corresponding changes in the instructions for the data collection form. The instructions now
include various examples to help auditees and auditors properly answer some of the new and complicated
questions. The new instructions also encourage the online submission of the form.
.32 As we reported in last year's Audit Risk Alert, the FAC now permits online submissions of the data
collection form on its Web site in a system called the Internet Data Entry System (IDES). The FAC wants
auditors and auditees to increase their use of the IDES. The FAC has received only about 10 percent of fiscal
year 2000 data collection forms through the IDES.
.33 The IDES allows you and your auditees to complete your portions of the data collection form online,
directly into the system, and to benefit from online edits on the data entered in most items before submitting
the form. In fact, the IDES does not permit the form to be submitted online if there are unresolved edit failures.
Although the form is submitted electronically through this process, it still needs to be printed, signed, and
dated by the auditee and auditor, and mailed to the FAC with the appropriate number of audit reporting
packages. Because the IDES benefits both the preparers of the data collection form and the federal govern
ment, OMB strongly encourages its use.
.34 Early in 2001, the FAC made changes to the IDES so that it will accept data from the data collection
forms of all nonfederal entities. Previously, the online form could accept a maximum of forty programs or
contracts in the form's listing of federal awards expended. The number of program lines that can be entered
is now unlimited if you upload the data to the system from a spreadsheet file. The IDES accepts online
submissions using both the new and the previous forms, depending on the audit period for which the results
of the Circular A-133 are being reported. You also can upload a large number of EINs, which are required
on the new form, to the system from a spreadsheet file.
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.35 Reports filed using the IDES have experienced a rejection rate of less than 6 percent, as compared to
a rejection rate of over 20 percent in non-IDES submission. The largest cause of errors in IDES submission is
failure to include all the parts of the reporting package with the data collection form. Other rejections of IDES
submission result from not signing or dating the form; listing multiple CFDA programs on one line; entering
a program name as "none;" and printing the form in draft mode or using "print screen," which cuts off part
of the fields, instead of following the submit and print instructions.
Federal Grant Streamlining Program

What is the Federal Grant Streamlining Program?
.36 The Federal Grant Streamlining Program (FGSP) is the force underlying many current and potential
future changes in single audit processes. The program is the result of the Federal Financial Assistance
Management Improvement Act of 1999 (Public Law 106-107), which requires each federal agency to develop
and implement a plan to streamline and simplify the application, administrative, and reporting procedures
for federal financial assistance programs. The Act also requires the agencies to consult with representatives
of nonfederal entities while developing and implementing their plans. The lead organization in the FGSP is
the U.S. Chief Financial Officers (CFO) Council's Grants Management Committee (the Committee).

.37 Each federal agency is required to develop an initial action plan to implement the Act by May 20,
2001. Early this year, twenty-three federal agencies—through the efforts of the Committee jointly published
a request for comment on a draft action plan in the January 17, 2001, Federal Register (66 FR 4584). The
proposed action plan describes the Committee's structure, goals, and accomplishments expected through
May 2001 and how the Committee will be used to provide an ongoing, coordinated interagency effort to
implement the Act.

Help Desk—You can access ongoing information about the FGSP progress on the U.S. Chief
Financial Officers Council's Web site at financenet.gov/financenet/fed/cfo/grants/grants.htm.
Circular A-133 Audit Reviews

What are the results of recent reviews relating to the quality of Circular A-133 audits?
.38 It has been several years since the major overhaul to single audit rules. To obtain more information
about the Circular A-133 audits of the grants they administer, many federal Offices of Inspectors General
(OIGs) and state-level agencies with oversight responsibilities for Circular A-133 audits are increasing their
scrutiny of completed audits through desk reviews, quality control reviews, and other types of examinations.
Help Desk—Among the tools that OIGs use to perform desk reviews and quality control
reviews are two checklists from the President's Council on Integrity and Efficiency (PCIE)—
the Uniform Guide for Initial Review of A-133 Audit Reports and the Uniform Quality Control
Review Guide for A-133 Audits. Copies of those guides are available on the Internet at www.
ignet.gov/pande/audit/psingle.html. Before completing your Circular A-133 audits, con
sider reviewing the guides to gain an understanding of what the OIGs will be looking for
in their reviews. Taking this step will help ensure that your engagements meet the criteria
identified.

.39 In last year's Audit Risk Alert, we discussed various areas of Circular A-133 audits that appeared to
need improvement. This year, we have two formal reports, as well as continued informal feedback, to discuss.
Notable among the problem areas identified in the feedback over the past two years are sample sizes that
appear too small, a lack of required documentation, and a failure to perform (or perhaps to document)
required internal control and compliance work, although various other problem areas are evident. You
should consider reviewing your own Circular A-133 audits to see whether they might include these kinds
of issues. (See also "Circular A-133 Audit Internal Control Refresher" later in this section and "Common
Engagement Deficiencies" in a later section in this Audit Risk Alert.)
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.40 HHS OIG Review of FAC Database. The FAC database of data collection forms allows federal
agencies to easily identify possible errors in Circular A-133 audits for audit quality follow-up and possible
referral for substandard work. The HHS OIG recently informed the AICPA and other audit organizations of
the results of a review it performed on that database. The OIG reviewed the 1997,1998, and 1999 submissions
of certain targeted local governments, as well as a random sample of all nonfederal agencies receiving direct
funding from HHS, to identify potentially substandard audits. The following list highlights some of the
problem areas the OIG identified.
•

Circular A-133 requires a type A program to be audited as a major program unless it qualifies as a
low-risk program. Section .520(c) of the Circular states that for a type A program to be considered
low risk, it must, among other criteria, have been audited as a major program in at least one of the
two most recent audit periods. A significant number of type A programs that did not qualify as
low-risk programs in 1999 because they had not been audited as major in 1997 or 1998 were not
audited as major programs in 1999. Every type A program that was not audited in one of the prior
two years is required to be audited as a major program in the current year. If a type A program is
new to an entity in the current year (for example, because the entity did not previously participate
in the program or because it is a new federal program), it must be audited as a major program in the
current year because it was not audited in one of the prior two years. If a program that previously
was a low-risk type B program is a type A program in the current year (for example, because the
funding level increased), and the program was not audited as a major program in one of the two prior
years, it must be audited as a major program in the current year.

•

There were a significant number of errors in identifying programs as part of a program cluster.
Certain federal programs with different CFDA numbers are defined as a cluster of programs in
part V of the Supplement because they are closely related programs and share common compli
ance requirements. Circular A-133 requires a cluster of programs to be considered one program
(separately identified from the individual programs in the cluster) for purposes of determining
major programs.

•

Finally, there were significant errors in the audits' compliance with Circular A-133's percentage-ofcoverage requirement. Circular A-133, section .520(f), requires an auditor to audit as major programs
enough federal programs so that federal awards expended, in the aggregate, encompass at least 50
percent of total federal awards expended. If the auditee meets the criteria in Circular A-133, section
.530, for a low-risk auditee, the auditor need only audit as major programs federal programs with
federal awards expended that, in the aggregate, encompass at least 25 percent of total federal awards
expended.

The HHS OIG plans to further investigate its findings by reviewing individual reporting packages, to discuss
apparent deficiencies with the auditors and, when appropriate, to refer the audits for consideration to state
boards of accountancy and the AICPA. It also plans to expand its review activities to examine the submissions
of other nonfederal agencies receiving HHS funding.

. 41 Commerce OIG Review of FAC Database. In July 2000, the OIG of the U.S. Department of Commerce
issued an agreed-upon procedures report on its evaluation of the FAC database, the results of which indicate
that the information in the database is generally reliable. However, the Commerce OIG found significant
errors in the following.
•

Auditees incorrectly indicated on the data collection form (1) a cognizant agency when they had $25
million or less in federal awards expended or (2) an oversight agency for audit if they had more than
$25 million in federal awards expended.

•

Auditors identified on the data collection form federal agencies to receive the reporting package when
there were no current-year findings related to funding provided directly by the federal agency or
prior-year findings in the summary schedule of prior audit findings related to funding provided
directly by the federal agency.
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Auditors indicated data elements in the summary of the auditor's results in the schedule of findings
and questioned costs that were inconsistent with information in the auditor's reports or data
collection form. Incorrect data elements in the summary of the auditor's results included the types
of audit reports on the financial statements and on major program compliance (that is, unqualified,
qualified, adverse, or disclaimer of opinion); the presence of reportable conditions, material weak
nesses, or material noncompliance; the dollar threshold to distinguish between type A and type B
programs; and whether the auditee qualified as a low-risk auditee.

The errors described in the first two bullets should be alleviated or eliminated by changes in the data
collection form as discussed earlier in this section of this Audit Risk Alert entitled "Data Collection Form
Revision and Electronic Submissions." Concerning the errors described in the last bullet, auditors should
carefully review the summary of the auditor's results before submission to make sure that its data is
consistent with information in the auditor's reports and data collection form.

Help Desk—You can obtain a copy of the OIG's agreed-upon procedures report, entitled
Agreed-Upon Procedures and Results Assessment of Federal Audit Clearinghouse Database Fiscal Year
1998 Audit Reports, on the Internet at www.oig.doc.gov/reports/2000-9/2000-9-122556-01.pdf.
. 42 Informal Feedback. In last year's Audit Risk Alert, we reported that several OIGs believed the areas
in the following list, among others, needed improvement. (See last year's Audit Risk Alert for details about
these areas and discussion of additional areas.) Informal feedback from OIGs as well as from state-level
oversight agencies indicates that many of these continue to be problem areas.
•

Working papers do not include adequate documentation of the auditor's reasons for concluding that a
type B program is low risk, the basis for audit procedures performed on internal control over compliance
and how those procedures relate to a low assessed level of control risk, which audit tests are tests of
internal control versus tests of compliance, and the required follow up on prior-year findings.

•

Federal programs are identified as type A or B based on budgeted or appropriated expenditure
amounts instead of actual expenditures as required by Circular A-133.

•

Testing is performed on internal control over financial reporting, but not on internal control over
compliance for federal programs.

•

The tests performed by the auditor do not appear to be related to the applicable audit objectives
identified in the Supplement. (This year, we were told that some auditors are still testing compliance
requirements that existed before Circular A-133 was revised, rather than the fourteen types of
compliance requirements provided in the Supplement. We also were told about the inadequate
testing of allocability of employee costs among programs. When employees split their time between
or among programs, the auditor should consider testing that those costs were allocated to major
programs based on benefits received, in accordance with the OMB cost principles circulars.)

•

The working papers do not include documentation of the sampling plan and methodology, the basis
for sample size, rationale for item selection, analysis of exceptions, or conclusions. (This year, we
continued to hear reviewers comment on inadequate sample sizes for compliance tests, especially
where there has been no testing of internal control over compliance.)

•

Auditors are including reportable audit findings in their management letter instead of in the schedule
of findings and questioned costs.

Circular A-133 Audit Internal Control Refresher

What are the requirements of Circular A-133 relating to internal control?
.43 As discussed in the previous section as well as elsewhere in this Audit Risk Alert, various
organizations that monitor the quality of Circular A-133 audits are identifying problem areas that include the
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Circular's internal control requirements. To complement that discussion, we present this "refresher" on
certain of the internal control requirements of Circular A-133. Auditors also should refer to Circular A-133,
the Supplement, the General Accounting Office's (GAO's) 1994 Government Auditing Standards, as amended
(also known as the Yellow Book), and chapter 8 of SOP 98-3 for the underlying requirements. (You also may
want to consider referring to those sources to refresh yourself on the Circular A-133 requirements concerning
applying materiality, selecting major programs, compliance testing, and reporting.)

.44 Circular A-133 Internal Control Requirements. In addition to the consideration of internal control
over financial reporting required by generally accepted auditing standards (GAAS) and the Yellow Book,
Circular A-133 requires auditors to perform procedures to obtain an understanding of internal control
pertaining to the compliance requirements for federal programs. That understanding has to be sufficient to
plan the audit to support a low assessed level of control risk for major programs. Procedures to obtain an
understanding have to be applied only to the applicable compliance requirements, from among the fourteen
types of compliance requirements provided in the Supplement, that could have a direct and material effect
on the major programs. Further, Circular A-133 requires auditors to plan and perform tests of internal control
over compliance to evaluate the effectiveness of controls unless the internal control is likely to be ineffective
in preventing or detecting noncompliance with those requirements.
.45 If the auditor determines that internal control is likely to be ineffective in preventing or detecting
noncompliance, Circular A-133 requires the auditor to (1) assess control risk at maximum, (2) consider the
effect of the ineffective control on the extent of substantive compliance testing, and (3) report a reportable
condition or material weakness as an audit finding.1
.46 In performing tests of internal control over compliance, the evidential matter that would be
sufficient to support a low assessed level of control risk is a matter of professional judgment. In
evaluating the results of tests of controls, the auditor may find that the controls do not support a low
assessed level of control risk. In this situation, the auditor is not required to expand testing of internal
control over compliance; he or she may choose to assess control risk at other than low, design the extent
of compliance testing accordingly, and consider the need to report an audit finding. On the other hand,
the auditor may decide to expand the testing of internal control over compliance if he or she believes
that expanded internal control testing would support a reduced assessed level of control risk and be
more efficient than additional tests of compliance.

.47 Level of Internal Control Consideration. In applying the provisions of Circular A-133, ineffective
internal control relates to individual compliance requirements for each major program. For example, controls
over eligibility requirements may be ineffective because access to participant eligibility records is not limited
to appropriate persons and there is no review or reperformance of eligibility determinations. The entity may,
nonetheless, have sufficient controls over allowable costs. In this case, the auditor would be required to plan
and perform tests of controls over allowable costs and to report a reportable condition for the lack of control
related to eligibility (including whether such condition is a material weakness) as part of the audit findings
and in the auditor's report on internal control over compliance. The auditor in this example also would be
required to assess the extent of procedures designed to test compliance with eligibility requirements. In most
cases, the extent of that testing would need to be expanded.
.48 Because reportable conditions and material weaknesses for the purpose of reporting audit findings
in accordance with Circular A-133 are in relation to a type of compliance requirement for a major program
1 For the purpose of reporting internal control audit findings in accordance with the Office of Management and Budget (OMB)
Circular A-133, Audits of States, Local Governments, and Non-Profit Organizations, reportable conditions and material weaknesses are
evaluated at a level lower than the major program level—they are evaluated in relation to a type of compliance requirement for a major
program or an audit objective identified in the OMB Circular A-133 Compliance Supplement. Also, reportable conditions may individu
ally or cumulatively be material weaknesses, whether for purposes of reporting internal control over compliance or internal control
over financial reporting.
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or an audit objective identified in the Supplement, the auditor may not be required to report an audit
finding if a control that is likely to be ineffective is not material at either of those levels. For example, for
the program income type of compliance requirement, auditees must comply with requirements that
specify the use of income that is directly generated by a program during the grant period. The audit
objective identified in the Supplement is to determine whether program income is correctly recorded
and used in accordance with the program requirements, the Circular A-102 Common Rule, and Circular
A-110, as applicable. Suppose that an auditor assesses the control risk for an auditee's internal control
over program income at the auditee's headquarters location as low, but finds that the internal control
over program income at a satellite location is likely to be ineffective. However, the extent of program
activities conducted at the satellite location, including those that generate program income, are not
material to the type of compliance requirement. In this situation, the auditor could conclude that the lack
of control over program income requirements at the satellite location does not constitute a reportable
condition for the purpose of reporting an audit finding.
.49 Auditor Responsibility for Nonmajor Programs. The auditor has no responsibility under Circular
A-133 to obtain an understanding of internal control or to plan or perform any tests of controls over federal
programs that are not determined to be major, except as may be necessary to follow up on prior audit findings
as required under Circular A-133, section .500(e).

.50 Documentation. The auditor should thoroughly document his or her work in assessing control risk
and in testing internal control. The auditor should note that Government Auditing Standards, paragraph 4.37,
requires the working papers to contain documentation of the work performed to support significant
conclusions and judgments, including descriptions of transactions and records examined that would enable
an experienced auditor to examine the same transactions and records.

Help Desk—You may have been performing Circular A-133 audits for several years and
may not be aware that you have developed audit processes and procedures that are not fully
in accordance with the Circular and SOP 98-3. Taking (or retaking) a training session on
Circular A-133 audit requirements may be an efficient and effective way for you to identify
areas in which you need to improve your audits. The AICPA offers group-study and
self-study continuing professional education courses on Circular A-133 audits. See the
section entitled "References for Additional Guidance" at the end of this Audit Risk Alert for
more information on those courses. You also may want to consider consulting the AICPA's
Practice Aid, Auditing Recipients of Federal Awards: Practical Guidance for Applying OMB
Circular A-133, Audits of States, Local Governments, and Non-Profit Organizations, for
practical guidance (as discussed at "AICPA Single Audit Guidance" later in this section of
this Audit Risk Alert).
Orange Book

What is the status of the federal government's update of the Orange Book?
.51 The PCIE hopes to issue a revision of Federal Cognizant Agency Audit Organization Guidelines, also
known as the "Orange Book," later in 2001. The Orange Book, originally issued in 1985, sets forth the
responsibilities of the cognizant agencies for audit, addressing such areas as technical advice and liaison,
desk reviews of audit reports, reviews of audit organizations and their work, dealing with deficiencies noted
during reviews, and processing audit reports. The revision will consider, among other things, the effects of
the Single Audit Act Amendments of 1996 and Circular A-133. The revision also is expected to provide
guidance to oversight agencies for audit as well as to the cognizant agencies.

Help Desk—When issued, the Orange Book should be available on IGnet, the Inspectors
General Web site, at www.ignet.gov. You should consider reviewing the Orange Book to
gain an understanding of IGs' processes and how they could affect your engagements.
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AICPA Single Audit Guidance

Has the AICPA released any new or updated single audit guidance?
.52 The AICPA recently issued a new edition of its nonauthoritative Circular A-133 Practice Aid, Auditing
Recipients of Federal Awards: Practical Guidance for Applying OMB Circular A-133, Audits of States, Local
Governments, and Non-Profit Organizations. The Practice Aid includes comprehensive analyses of, as well
as the latest guidance on, applying Circular A-133. It also includes reference materials, audit checklists,
illustrative examples, and a case study that will help auditors perform audits that comply with regulations.

Help Desk—To order the new edition of the Practice Aid (Product No. 006607kk), contact the
AICPA Order Department at (888) 777-7077 or go to the AICPA Web site at www.aicpa.org.
.53 We also have updated the AICPA's unofficial frequently asked questions regarding Circular A-133
for an inquiry received frequently in the past year relating to audit follow-up. Is the auditor responsible for
following-up on prior-year Circular A-133 findings if in the current year the auditee expends less than
$300,000 in federal awards and is not subject to a Circular A-133 audit? The answer to this question is no, the
auditor has no audit follow-up responsibility under Circular A-133 if the auditee is not subject to a Circular
A-133 audit in the current year. However, if the current-year audit is being performed under Government
Auditing Standards, the auditor would still be required to perform follow-up as required by paragraphs 4.7
through 4.11 of Government Auditing Standards. Those paragraphs include a requirement that the auditor
follow up on known material findings and recommendations from previous audits that could affect the
financial statement audit and report the status of uncorrected material findings and recommendations from
prior audits that affect the financial statement audit.
Help desk—The document of unofficial frequently asked questions and answers regarding
Circular A-133 is on the AICPA Web site at www.aicpa.org/belt/a133main.htm. In addition to
that Q&A document, that site has the illustrative auditor's reports, schedule of expenditures of
federal awards, and schedule of findings and questioned costs from the appendixes of SOP 98-3.

OMB Cost and Grants Administration Circulars
Are there any recent or upcoming changes concerning
the OMB's cost and grants administration circulars?
Circular A-21
.54 If you audit a public college or university, you should be aware that the OMB amended Circular
A-21, Cost Principles for Educational Institutions (published in the August 8,2000, Federal Register [65 FR 48565]),
to require that many colleges and universities submit their facilities and administrative (F&A) rate proposals
in a standard format on or after July 1,2001. The standard format does not apply to institutions that use the
simplified method for calculating F&A rates as described in section H of Circular A-21. Also, a cognizant
agency for indirect cost rate negotiation is able to grant individual institutions exceptions from the standard
format requirement.
.55 The standard format for F&A rate proposals, which is appendix C of Circular A-21, includes two
parts: (1) a schedule of summary data on the institution's F&A cost pools and their allocations as well as the
proposed F&A rates; and (2) a listing of supporting documents to be submitted with the proposal. The OMB
believes that the standard format will help institutions more efficiently complete the indirect cost rate
proposals, allow federal cognizant agencies to review those proposals on a more consistent basis, and help
the federal government collect important data regarding F&A costs and rates at educational institutions.
Help desk—A recompilation of the entire Circular A-21 with all its amendments, including
this amendment, is available on the OMB Web site at www.whitehouse.gov/omb/grants.
Also available on that site is the OMB's Circular A-21 two-part memorandum.
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.56 In January 2001, the OMB issued a two-part memorandum entitled “Clarification of OMB A-21
Treatment of Voluntary Uncommitted Cost Sharing and Tuition Reimbursement Costs" to address certain
complex issues relating to Circular A-21. The first part of the memorandum concerns voluntary uncommitted
cost-sharing effort, which it defines as university faculty (including senior researchers) effort that is over and
above what is committed and budgeted for in a sponsored agreement. The second part of the memorandum
concerns how to handle tuition remission costs for graduate students who are engaged in federally supported
research projects.
Circulars A-102 and A-110 Uniform Administrative Requirements

.57 The U.S. Department of Agriculture (USDA) issued regulations in the August 14,2000, Federal Register
(65 FR49474) to apply to its entitlement programs the uniform administrative requirements of Circular A-102,
Grants and Cooperative Agreements with State and Local Governments (also known as the common rule), and
Circular A-110, Uniform Administrative Requirements for Grants and Agreements With Institutions of Higher
Education, Hospitals, and Other Non-Profit Organizations. The USDA will incorporate the provisions of the rule
into awards made after the start of the federal entitlement program year after the rule's August 14, 2000,
effective date.

.58 The change affects all grantees that administer USDA entitlement programs, such as child nutrition
and the food stamps program. (The regulations lists the specific programs affected.) However, there are some
exceptions to applying the uniform administrative requirements for procurement and financial reporting to
those entitlement programs. (As noted earlier in this section of the Alert entitled "2001 Compliance Supplement
Issued," the 2001 Supplement has been revised for the effects of this rule.)
.59 The HHS also has proposed regulations (in the November 15,2000, Federal Register [65 FR 68969]) to
apply to its entitlement programs the Circular A-102 common rule. It proposes that the rule be applied
prospectively to grants awarded after the effective date of the rule. The proposed rule lists specific programs
that will be affected by the change. The HHS has not proposed to adopt the exceptions adopted by the USDA
regarding procurement and financial reporting requirements.

Cash Management Improvement Act Regulations
Are there any impending changes to the Cash Management Improvement Act regulations?
.60 If you audit a state government, you should be alert to potential upcoming changes in its
Treasury-State Agreement under the Cash Management Improvement Act of 1990 (CMIA). Last fall, the
Treasury Department's Financial Management Service (FMS) issued a notice of proposed rulemaking to
revise the regulations implementing the CMIA in the October 12, 2000, Federal Register (65 FR 60796).
The CMIA regulations govern the transfer of funds between the federal government and the states for
certain federal assistance programs and require an interest charge when one of the parties fails to make
the transfer in a timely manner. (States and their subrecipients also are required by OMB grant
administration circulars to minimize the time between transfers.) Compliance with Treasury-State
Agreements under the CMIA is one of the audit objectives the Supplement lists for the cash management
compliance requirement type.

.61 Among its provisions, the proposed rulemaking would raise the default dollar thresholds that
determine which programs are subject to the interest provisions of CMIA, thereby decreasing the number
of programs covered. (A state could choose to retain a lower threshold to cover more programs.) The
proposed rulemaking also would make Treasury-State Agreement effective until terminated (rather than for
one to five years), establish a uniform format for the agreements, and eliminate restrictions on allowable
funding techniques. Further, it would subject cost disallowances to the CMIA's interest provisions. The
proposed rulemaking did not propose an effective date. The FMS will establish an effective date that
considers the issuance date of the final rulemaking in relation to the states' fiscal year ends.
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HUD Electronic Submission Requirements for Public Housing Authorities
What are the electronic submission requirements for public housing
authorities, and what are the auditor's related responsibilities?
.62 The U.S. Department of Housing and Urban Development (HUD) has Uniform Financial Reporting
Standards (UFRS) for HUD housing programs that establish uniform annual financial reporting standards
for HUD's public housing, section 8 housing, and multifamily insured housing programs. Those standards
require public housing authorities (PHAs) and project owners of HUD-assisted housing to submit financial
information electronically to HUD's Financial Assessment Subsystem (FASS) via a template known as the
Financial Data Schedule (FDS). The Real Estate Assessment Center (REAC), which is the HUD national
management center created to receive and evaluate electronic submissions, also requires certain auditor
involvement with the electronically submitted information.
.63 To identify auditors and enhance the security of its system, REAC recently instituted a system of
"unique independent public accountant identifiers" (UIIs). For each PHA electronic submission after
February 2, 2001, that has auditor involvement, FASS requires a UII, which is a randomly generated,
permanently assigned, five-digit number. Before an auditor may obtain a UII, the auditor must register
within HUD secure systems, which requires the involvement of an auditee. Therefore, you should coordinate
with one of your PHA auditees to obtain your UII before you will need it.
.64 To ensure accuracy and consistency of the data in FASS, the REAC requires—

•

Audited annual basic financial statements prepared in conformity with generally accepted account
ing principles (GAAP) for governmental entities, as prescribed by the GASB.

•

Attestation by auditors on FDS data as to their "fair presentation in relation to audited basic financial
statements" in accordance with the audit provisions of SAS No. 29, Reporting on Information Accom
panying the Basic Financial Statements in Auditor-Submitted Documents (AICPA, Professional Standards,
vol. 1, AU sec. 551).

•

A separate attestation agreed-upon procedures engagement under Statement on Standards for
Attestation Engagements (SSAE) No. 4, Agreed-Upon Procedures Engagements (AICPA, Professional
Standards, vol. 1, AT sec. 600), in which the auditor compares the PHA's electronically submitted data
in the REAC staging database to the hard copy of the audit report and FDS. (The recently issued SSAE
No. 10, Attestation Standards: Revision and Recodification, Chapter 2, "Agreed-Upon Procedures En
gagements" (AICPA, Professional Standards, vol. 1, AT sec. 201), supersedes SSAE No. 4. See the
discussion of SSAE No. 10 later in this Audit Risk Alert in the section entitled "Recent Attestation
Standards." HUD is expected to revise its guidance to refer to the new SSAE when it becomes effective
for periods beginning on or after June 1,2001.)

.65 A PHA must submit its preliminary FDS electronically within two months after its fiscal year end
based on unaudited information. No auditor involvement is necessary for that unaudited submission. A
final FDS based on audited financial statements must be electronically submitted within nine months after
a PHA's fiscal year end. It is this final submission on which the auditor performs a separate attestation
agreed-upon procedures engagement. To report, the auditor completes the appropriate agreed-upon
procedures report template in the FASS and submits it electronically to HUD. REAC has issued a document
entitled Guidelines on Reporting and Attestation Requirements of Uniform Financial Reporting Standards—March
2001 (the Guidelines), which provides guidance on the detailed requirements for electronic submission and
the auditor's involvement in the process.
.66 Effective for electronic submissions and resubmissions after January 1,2001, PHAs also are required
to electronically submit (1) the auditor's reports (including the Circular A-133 and Yellow Book reports) and
(2) the associated top-level (basic) financial statements (which are a financial position statement, a statement
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of operating results, and, if applicable, a statement of cash flows) as well as the notes to the financial
statements. REAC has revised the Guidelines for this change.

.67 PHAs that are not subject to Circular A-133 because they expend less than $300,000 of federal awards
are not subject to audit requirements under the UFRS. However, they still are required to electronically
submit unaudited data.
Help Desk—The AICPA provided input into the Guidelines as HUD developed them,
particularly on the agreed-upon procedures report templates. A copy of the Guidelines can
be obtained from the REAC Web site at www.hud.gov/reac/pdf/ufrs22801.pdf. Additional
information regarding the activities of REAC and how they affect HUD programs and audits
of HUD programs is available on the REAC Web site at www.hud.gov/reac. Further
assistance on the electronic submission requirements is available by contacting the REAC
Customer Service Center at (888) 245-4860.

Government Auditing Standards
Are there any recent or upcoming revisions to Government Auditing Standards?
.68 The GAO's 1994 Government Auditing Standards, as amended (also known as the Yellow Book), is the
set of standards to follow when required by law, regulation, agreement, contract, or policy for the audits of
various entities, including state and local governments. The Yellow Book standards are an integral part of
the requirements for a Circular A-133 audit. The only amendments to the 1994 Yellow Book, which were
issued in 1999, are Amendment No. 1: Documentation Requirements When Assessing Control Riskat Maximum for
Controls Significantly Dependent Upon Computerized Information Systems, and Amendment No. 2: Auditor Com
munications. However, future changes are pending.
Help Desk—The GAO has codified the Yellow Book to include its two amendments. A
printed copy of that updated Yellow Book codification is not available yet, but you can
download a free electronic version from the GAO Web site at www.gao.gov/govaud/
ybk01.htm. You also can order printed copies of the two amendments or download free
electronic versions. (See the section entitled "References for Additional Guidance" at the
end of this Audit Risk Alert.)

Upcoming Proposals
.69 The GAO is expected to issue an exposure draft (ED) soon to amend the Yellow Book standards
concerning the independence of individuals and organizations that conduct financial and performance
audits. The GAO issued a Preliminary Views (PV) document on the project in April 2000 to invite comments
on possible revisions to the second general standard on independence and to add new related standards to
reporting on financial and performance audits. The Advisory Council on Government Auditing Standards,
the group that advises the GAO on changes to the Yellow Book, has considered the comments received on
the PV and recommended that the GAO issue an ED on independence that would propose changes to the
Yellow Book that differ significantly from those considered in the PV.
.70 The primary independence issues that the PV considered were (1) how to define when auditors and
evaluators and their organizations are independent and (2) whether and how an audit (or evaluator)
organization that is not independent should issue an audit opinion on financial statements (or a report on a
performance audit or evaluation) when required (or authorized) by law to do so. The ED is expected to cover
the first of those two issues as well as to propose standards relating to the effect of scope of services on auditor
independence. Scope of services addresses the types of additional services that an auditor or audit organi
zation might provide (such as financial statement compilation, indirect cost plan preparation, or IT consult
ing) that would impair its independence for audit purposes. The PV's focus on defining independence largely
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related to governmental auditors. However, the scope of services proposals expected to be added to the ED
will be much broader and are likely to affect all auditors and their auditees.
.71 The GAO also is expected to issue an "omnibus" ED in 2001 to propose changes to various other
areas of the Yellow Book. The issues addressed by that ED are expected to include additional standards for
certain attestation engagements, a general standard on integrity, and revised field work and reporting
standards for performance audits.

Help Desk—When issued, the Yellow Book EDs will be available on the GAO Web site at
www.gao.gov/govaud/ybkOl.htm. Check the GAO Web site or watch future issues of the
AICPA's Journal of Accountancy and CPA Letter for status updates.

Amendment No. 1 and No. 2 Implementation Issues
.72 We want to alert you to a few issues arising from the issuance and implementation of Yellow
Book Amendment No. 1 and No. 2. First, Amendment No. 1 established a new field work standard that
requires certain information to be documented when financial data significantly depends upon comput
erized information systems. Specifically, the amendment requires auditors to document in the working
papers both (1) the basis for assessing control risk at the maximum level for assertions related to material
account balances, transaction classes, and disclosure components of financial statements when such
assertions are significantly dependent upon computerized information systems; and (2) consideration
that the planned audit procedures are designed to achieve audit objectives and to reduce audit risk to
an acceptable level. Some auditors of smaller governments tend to audit "around the computer" and
should keep in mind that they need to include the documentation required by Amendment No.1 in their
working papers. Including the required documentation in the working papers will help ensure that you
do not inadvertently rely on computer-generated evidence in conducting substantive tests. (See also the
section later in this Audit Risk Alert entitled "Recent Auditing Standards" for a discussion of SAS No.
94, which amends and expands the discussion in SAS No. 55 of the auditor's consideration of an entity's
use of IT in controls relevant to the audit.)

.73 Second, Amendment No. 2 established a field work standard (by amending and expanding what
previously had been a reporting standard) that requires auditors to communicate information to certain
parties regarding the nature and extent of planned testing and reporting on compliance with laws and
regulations and internal control over financial reporting. Among the parties with whom the auditor should
communicate are the audit committee or board of directors or other equivalent oversight body, in the absence
of an audit committee. This communication must take place during the planning stages of the audit. Some
auditors have been putting the required communication in the engagement letter. However, you should be
aware that using that letter to make the required communication does not satisfy the amendment's field work
standard if the letter is not delivered to the audit committee or board.
.74 Finally, the 1994 Yellow Book required that when auditors report separately on compliance with
laws and regulations and internal control over financial reporting, the report on the financial statements
should state that they are issuing those additional reports. Amendment No. 2 added to that requirement,
stating that when auditors issue separate reports on compliance with laws and regulations and internal
control over financial reporting, the report on the financial statements should state that those reports are
an integral part of a generally accepted government auditing standards audit, and in considering the
results of the audit, those reports should be read along with the auditor's report on the financial
statements. GAO staff members have told us that they have received questions about the effect of those
requirements on an auditor's report on comparative financial statements. Specifically, should the
auditor's report on the financial statements refer to the separate compliance and internal control reports
for both the current and prior year? GAO staff members tell us that they have responded that such a
"dual" reference is not needed (that is, auditors need only refer to the current-year separate reports).
Those individuals are giving that answer because Government Auditing Standards, paragraph 4.10,
requires auditors to follow up on known material findings and recommendations from previous audits
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that could affect the financial statement audit and report the status of uncorrected material findings and
recommendations from prior audits that affect the financial statement audit. Therefore, referencing only the
current-year compliance and internal control reports will direct the report User to sufficient information
about the prior-year findings.

Passenger Facility Charge Audit Guide
Has the Federal Aviation Administration issued its revised
Passenger Facility Charge Program audit guide?
.75 Passenger facility charges (PFCs) are $1 to $4.50 fees that are authorized by Congress and charged
by commercial airports after receiving approval from the Federal Aviation Administration (FAA) under 14
Code of Federal Regulations (CFR), part 158, "Passenger Facility Charges." The airlines collect these fees
from airline passengers and submit them to the appropriate airports, which use them for approved airport
projects. If you audit a public airport, you should note that the FAA revised its audit guide, Passenger Facility
Charge Audit Guide for Public Agencies, as of September 2000. Among other things, the revised guide provides
you with a comprehensive set of procedures for auditing a public airport's PFCs in accordance with the
requirements of 14 CFR 158. The revision updates the previous guide for the Single Audit Act Amendments
of 1996, the 1997 revisions to Circular A-133, and Government Auditing Standards Amendment No. 1 and
No. 2. The revision also clarifies the scope of a PFC audit.

.76 When engaged to audit PFC accounts, you are required, among other things, to report on the fairness
and reasonableness of the airport's procedures for receiving, holding, and using PFC revenues. PFC
regulations allow the PFC audit to be performed as a separate audit or as part of an audit under the Single
Audit Act Amendments of 1996. The guide revision clarifies that, under the second option, PFCs are not
considered to be federal awards as defined by Circular A-133,2 and that the specific provisions of that Circular
and related documents, such as the Supplement and the data collection form, do not apply to the PFC
program. Further, due to inconsistencies between the PFC program and the requirements of Circular A-133,
PFC funds and related findings and questioned costs should be reported separately from the schedule of
expenditures of federal awards and findings and questioned costs reported for the Circular A-133 audit.
Auditors should report on the separate schedule of PFC expenditures in relation to the airport's financial
statements taken as a whole.
Help Desk—The Web site address for the FAA Office of Airports PFC Branch, which is
responsible for developing policy and procedures associated with the implementation of
the PFC program by airports, airlines, and the FAA, is www.faa.gov/arp/530home.htm.
The PFC guide is at that site.

Electronic Contracts and Signatures
Does federal and state legislation now permit electronic contracts and signatures?
.77 Many organizations, including governments, conduct a substantial and fast-growing amount of
business over the Internet. The federal government and various state governments are enacting legislation
to remove barriers to e-commerce by addressing the legality of electronic contracts and signatures. The
governments you audit may be changing certain of their processes and installing new IT systems because of
those legislative changes. Some of those processes and systems may affect the structure of a government's
transactions as well as internal control over financial reporting, requiring changes in your audit approach.
(See also the discussion of SAS No. 94, which amends and expands the discussion in SAS No. 55 of the
auditor's consideration of an entity's use of IT in controls relevant to the audit, later in this Audit Risk Alert
in the section entitled "Recent Auditing Standards.")
2 If passenger facility charges (PFCs) are audited as part of the Circular A-133 audit, the PFCs should not be considered federal
awards expended in determining major programs or computing the percentage-of-coverage rule.
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.78 Enacted in June 2000, the Electronic Signatures in Global and National Commerce Act (Public Law
106-229) enhances the legal certainty for much e-commerce in or affecting interstate or foreign commerce.
The Act extends the same legal weight granted contracts signed on paper to many transactions sealed with
an "electronic signature"—a secure code transmitted electronically. The Act permits state laws and regula
tions that constitute an enactment of the Uniform Electronic Transactions Act (UETA) to provide alternative
procedures or requirements for the use or acceptance of electronic records and signatures in many cases.
UETA is a uniform legal framework adopted by the National Conference of Commissioners on Uniform State
Laws in 1999. Like the federal Act, the primary objective of the UETA is to make electronic records and
signatures legally equivalent to paper writings and manually signed signatures. Over twenty states have
adopted the UETA and another dozen may consider it during their 2001 legislative sessions.
.79 Three sections of UETA deal with electronic records that state governments create and retain. Those
sections allow a state to designate one agency or officer (1) as the authority on creation and retention of
governmental records, (2) to regulate the communication of electronic records and use of electronic signa
tures between agencies and other persons, and (3) to set standards that promote consistency and interoper
ability between state agencies with respect to the use of electronic records and signatures.
Help Desk—The UETA, a summary of its provisions, and a listing of the states that have
adopted it and that are considering it are available on or through the Web site of the National
Conference of Commissioners on Uniform State Laws at www.nccusl.org.

Supreme Court Ruling on Compensatory Time
What was the result of last year's Supreme Court case on the
compensatory time policy of a governmental employer?
.80 In May 2000, the Supreme Court issued a ruling (Christensen et al. v. Harris County et al., No. 98-1167)
concerning the policy of a governmental employer regarding compensatory time. A sheriff department's
employees sued the employer county because its policy required them to schedule time off to reduce the
amount of employees' accrued compensatory time. The employees claimed that the Fair Labor Standards
Act of 1993 (FLSA) does not permit an employer to compel the use of compensatory time in the absence of
an agreement permitting the employer to do so. However, the Supreme Court found the reverse—stating
that nothing in the FLSA or its implementing regulations prohibits public employers from compelling
employees to use compensatory time in lieu of cash payments. Some of the governments you audit may
experience reduced compensatory time balances because of policy changes resulting from this ruling.

Private-Activity Bonds
Is there any new federal legislation relating to private-activity bonds?
.81 Private-activity bonds are tax-exempt debt issued by state and local governments, the proceeds of
which are to be used for a private activity business use or to make or finance loans to certain persons.
Private-activity bonds include obligations that are known as "exempt facility bonds," mortgage bonds,
veterans' mortgage bonds, small issue bonds, student loan bonds, redevelopment bonds, and section
501(c)(3) bonds. Private-activity bonds are a significant part of the municipal debt market. More than $440
billion in new and refunding private-activity bonds were issued from 1988 through 1995, representing more
than 25 percent of all municipal debt issued during that period.
.82 You may see the issuance of private-activity bonds rise in the future. Incorporated into the Consoli
dated Appropriations Act, 2001 (Public Law 106-554), the Community Renewal Tax Relief Act of 2000
increased the limit on tax-exempt private activity bonds from $50 per capita/$150 million per state to $62.50
per capita/$187.50 million per state in 2001, and to $75 per capita/$225 million per state in 2002. Subsequent
increases will be indexed for inflation. States allocate portions of their volume caps to individual municipal
issuers.
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Internal Revenue Service Activities
Have there been any Internal Revenue Service developments that
auditors of state and local governments should know about?
Tax Exempt and Government Entities Division

.83 In last year's Audit Risk Alert, we reported how, as part of its modernization plan, the Internal
Revenue Service (IRS) created the Tax Exempt and Government Entities (TE/GE) Division. The Division has
three segments to deal separately with exempt organizations, employee plans, and governmental entities.
The Division addresses key customer needs by providing the following services:
•

Education and communication efforts, which focus on helping customers understand their tax
responsibilities with outreach programs and activities tailored to their specific needs

•

Rulings and agreements efforts, which have a strong emphasis on up-front compliance programs
such as the determination, voluntary compliance, and private letter ruling programs

•

Examination initiatives, which identify and address noncompliance through customized activities
within each customer segment

•

Customer account services, which coordinates tax filings and responses to questions and requests for
information

. 84 The IRS continues to develop the structure of its TE/GE Division. The Division's Governmental
Entities segment has established offices of Federal, State, and Local Governments3 and Indian Tribal
Governments and has incorporated the Tax Exempt Bonds program.
. 85 The IRS continues to develop a customer-friendly Web site at www.irs.gov. That site provides contact
information for the leadership of the TE/GE Division and currently has separate pages to serve the customers
of the Exempt Organizations and Employee Plans segments of the TE/GE Division. The IRS is developing
a separate page for the Governmental Entities segment.
Federal Insurance Contribution Act Taxes

.86 For the past few years, we have alerted you to how certain employees of many governments are now
subject to full coverage under the Federal Insurance Corporation Act (FICA)—that is, Social Security and
Medicare coverage—and how governments may be liable for past employment taxes that should have been
paid. One FICA-related matter that is coming to the attention of the IRS and that may affect the governments
you audit concerns lump-sum settlements to employees. Governments may make such settlements, for
example, in connection with downsizing efforts. In many cases, those payments are considered wages subject
to FICA coverage. If an employer fails to withhold FICA taxes from the payments, the employer remains
liable for the taxes, although the employer has a legal right to recover the taxes paid from the employees.
Transportation Fringe Benefits

.87 In the January 11, 2001, Federal Register (66 FR 2241), the IRS issued final regulations under Internal
Revenue Code (IRC) section 132(f) to give guidance to employers that provide transportation fringe benefits
to employees. The regulations establish monthly limits on the value of qualified transportation fringe
benefits that is excludable from an employee's gross income. Qualified transportation fringe benefits consist of
3 One part of the Tax Exempt and Government Entities (TE/GE) Division's approach to meeting its mission is to solicit input from
governments and professional and membership associations concerned with governments on outreach techniques and topics. Should
you or the governments you audit have suggestions for the division in this regard, contact Allen Jones, the division's director of federal,
state, and local governments, at (202) 283-9818 or allen.jones@irs.gov.
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transportation in a commuter highway vehicle, any transit pass, and qualified parking provided by an
employer to an employee. The amount by which the value of qualified transportation fringe benefits exceeds
the applicable monthly limits should be included in the employee's wages for income and employment tax
purposes.

Tax Exempt Bonds

.88 The IRS's Tax Exempt Bonds program has become increasingly active during the past year. The
program has started compliance reviews of tax-exempt debt issuances and has found significant problems
in major areas, including private use and arbitrage (such as only 50 percent compliance with arbitrage rebate
requirements in recent reviews). In the last year, the IRS has been negotiating closing agreements with a
dozen or more issuers of tax-exempt debt over misuse of debt proceeds, which could require the issuers to
pay significant monetary settlements. You should be alert to issues of noncompliance with federal require
ments concerning tax-exempt debt because it could have a direct and material effect on an issuer's financial
statements amounts. Because of the complexity of federal requirements in this area, you should consider
giving increased audit scrutiny to this area as well as consulting a tax-exempt debt specialist.
.89 Congress passed the Energy Policy Act of 1992 to encourage the restructuring of the electric power
industry. Since that time, the Federal Energy Regulatory Commission (FERC) and many states have adopted
policies to open access to transmission facilities. (See the discussion related to electric deregulation earlier in
this Audit Risk Alert in the section entitled "Fuel and Electricity Price Issues.") As discussed in last year's
Audit Risk Alert, the IRS issued temporary regulations in the January 22,1998, Federal Register (63 FR 3256),
to provide guidance regarding the effect of certain restructuring transactions on the tax-exempt status of
bonds issued to finance publicly owned utilities. Those temporary regulations were effective for three years.
.90 The IRS published another set of temporary regulations relating to tax-exempt bonds issued to
finance publicly owned utilities in the January 18,2001, Federal Register (66 FR 4754), which again are effective
for up to three years. In the same Federal Register(66 FR 4661), the IRS issued a notice of proposed rulemaking
to adopt those temporary regulations as final. Although the 2001 regulations make several changes and
clarifications to the 1998 regulations, they retain the basic thrust of the 1998 regulations. Among other things,
the regulations provide that state and local governments may engage in the following activities without
jeopardizing the tax-exempt status of the bonds: (1) allowing an independent operator to operate, manage,
and run—but not own—transmission lines; (2) sell excess generating capacity by nonrenewable contracts to
private entities for up to three years; and (3) enter into certain short-term contracts to supply power to private
users. The 2001 regulations apply to new-issue bonds sold on or after January 19, 2001, although the
provisions apply to certain refunding bonds sold on or after that date and all or certain of the provisions may
be applied to bonds issued before that date.
Qualified Zone Academy Bonds

.91 In the September 26, 2000, Federal Register (65 FR 57732), the IRS issued final regulations relating to
Qualified Zone Academy Bonds (QZABs). QZABs are taxable bonds used to benefit public schools located
in enterprise communities or empowerment zones. The regulations apply to bonds sold on or after September
26,2000.

.92 The regulations clarify that, besides issuances by a state or local government, a nonprofit corporation
may sell QZABs on behalf of a state or local government, allowing the issuance of the bonds without them
being counted against the government's debt limit. Therefore, you may observe the governments you audit
receiving financing from bonds they did not issue. Any issuer selling QZABs must stipulate that the funding
will be matched at least 10 percent by a private entity, which the final regulations clarify is a corporation not
affiliated with or related to the federal, state, or local government. The regulations also clarify that the
private-entity contribution may be in the form of various types of property or services as specified in the
regulations. Therefore, if a government you audit issues QZABs directly, you may want to consider whether
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these clarified requirements could have a direct and material effect on the determination of the entity's
financial statement amounts.

Employee Benefit Plans

.93 Employers With 403(b) and 457 Plans. The TE/GE Division's Employee Plans segment has a new
initiative to examine employers that offer both IRC section 403(b) tax-sheltered annuities (403(b) plans) and
IRC section 457 deferred compensation plans. That initiative would affect, for example, school districts,
public colleges and universities, and governmental hospitals. As we reported in last year's Audit Risk Alert,
past IRS examinations of 403(b) plans have uncovered many deficiencies, including excessive contribution
limits; noncompliance with distribution requirements; inadequate salary reduction agreements; and failure
to offer universal availability of salary reduction programs (because of impermissible eligibility restrictions,
mandatory contributions, and participant exclusions). Those compliance deficiencies have resulted in
sizeable assessments against employers to prevent the plans from being declared taxable to the employees.
(Note that if the assessments had not been levied, not only would the employees have been subject to tax,
but also the governmental sponsors could have been held liable for employees' unpaid tax and subjected to
penalties for underreporting wages.) You should be alert to potential liabilities that might arise in such
situations and the heightened level of risk resulting from the known IRS initiative.

Help Desk—You may want to alert the governments you audit that an IRS audit of these
plans can be a lengthy and laborious experience. You could share with your auditee the
first-person account of a 403(b) plan audit that was published in the September 2000 Members
in Government supplement to the AICPA's CPA Letter. That supplement is available on the
AICPA Web site at www.aicpa.org/pubs/cpaltr/sep2000/supps/gov.htm.

.94 Automatic Deferrals. The IRS issued Revenue Ruling 200Q-33 (Internal Revenue Bulletin 2000-31, July
31,2000) to specify the criteria that have to be met to automatically defer a certain percentage of an employee's
compensation into a section 457 deferred compensation plan and Revenue Ruling 2000-35 (Internal Revenue
Bulletin 2000-31, July 31, 2000) to specify the criteria for deferral into a 403(b) plan. These rulings address
situations in which deferrals are made without an affirmative election by the employee to receive the amount
in cash.
.95 Administration of Section 457 Deferred Compensation Plans. The IRS has published information
about the administration of section 457 deferred compensation plans. You may want to make sure that the
governments you audit have considered that information. In Notice 2000-38 (Internal Revenue Bulletin
2000-33, August 14,2000), the IRS describes the withholding and reporting requirements applicable to section
457(b) plans. In Notice 2000-66 (Internal Revenue Bulletin 2000-52, December 26,2000), the IRS increased the
limit on deferrals under section 457(b)(2) and (c)(1) from $8,000 to $8,500 effective January 1,2001.

.96 Employee Plans Compliance Resolution System. The IRS recently issued Revenue Procedure 200117 (Internal Revenue Bulletin 2001-7, February 12, 2001) to update and expand on its Employee Plans
Compliance Resolution System (EPCRS). The EPCRS is a comprehensive set of corrective programs that
enable sponsors of qualified retirement plans that have experienced compliance violations to preserve the
tax benefits of their plans. Those programs apply to various qualified plans, including 403(b) plans. Effective
May 1, 2001, Revenue Procedure 2001-17 superseded Revenue Procedure 2000-16, which was the previous
statement of the correction programs under EPCRS.
.97 Educational Outreach. The TE/GE Division's Employee Plans segment has formalized its educa
tional outreach program to increase understanding and compliance with the tax law applicable to 403(b)
plans. It calls this program the Section 403(b) Tax-Sheltered Annuity Partnership for Compliance. Under the
program, IRS employees are available to provide educational services relating to 403(b) plans, including
delivering speeches, participating in panel discussions, conducting training sessions, and helping to prepare
newsletter articles. If one of your auditees is concerned about the compliance of its 403(b) plan, you should
consider referring it to the Partnership for Compliance.
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Help Desk—You can access information about the Partnership for Compliance and request
educational services on the IRS Web site at www.irs.gov/bus_info/ep/outreach.html.
Classification of Employees Versus Independent Contractors

.98 In their efforts to reengineer and streamline operations, many governments are using independent
contractors more frequently. The IRS has identified the "employee versus independent contractor classifica
tion" area as one with potentially significant compliance problems. Auditors should be alert to the potential
financial statement effect that may arise from the inappropriate classification of independent contractors and
the resulting tax liability. The IRS is continuing a nationwide Employment Tax Outreach Program begun in
1997 to increase compliance by requiring organizations, including state and local governmental entities, to
properly classify workers either as independent contractors, subject to reporting payments of $600 or more
on Form 1099, or as employees, subject to withholding taxes on Form W-2. Employers classifying workers
as employees must withhold federal income and FICA taxes from employees' pay and match the FICA taxes.
Further, the reclassification of a worker from an independent contractor to employee for federal purposes is
likely to cause a similar reclassification for state tax purposes.

.99 There have been three significant developments regarding worker classification during the last
several years. First, the IRS issued guidance to its agents to help them resolve questions regarding who is an
employee and who is an independent contractor. Second, the Small Business Job Protection Act of 1996
(Public Law 104-188) modified section 530 of the Revenue Act of 1978, a relief provision sometimes invoked
to enable individuals who are really employees to continue to be treated as independent contractors without
consequence to employers. The changes made to section 530 were generally favorable to employers. Last,
the IRS introduced a classification settlement program (CSP) to provide graduated settlement offers in
situations in which section 530 relief may or may not be available but an employer has at least consistently
reported the affected individuals as independent contractors. With the CSP, settlements may be 0 percent,
25 percent, or 100 percent of the assessment, depending on the strength of the employer's argument for
section 530 relief. In addition, future compliance is required.

Payments to Attorneys
.100 In last year's Audit Risk Alert, we discussed proposed IRS regulations to clarify the reporting
requirements for those who make payments of gross proceeds in the course of a trade or business to attorneys
in connection with legal services. IRS Notice 2001-07 (Internal Revenue Bulletin 2001-4, January 22,2001) has
extended the effective date of the proposed regulations until after final regulations are issued and indicate
an effective date. Nevertheless, payments of gross proceeds to attorneys made after December 31,1997, are
and continue to be reportable on Form 1099-MISC pursuant to IRC section 6045(f). Taxpayers may use the
proposed regulations as a safe harbor providing a reasonable interpretation of the statute.
IRS Considers Certain Governmental Entities Under Exempt Organizations Segment

.101 Although subject to governmental accounting and auditing standards, the IRS considers certain
governmental entities, such as colleges and universities and certain health care providers, to be customers
of the Exempt Organizations segment of the TE/GE Division, rather than customers of the Governmental
Entities segment. Therefore, those entities and their auditors should consider also monitoring the actions of
the Exempt Organizations segment to understand current, proposed, and potential future IRS actions that
could affect them. Among the initiatives the Exempt Organizations segment has under consideration for this
year are (1) continuing to examine higher education and health care entities for noncompliance with
employment taxes, employee benefit plans, unrelated business income, and exemption issues, (2) issuing a
report on inadequate recordkeeping and imposing penalties for incomplete returns, and (3) considering
narrowing the scope of the IRS's proposed rules on the tax treatment of corporate sponsorship payments to
exempt organizations. The Exempt Organizations segment issued Announcement 2001-14 (Internal Revenue
Bulletin 2001-7, February 12, 2001) to request comments on a new initiative on outreach and education and
on establishing voluntary compliance programs.
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Help Desk—The EO's page on the IRS Web site is at www.irs.gov/bus_info/eo. You also
may want to refer to two other annual AICPA Audit Risk Alerts—Not-for-Profit Organizations
Industry Developments and Health Care Industry Developments—for IRS matters that concern
primarily colleges and universities and health care organizations.

Securities and Exchange Commission Activities
Have there been any Securities and Exchange Commission developments
that auditors of state and local governments should know about?
.102 In the May 4, 2000, Federal Register (65 FR 25843), the Securities and Exchange Commission (SEC)
published an Interpretation (Release No. 33-7049 and 34-33741) to provide guidance on the use of electronic
media by issuers of all types, including municipal securities issuers.4 The Interpretation, which was effective
when issued, (1) updates SEC guidance on the use of electronic media to deliver documents under the federal
securities law, (2) discusses an issuer's liability for Web site content, and (3) outlines the basic legal principles
that issuers and market intermediaries should consider in conducting online offerings. The Interpretation
also included a solicitation of comments on various technology issues that may affect future SEC rulemaking
efforts.
.103 The Interpretation observes the Internet's significant effect on the securities market, including the
fact that municipal securities issuers are beginning to use the Internet to provide information about
themselves, their outstanding bonds, and new securities offerings. (See also the section earlier in this Audit
Risk Alert entitled "Emerging E-Government Applications.") The SEC believes that, although electronic
media permits the rapid, cost-effective, and widespread dissemination of information, it presents the
potential to defraud the investing public.

.104 As discussed in the Interpretation, the SEC previously has issued guidance on the electronic delivery
of information. The Interpretation clarifies, among other matters, that issuers and intermediaries may deliver
documents in portable document format (PDF). It also clarifies that municipal securities underwriters may
rely on a municipal securities issuer to identify which of the documents on, or hyperlinked from, the issuer's
Web site constitute the preliminary, deemed final, and final official statements, even if that site contains other
documents or hyperlinks to other sites. However, hyperlinks embedded within an official statement itself
will be considered part of the official statement. Further, for municipal securities offerings subject to Rule
15c2-12 (17 CFR 240.15c2-12), the paper and electronic versions of each official statement must be the same.
The Interpretation also identifies some situations in which an issuer's hyperlink to a third-party Web site
results in the issuer having adopted that information for purposes of the anti-fraud provisions of the federal
securities law.
.105 The Interpretation clarifies the general legal principles that issuers, underwriters, and broker
dealers should consider when developing and implementing procedures for online public offerings. Al
though the Interpretation does not specifically address municipal securities offerings in this regard, it
cautions that those offerings also may involve the offering of a separate security that is not exempt from the
registration requirements of the Securities Act of 1933.
.106 Since the mid-1990s, the SEC has brought more than 100 enforcement actions under the federal
securities laws in the area of municipal securities, many of them related to the antifraud provisions of those
laws. You might want to consider advising the governments you audit about the SEC Interpretation and
cautioning them that the SEC is now turning a more discerning eye to their Web sites to determine whether
they have misrepresented or omitted material facts in the offering or sale of securities.
4 Municipal securities are exempt from all of the provisions of the Securities Act of 1933 (1933 Act) and the Securities Exchange Act
of 1934 (1934 Act) except the antifraud provisions of section 17(a) of the 1933 Act and section 10(b) of the 1934 Act (and the associated
Rule 10b-5). Those antifraud provisions prohibit any person from misrepresenting or omitting material facts in the offering or sale of
securities.
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Help Desk—The SEC Interpretation is available on the SEC's Web site at www.sec.gov. Also
available on that site are responses to the solicitation for comments that were electronically
submitted. That site also includes a compendium of SEC actions on municipal securities at
www.sec.gov/info/municipal/mbonds/omstoc.shtml.

Executive Summary—Regulatory, Legislative, and Other Developments
• The OMB has issued its March 2001 Supplement and also recently issued a revised data collection form
to report the results of Circular A-133 audits for audit periods ending on or after January 1,2001.
• Many federal OIGs and state-level agencies with oversight responsibilities for Circular A-133 audits
are increasing their scrutiny of completed audits through desk reviews, quality control reviews, and
other types of examinations.
• The AICPA recently issued a new edition of its nonauthoritative Circular A-133 Practice Aid. We
have updated the AICPA's unofficial frequently asked questions regarding Circular A-133 for an
inquiry received frequently in the past year relating to audit follow-up.
• The OMB amended Circular A-21 to require that many colleges and universities submit their F&A
rate proposals in a standard format on or after July 1, 2001. In January 2001, the OMB issued a
memorandum to address certain complex issues relating to Circular A-21.
• HUD requires PHAs and project owners of HUD-assisted housing to submit financial information
electronically. REAC recently issued a document providing guidance on the detailed requirements
for electronic submission and the auditor's involvement in the process. There are changes in the
requirements for electronic submission and resubmission after January 1,2001. PHAs not subject to
Circular A-133 because they expend less than $300,000 of federal awards still are required to
electronically submit unaudited data.

• The GAO is expected to soon issue an ED to amend the Yellow Book standards concerning the
independence of individuals and organizations that conduct financial and performance audits. The
GAO also is expected to issue an omnibus ED in 2001 to propose changes to various other areas of
the Yellow Book.
• The federal government and various state governments are enacting legislation to remove barriers
to e-commerce by addressing the legality of electronic contracts and signatures.

• In many cases, lump-sum settlements to employees are considered wages subject to FICA coverage.
• The IRS issued final regulations to give guidance to employers that provide transportation fringe
benefits to employees.
• The IRS issued Revenue Rulings to specify the criteria that have to be met to automatically defer a
certain percentage of an employee's compensation into a section 457 deferred compensation plan or
a 403(b) plan.
• The IRS has published information about the administration of section 457 deferred compensation
plans. The IRS issued a Revenue Procedure to update and expand on its EPCRS.
• The IRS has identified the "employee versus independent contractor classification" area as one with
potentially significant compliance problems.

Audit and Attestation Issues and Developments
Recent Auditing Standards
What are the AICPA's new auditing standards that affect state and local governments?
SAS No. 92, Auditing Derivative Instruments, Hedging Activities, and Investments in
Securities, and a Related Audit Guide
.107 In September 2000, the Auditing Standards Board (ASB) issued SAS No. 92, Auditing Derivative
Instruments, Hedging Activities, and Investments in Securities (AICPA, Professional Standards, vol. 1, AU sec. 332),
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which supersedes SAS No. 81, Auditing Investments. SAS No. 92 is effective for audits of financial statements
for fiscal years ending on or after June 30,2001. Early application is permitted.
.108 SAS No. 92 provides guidance on planning and performing auditing procedures for financial
statement assertions about derivative instruments, hedging activities, and investments in securities, as
defined in certain FASB standards. Among other things, SAS No. 92—
•

Indicates that an auditor may need special skill or knowledge to plan and perform auditing
procedures for certain assertions about derivatives and securities, such as the ability to identify a
derivative that is embedded in a contract or agreement.

•

Presents examples of factors that affect inherent and control risk for assertions about derivatives and
securities.

•

Provides examples of audit procedures for derivatives, securities, and hedging activities.

.109 SAS No. 92 applies to audits of governmental entities even though the definitions it uses to define
its scope (AU sec. 332) come from FASB standards.

.110 In March 2001, the ASB issued an Audit Guide, Auditing Derivative Instruments, Hedging Activities,
and Investments in Securities, to help practitioners implement SAS No. 92. The Guide includes an overview of
derivatives and securities and the general accounting considerations for them, as well as case studies that
address such topics as control risk considerations when service organizations provide securities services,
inherent and control risk assessment, and designing substantive procedures based on risk assessments.
SAS No. 93, Omnibus Statement on Auditing Standards—2000
.111 In October 2000, the ASB issued SAS No. 93, Omnibus Statement on Auditing Standards—2000 (AICPA,
Professional Standards, vol. 1, AU secs. 315, 508, and 622). The SAS—

•

Withdraws SAS No. 75, Engagements to Apply Agreed-Upon Procedures to Specified Elements, Accounts,
or Items of a Financial Statement (AICPA, Professional Standards, vol. 1, AU sec. 622). All agreed-upon
procedures engagements will now be performed under the attestation standards. (See the discussion
later in this section of the Audit Risk Alert entitled "Recent Attestation Standards.") The withdrawal
of SAS No. 75 is effective for agreed-upon procedures engagements for which the subject matter or
assertion is as of or for a period ending on or after June 1, 2001.

•

Amends SAS No. 58, Reports on Audited Financial Statements (AICPA, Professional Standards, vol. 1, AU
sec. 508), to include a reference in the auditor's report to the United States of America as the country
of origin of (1) the accounting principles used to prepare the financial statements and (2) the auditing
standards the auditor followed in performing the audit. (See the related discussion in the section of
this Audit Risk Alert entitled "Revised Auditor's Reports.") This amendment makes other related
changes in the AICPA auditing literature, such as withdrawing Auditing Interpretation No. 13,
"Reference to Country of Origin in the Auditor's Standard Report," of SAS No. 58. This amendment
is effective for reports issued or reissued on or after June 30,2001. Earlier application is permitted.

•

Amends SAS No. 84, Communications Between Predecessor and Successor Auditors (AICPA, Professional
Standards, vol. 1, AU sec. 315), to clarify the definition of a predecessor auditor to include any auditor
who is engaged to perform, but does not complete, an audit. This amendment is effective for audits
of financial statements for periods ending on or after June 30,2001. Earlier application is permitted.

SAS No. 94, The Effect of Information Technology on the Auditor's Consideration of
Internal Control in a Financial Statement Audit
.112 In May 2001, the ASB issued SAS No. 94, The Effect of Information Technology on the Auditor's
Consideration of Internal Control in a Financial Statement Audit (AICPA, Professional Standards, vol. 1, AU sec. 319).
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SAS No. 94 is an amendment to SAS No. 55, Consideration of Internal Control in a Financial Statement Audit.
SAS No. 94 is effective for audits of financial statements for periods beginning on or after June 1,2001. Earlier
application is permitted.

.113 SAS No. 94 amends previous guidance on the independent auditor's consideration of an entity's
internal control in an audit of financial statements in accordance with GAAS. It indicates that, in obtaining
an understanding of internal control sufficient to plan the audit, the auditor should consider how an entity's
use of IT and manual procedures may affect controls relevant to the audit to assess control risk. SAS No. 94—
•

Incorporates and expands the concept from SAS No. 80, Amendment to Statement on Auditing Standards
No. 31, Evidential Matter (AICPA, Professional Standards, vol. 1, AU sec. 326.14), that in circumstances
where a significant amount of information supporting one or more financial statement assertions is
electronically initiated, recorded, processed, and reported, the auditor may determine that it is not
practical or possible to restrict detection risk to an acceptable level by performing only substantive
tests for one or more financial statement assertions. In such circumstances, the auditor should obtain
evidential matter about the effectiveness of both the design and operation of controls to reduce the
assessed level of control risk.

•

Describes how IT may affect internal control, evidential matter, and the auditor's understanding of
internal control and assessment of control risk.

•

Describes both the benefits and risks of IT to internal control, and how IT affects the components of
internal control, particularly the control activities and information and communication components.

•

Provides guidance to help auditors determine whether specialized skills are needed to consider the
effect of computer processing on the audit, to understand the controls, or to design and perform audit
procedures.

•

Clarifies that in obtaining an understanding of the entity's financial reporting process, the auditor
should understand how both standard, recurring entries and nonstandard, nonrecurring entries are
initiated and recorded, and also should understand the controls that have been placed in operation
to ensure that such entries are authorized, complete, and correctly recorded.

•

Updates terminology and references to IT systems and controls.

.114 SAS No. 94 does not eliminate the alternative of assessing control risk at the maximum level and
performing a substantive audit, if that is an effective approach. However, it notes that when evidence of an
entity's initiation, recording, or processing of financial data exists only in electronic form, an auditor's ability
to obtain the desired assurance only from substantive tests would significantly diminish. SAS No. 94 also
does not change the requirement to perform substantive tests for significant account balances and transaction
classes.
Auditing Interpretations

.115 In December 2000, the ASB issued four interpretations of SAS No. 47, Audit Risk and Materiality in
Conducting an Audit (AICPA, Professional Standards, vol. 1, AU sec. 312):
1. Interpretation No. 1, "The Meaning of the Term Misstatement" of SAS No. 47, Audit Risk and
Materiality in Conducting an Audit (AICPA, Professional Standards, vol. 1, AU sec. 9312.01-04)

2. Interpretation No. 2, "Evaluating Differences in Estimates" of SAS No. 47, Audit Risk and Materiality
in Conducting an Audit (AICPA, Professional Standards, vol. 1, AU sec. 9312.05-.09)
3. Interpretation No. 3, "Quantitative Measures of Materiality in Evaluating Audit Findings" of SAS
No. 47, Audit Risk and Materiality in Conducting an Audit (AICPA, Professional Standards, vol. 1, AU
sec. 9312.10-14)
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4. Interpretation No. 4, "Considering the Qualitative Characteristics of Misstatements" of SAS No. 47,
Audit Risk and Materiality in Conducting an Audit (AICPA, Professional Standards, vol. 1, AU sec.
9312.15—.17)

Those interpretations address—
•

The meaning of the term misstatement, which is a condition that causes financial statements not to be
in conformity with GAAP or with an other comprehensive basis of accounting (OCBOA).

•

The auditor's evaluation of the difference between an estimate best supported by audit evidence and
the estimate included in the financial statements.

•

Factors to be considered in determining quantitative measures of materiality, for example, the results
of continuing operations.

•

Factors to be considered in determining the qualitative characteristics of misstatements, for example,
the effect of misclassifications between operating and nonoperating income.

These Interpretations became effective upon issuance. You can find them on the AICPA Web site at www.
aicpa.org/members/div/auditstd/announce/index.htm. The Interpretations also are included in the AICPA's
Professional Standards, vol. 1, AU sec. 9312.

Recent Attestation Standards
What are the AICPA's new attestation standards that affect state and local governments?
.116 The ASB issued SSAE No. 10, Attestation Standards: Revision and Recodification, in January 2001. SSAE
No. 10 supersedes existing SSAE Nos. 1 through 9 and is effective when the subject matter or assertion is as
of or for a period ending on or after June 1,2001. Early application is permitted.

.117 The attestation standards enable practitioners to provide assurance on subject matter other than
financial statements. One of the primary reasons why the ASB decided to revise the attestation standards
was to make them internally consistent and easier for practitioners to use in crafting and performing attest
engagements. The following are examples of governmental engagements commonly performed under the
attestation standards:

•

"Limited scope audits" under Circular A-133 that pass-through entities use to monitor subrecipient
compliance with certain requirements (Circular A-133 defines "limited-scope audits" as agreed-upon
procedures engagements conducted in accordance with either the AICPA's GAAS or attestation
standards. After SSAE 10 is effective, those engagements will only be performed under the attestation
standards.)

•

An agreed-upon procedures engagement to compare the data that a public housing authority submits
electronically to HUD to the hard copy of the audit report and financial data schedule (See the earlier
section of this Audit Risk Alert entitled "HUD Electronic Submission Requirements for Public
Housing Authorities.")

•

An agreed-upon procedures engagement to determine whether an activity's net revenues are
sufficient to meet a revenue bond's revenue coverage covenant

Among other changes to the attestation standards, SSAE No. 10—
•

Changes the title of AT section 100 from Attestation Standards to AT section 101, Attest Engagements.

•

Changes the definition of an attest engagement to state that it applies to engagements in which a
certified public accountant in the practice of public accounting (hereinafter referred to as a practitioner)
is engaged to issue or does issue an examination; a review; or an agreed-upon procedures report on
subject matter, or an assertion about the subject matter, that is the responsibility of another party.
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•

Revises the third general standard to focus on the essential elements of criteria. The criteria must be
suitable and must be available to users. The subject matter also must be capable of evaluation against
the criteria.

•

Enables true direct reporting on subject matter by eliminating the requirement to make reference to
the assertion in the practitioner's report.

•

Provides expanded guidance on the circumstances in which the use of attest reports should be
restricted to specified parties.

The new SSAE eliminates the requirement for the practitioner to obtain a written assertion in an agreed-upon
procedures attest engagement. It also incorporates changes needed as a result of the withdrawal of SAS No.
75, Engagements to Apply Agreed-Upon Procedures to Specified Elements, Accounts, or Items ofa Financial Statement,
from the auditing standards. (See the discussion about SAS No. 93 earlier in this section of the Audit Risk
Alert at "Recent Auditing Standards.")

2001 Audit and Accounting Guide and SOP 98-3 Conforming Changes
What conforming changes have been made to the 2000 edition of the AICPA Audit and
Accounting Guide Audits of State and Local Governmental Units and SOP 98-3?
.118 We have updated the AICPA's 1994 Audit and Accounting Guide Audits of State and Local Govern
mental Units as well as SOP 98-3,5 which appears as an appendix to the Guide, for conforming changes as of
May 1, 2001. We made revisions for the issuance of SAS No. 92 and No. 93 and SSAE No. 10 and added
footnotes alerting auditors to the issuance of SAS No. 94. We also made minimal changes to the Guide to
reflect the provisions of GASB Statement No. 33, Accounting and Financial Reporting for Nonexchange Transac
tions, and No. 36, Recipient Reporting for Certain Shared Nonexchange Revenues. The Guide continues to explain
how an AICPA task force is revising the Guide to incorporate the provisions of GASB Statements No. 34,
Basic Financial Statements—and Management's Discussion and Analysis—for State and Local Governments, and
No. 35, Basic Financial Statements—and Management's Discussion and Analysis—for Public Colleges and Univer
sities, and GASB Interpretation No. 6, Recognition and Measurement of Certain Liabilities and Expenditures in
Governmental Fund Financial Statements. (See the discussion about the Guide revision project in the section of
this Audit Risk Alert entitled "Revision of State and Local Governmental Units Audit and Accounting
Guide.")
Help Desk—You can obtain a copy of the 2001 Guide by calling the AICPA Order Depart
ment at (888) 777-7077 and asking for Product No. 012062kk.

Revised Auditors' Reports
Have the AICPA's illustrative auditors' reports changed because of SAS No. 93?
.119 The AICPA has revised references to and examples of auditors' reports in its Professional Standards
to include an identification of the United States of America as the country of origin of the accounting
principles used to prepare the financial statements and of the auditing standards the auditor followed in
performing the audit, as required by SAS No. 93. (See the discussion of SAS No. 93 earlier in this section of
this Audit Risk Alert at "Recent Auditing Standards.") As a result, we made similar changes to the following
illustrative auditors' reports included in the Audit and Accounting Guide Audits of State and Local Govern
mental Entities as of May 1,2001, and in SOP 98-3:
5 Some auditors have been unaware that SOP 98-3, Audits of States, Local Governments, and Not-for-Profit Organizations Receiving Federal
Awards, is updated annually for conforming changes, including changes resulting from last year's two Yellow Book amendments.
Although the AICPA does not normally make conforming changes to SOPs, SOP 98-3 has been, and will continue to be, revised
annually to keep it up-to-date for changes in the Yellow Book, single audit literature and processes, and Statements on Auditing
Standards.
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•

Reports on the financial statements

•

Reports on compliance and on internal control over financial reporting based on an audit of financial
statements performed in accordance with Government Auditing Standards

•

Reports on compliance with requirements applicable to each major program and on internal control
over compliance in accordance with OMB Circular A-133

.120 You should note that SAS No. 93 does not affect the reference in the auditor's report to Government
Auditing Standards, issued by the Comptroller General of the United States, because that citation already
indicates the country of origin of those standards.
Help Desk—The updated illustrative auditors' reports are available in the Audit and
Accounting Guide Audits of State and Local Governmental Entities as of May 1, 2001, in SOP
98-3, and on the AICPA Web site at www.aicpa.org/belt/al33main.htm.

Revision of State and Local Governmental Units Audit and Accounting Guide
Does the AICPA have any tentative guidance about audit issues relating to financial
statements prepared in conformity with GASB Statement No. 34?

.121 An AICPA task force has been working for nearly two years on a comprehensive revision of the
AICPA Audit and Accounting Guide Audits of State and Local Governmental Units. The revision will address
the audits of basic financial statements and required supplementary information prepared in conformity
with the new governmental financial reporting model required by GASB Statement No. 34 and associated
standards.
.122 Significant issues facing the task force include the auditor's responsibility for supplementary
information in differing situations, audit procedures relating to infrastructure assets accounted for using
the modified approach, and illustrative auditor's reports. Another major issue is the appropriate level
at which to set materiality for audit planning and reporting purposes. The task force has been working
on that materiality issue (see the following discussion) and continues to hope that a resolution of that
issue in the near term will permit the AICPA to issue the revised Guide sometime early in 2002. At
present, the task force does not intend to establish new "category B" GAAP6 relating to GASB Statement
No. 34. Consequently, the AICPA is not required to, and does not presently plan to, expose the revised
Guide for public comment.

.123 The following subsections discuss some of the tentative results of the task force's deliberations for
your information only. All the task force's decisions are currently tentative and, ultimately, will be subject to
review and clearance by the ASB before becoming final.
Effective Date

.124 The task force has tentatively decided that the revised Guide should be effective for audits of a
state or local government's financial statements in the fiscal period in which the government is first
required to apply the provisions of GASB Statement No. 34 or No. 35. Earlier application would be
required for an audit of a government that early implements Statement No. 34 or No. 35 after the issuance
of the revised Guide. The 1994 Guide (updated annually for conforming changes) would remain effective
for audits of governments that have not yet implemented, and that are not yet required to implement,
Statement No. 34 or No. 35.
6 See the discussion of the hierarchy of generally accepted accounting principles (GAAP) for state and local governmental entities in
SAS No. 69, The Meaning of Present Fairly in Conformity With Generally Accepted Accounting Principles, as amended (AICPA,
Professional Standards, vol. 1, AU sec. 411).
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Materiality
.125 How should the revised Audit Guide establish audit planning and reporting materiality for the new
financial reporting model? For the financial statements taken as a whole? By financial statement category
(government-wide, governmental funds, proprietary funds, and fiduciary funds)? By financial statement
column? In some other manner? These are the questions that the Audit Guide revision task force has been
diligently considering, with advice and input from the ASB's Audit Issues Task Force and in consultation with
the GASB. (See also the discussion later in this Audit Risk Alert about the GASB's new project on basic financial
statements in the section entitled "GASB Pronouncements, Exposure Drafts, and Additional Projects.")

.126 Until the materiality issue is resolved and the Audit Guide revision issued, the task force advises
auditors that are dealing with entities that implement GASB Statement No. 34 to use professional judgment
and consider the guidance in SAS No. 47, Audit Risk and Materiality in Conducting an Audit, as amended, and
the current Audit Guide to apply materiality to financial statements prepared in conformity with GASB
Statement No. 34. Paragraph 3.12 of the current Audit Guide states that audit scope should be set and
materiality evaluations should be applied at the fund type, account group, and discretely presented
component unit column(s) when reporting on the general purpose financial statements (GPFS), or at the
individual fund statement level when reporting on the GPFS, combining and individual fund financial
statements in a comprehensive annual financial report (CAFR).

Other Audit Issues Under GASB Statement No. 34
.127 Departures from GAAP and OCBOA Financial Statements. The Audit Guide revision task force
has received several inquiries from auditors about the effect on the auditor's report if a government does not
fully comply with the provisions of GASB Statement No. 34. Those questions have focused on whether and
how the auditor's report should be modified if, for example, a government presents—

•

Only fund financial statements (focusing on major funds) following the GASB Statement No. 34
reporting model, but not government-wide financial statements.

•

Only government-wide financial statements following the GASB Statement No. 34 reporting model,
but not fund financial statements.

•

Only combined financial statements by fund type, using the pre-GASB Statement No. 34 reporting
model.

•

Cash or modified cash basis financial statements, but without using the formats required by GASB
Statement No. 34 for government-wide and fund financial statements.

Whether a government has fully complied with the provisions of GASB Statement No. 34 always is
subject to a materiality determination. In its deliberations to date, the task force has strongly supported
full implementation of GASB Statement No. 34, subject to materiality, for an auditor to issue an
unqualified opinion that the financial statements are in conformity with GAAP. In addition, the task
force tentatively believes that providing less than a full set of financial statements that complies with the
provisions of GASB Statement No. 34 normally should result in an adverse opinion on the government's
financial statements.7 Further, the task force believes that if the government omits required infrastructure
capital assets from the government-wide financial statements (considering the delayed effective dates for
the retroactive capitalization of general infrastructure assets), the auditor should issue either a qualified or
adverse opinion, depending on the materiality of the omission. Because for many governments infrastruc
ture would be significant in relation to the government-wide financial statements, an adverse opinion
usually would be appropriate.
7 The task force tentatively believes, however, that auditors should be able to continue to present an unqualified opinion on the
financial statements of a fund and on a department that constitutes less than a fund. However, due to the unsettled nature of the
materiality issue, the task force will be further considering its position on fund and department financial statements and how to best
communicate that position to auditors.
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.128 With one exception, the task force tentatively believes that, under the provisions of SAS No. 62,
Special Reports, neither the presentation of governmental financial statements using the pre-GASB Statement
No. 34 reporting model nor a less-than-complete implementation of the new financial reporting model is an
other comprehensive basis of accounting (OCBOA). The exception is if the presentation used by the reporting
entity is required to comply with the requirements or financial reporting provisions of a governmental
regulatory agency to whose jurisdiction the entity is subject. Note, however, that SAS No. 62, Special Reports
(AICPA, Professional Standards, vol. 1, AU sec. 623), requires the auditor's report on such financial statements
to include a separate paragraph at the end to indicate that it is a restricted-use report.

.129 The task force tentatively believes that if a government issues an OCBOA report using the cash or
modified cash basis of accounting, the auditor should evaluate whether the financial statement format and
disclosures communicate the information required by GASB Statement No. 34's format and disclosure
requirements. If that information is not communicated, the auditor should modify the opinion on those
financial statements. Whether that modification would be a qualified, adverse, or disclaimer of opinion
depends on the magnitude and pervasiveness of the omitted information. However, the task force tentatively
believes that the presumption would be to issue an adverse opinion.

.130 This tentative conclusion is based on SAS No. 62, which requires that ". . . when the [OCBOA]
financial statements contain items that are the same as, or similar to, those in financial statements prepared
in conformity with generally accepted accounting principles, similar informative disclosures are appropri
ate." (See also Interpretation No. 14, "Evaluating the Adequacy of Disclosure in Financial Statements
Prepared on the Cash, Modified Cash, or Income Tax Basis of Accounting," of SAS No. 62 (AICPA, Professional
Standards, vol. 1, AU sec. 9623.88-.93.))
.131 Auditor Independence. Ethics Interpretation No. 101-10, "The Effect on Independence of Relation
ships With Entities Included in the Governmental Financial Statements," of ET section 101, Independence
(AICPA, Professional Standards, vol. 2, ET sec. 101.12) discusses, as its title implies, the effect on an auditor's
independence of relationships with entities included in governmental financial statements. However, that
Interpretation has not been updated to consider the changes in financial statement presentation provided by
GASB Statement No. 34. The task force tentatively believes that auditors of entities that implement GASB
Statement No. 34 should use professional judgment, using the concepts expressed in Ethics Interpretation
101-10, to evaluate independence in relation to a primary government, parts of the primary government
(such as governmental activities, business-type activities, major funds, and fund types), component units,
and other organizations disclosed in the reporting entity's financial statements until such time as the
Interpretation is updated.
.132 Management's Discussion and Analysis (MD&A). GASB Statement No. 34, paragraph 11, specifies
eight information areas that should be presented in a government's MD&A, which is required supplementary
information (RSI). A government may want to include in MD&A information other than that prescribed in
GASB Statement No. 34. However, the GASB staff's Guide to Implementation of GASB Statement 34 on Basic
Financial Statements—and Management's Discussion and Analysis—for State and Local Governments (GASB 34
Q&A), item 10, explains that governments are not permitted to discuss in MD&A issues other than those
included in the requirements of GASB Statement No. 34 and provides examples of MD&A discussions that
go beyond the requirements. (The GASB staff implementation guide is discussed in the section of this Audit
Risk Alert entitled "GASB Statement No. 34 Implementation Guidance." See also the discussion in the section
of this Audit Risk Alert entitled "GASB Pronouncements, Exposure Drafts, and Additional Projects" about
the exposure draft of a proposed Statement that would clarify the provisions of GASB Statement No. 34
concerning MD&A.)

.133 SAS No. 52, Omnibus Statement on Auditing Standards—1987 (AICPA, Professional Standards, vol. 1,
AU sec. 558, "Required Supplementary Information"), requires the auditor to apply certain limited proce
dures to RSI and to report deficiencies in, or the omission of, such information. Among the deficiencies
defined by SAS No. 52 is presentation of RSI that departs materially from prescribed guidelines. The task
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force tentatively believes that if a government you audit includes information in MD&A that is not required,
that constitutes the presentation of RSI that departs materially from prescribed guidelines. You should
consider discussing with management the need to remove that information from the MD&A. The govern
ment could, for example, relocate that information to the report's transmittal letter or to a supplementary
schedule. If management decides to retain the information in the MD&A, the task force tentatively believes
you should add an explanatory paragraph to your report on the audited financial statements to describe the
deficiency in the RSI. SAS No. 52 (AU sec. 558.08) provides an example of that explanatory paragraph.
.134 RSI is not a required part of the entity's basic financial statements. Therefore, even though deficien
cies in, or the omission of, RSI will result in the inclusion of an explanatory paragraph in the auditor's report,
they do not affect the auditor's opinion on the fairness of presentation of the financial statements in
conformity with GAAP.
.135 Recording and Depreciating Capital Assets. GASB Statement No. 34 requires a government to
report in its financial statements all capital assets, including infrastructure capital assets, except that certain
capital assets need not be capitalized (such as certain collections of works of art and certain general
infrastructure assets owned before GASB 34 is implemented.) The Statement also requires that many of the
reported capital assets be depreciated. Most governments have not been reporting general infrastructure
assets (which are infrastructure assets associated with governmental activities) in their financial statements,
and many currently may not have information that will support capitalizing and depreciating those assets.
Some governments also currently may not have the information they need to calculate depreciation on their
non-infrastructure capital assets (such as salvage values or estimated useful lives) or to classify depreciation
by function.

.136 Therefore, many governments may need to develop or expand accounting records relating to capital
assets to comply with GASB Statement No. 34. In general, governments and their auditors expect this to be
a considerable task. Therefore, if the governments you audit have not yet started this process, you may want
to suggest that they do so. Further, you may want to work with them as they plan and implement that process
to help to ensure that the resulting information will provide sufficient, competent evidential matter when
that information becomes subject to audit.

.137 The Modified Approach for Reporting Infrastructure. GASB Statement No. 34 permits govern
ments not to depreciate infrastructure assets that are networks or subsystems of networks (eligible infra
structure assets), an alternative termed the modified approach, as long as two requirements are met. First, the
government has to manage the eligible infrastructure assets using an asset management system that has
certain characteristics. Second, the government has to document that the eligible infrastructure assets are
being preserved approximately at (or above) a condition level established and disclosed by the government.
GASB Statement No. 34, paragraphs 23 and 24, provides details about the required characteristics of the asset
management system and the required documentation of the condition of the assets. If a government you
audit uses the modified approach, your audit procedures will likely include evaluating whether the asset
management system and the documentation of the condition of the assets comply with the standards in
GASB Statement No. 34. The following discusses some of the task force's tentative observations on an
auditor's consideration of a government's use of the modified approach.
.138 To use the modified approach, GASB Statement No. 34, paragraph 24, requires the government to
document that the three most recent complete condition assessments provide reasonable assurance that the
eligible infrastructure assets are being preserved approximately at (or above) the condition level established
and disclosed by the government. (GASB Statement No. 34 permits governments to begin to use the modified
approach with only one complete condition assessment.) The task force tentatively believes that there are
two interrelated matters involved in evaluating whether a government has met that requirement. One has
to do with whether and to what extent each of the three condition assessments could be below the established
condition level (see the following paragraph). The other has to do with whether a single substandard
condition assessment constitutes a breach of the requirement (see the second following paragraph).
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.139 The standard's use of the term approximately allows flexibility. The actual condition levels do not
have to equal or exceed the condition level established by the government; a reasonable variance below the
established level is permissible. The task force tentatively believes that the auditor could view "reasonable
ness" in this context from several perspectives and is working on examples for the Audit Guide revision.
One potential example concerns the percentage variance between the actual and established condition levels.
For example, an actual level of 72 would vary from an established level of 75 by 4 percent (that is, 72 is 96
percent of 75). In that situation, the government and the auditor might judge the 4 percent variance to be
reasonable for purposes of determining whether the infrastructure assets are being preserved approximately
at the condition level established by the government.

.140 GASB Statement No. 34 does not specify that a single substandard condition assessment constitutes
a breach of the requirement. If that had been the intent, the use of the modified approach would have been
conditioned on each complete condition assessment providing reasonable assurance that the eligible infra
structure assets are being preserved approximately at (or above) the established condition level. The
requirement to consider the results of the three most recent condition assessments requires the preparer and
auditor to take a broader perspective to the evaluation and consider the three condition assessments together
as a whole. The task force tentatively believes that one approach would be to consider the trend of the three
most recent condition assessments; an upward trend would be more "reasonable" than a downward trend.
However, the nature and circumstances surrounding a single substandard condition assessment might lead
to a conclusion that the three most recent condition assessments, taken as a whole, do not provide the
stipulated reasonable assurance. The task force tentatively believes that the auditor should exercise profes
sional judgment to determine whether a single substandard condition assessment taken together with the
two other assessments provides reasonable assurance that the eligible infrastructure assets are being
preserved approximately at (or above) the established condition level.
.141 The task force has tentatively concluded that an auditor cannot evaluate the results of a condition
assessment until it is complete, which GASB Statement No. 34 permits to take up to three years. GASB
Statement No. 34 also does not require that condition assessment activities be conducted every year; it
requires that a complete condition assessment be conducted only at least every three years. Therefore, an
entity may disclose in its summary of significant accounting policies that it uses the modified approach to
account for eligible infrastructure assets even though there has been no condition assessment activity during
the period. When this occurs, the auditor should consider obtaining a specific representation of the entity's
intent to use the modified approach in the management representation letter. To substantiate that intent, the
auditor could, for example, review minutes of governing board meetings, compare the year's actual
maintenance/preservation costs to the estimated amount, and discuss the plans for future condition
assessment activity with the staff that perform the assessments. What happens if the entity does not represent
that it intends to continue to use the modified approach, for example, if it represents that it intends to change
to the depreciation method before the next complete condition assessment is required? The task force
tentatively believes that the auditor should consider whether that intention affects the carrying value of the
assets, is adequately disclosed in the financial statements, and affects the auditor's opinion on the financial
statements.

.142 GASB Statement No. 34 requires condition assessments to be documented in such a manner that
they can be replicated. The task force tentatively believes that determining whether a condition assessment
is replicable does not require the auditor to re-perform all or part of the condition assessment, although such
a procedure could be used. Instead, the auditor could consider items such as the following in evaluating
whether condition assessments are replicable:
•

Internal control over the input and output of information

•

The extent to which the procedures needed to use the method are documented

•

The nature and level of training provided to those who perform the condition assessments to ensure
consistent application of the measurement method
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The extent to which the method addresses obvious variables in the condition of the assets it evaluates
(For example, if a condition assessment method for highways does not in some fashion consider the
condition of road surfaces, it might be considered to be a less-than-complete method.)

If a condition assessment is found not to be replicable and the entity continues to apply the modified approach
in the subsequent reporting period, that constitutes a departure from GAAP, not a scope limitation.

.143 The task force also tentatively believes that the auditor should consider evaluating whether
complete condition assessments have been performed in a consistent manner, as required by GASB Statement
No. 34, paragraph 24. The GASB 34 Q&A, item 255, states that consistency is achieved if the entire condition
assessment is performed using the same condition assessment method, basis for the condition measurement,
and measurement scale. A government may change the method, basis, or scale before beginning the
subsequent complete assessment. For example, if a government performs its condition assessment over a
three-year cycle, and changes the method, basis, or scale during the third year of the cycle, it would have to
perform a condition assessment on all (or a statistical sample) of the subject assets during that third year
using the new method, basis, or scale. Alternatively, the government could complete the cyclical condition
assessment using the old method, basis, or scale, and make the change at the beginning of the next assessment
cycle. If changes are made in the method, basis, or scale used during the periods covered by the RSI schedules
that are required when using the modified approach, the auditor should consider determining whether those
changes are appropriately disclosed as required by GASB Statement No. 34, paragraph 133.

Effect of New Accounting Standards on Current-Period Financial Statements
and Auditors' Reports
Do governments have to disclose currently that their accounting will change
in the future as a result of new standards that are not yet effective?
.144 Recent GASB standards may make it necessary for governments to make additional disclosures this
year, even though they are not yet required to implement the standards and have not elected to adopt those
standards early.

.145 Interpretation No. 3, "The Impact on an Auditor's Report of an FASB Statement Prior to the
Statement's Effective Date," of SAS No. 1, Adherence to Generally Accepted Accounting Principles (AICPA,
Professional Standards, vol. 1, AU sec. 9410.13-18), discusses the effect on the financial statements and the
auditor's report if the future application of an issued standard will require the future restatement of the
financial statements because of the retroactive application of the new standard by prior period adjustment.
Although the Interpretation is written in terms of FASB standards, it is equally applicable to GASB standards.
.146 The Interpretation says that an auditor should not qualify his or her opinion if an entity does not
adopt an FASB standard early. However, for financial statements that are prepared in conformity with GAAP
that are acceptable at the financial-statement date but that will not be acceptable in the future, auditors should
consider whether disclosure of the impending change in principle and the resulting restatement are data that
are essential for a fair presentation in conformity with GAAP. If you decide that the matter should be
disclosed and it is not, you should express a qualified or adverse opinion on conformity with GAAP, as
required by SAS No. 58, Reports on Audited Financial Statements (AICPA, Professional Standards, vol. 1, AU sec.
508.41).

.147 The Interpretation gives you guidance to evaluate whether prospective changes in GAAP, such as
those associated with GASB Statement No. 34 and GASB Interpretation No. 6, are adequately disclosed. The
Interpretation says that even if the auditor decides that the disclosure of the forthcoming change and its
effects are adequate and, consequently, decides not to qualify the opinion, he or she nevertheless may decide
to include an explanatory paragraph in the report if the effects of the change are expected to be unusually
material.
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Common Engagement Deficiencies
What are some of the common deficiencies cited in governmental audit engagements?
.148 Following are some deficiencies commonly noted on governmental engagements during recent peer
reviews and AICPA Professional Ethics Division investigations of CPA firms. This list continues to include
the deficiencies identified in last year's Audit Risk Alert, indicating continuing problems with the same
matters. You should consider reviewing your firm's policies and procedures to see whether your govern
mental engagements also might have these kinds of issues.
•

Major programs are not properly identified because not all of the elements of the risk-based approach
are used (see Circular A-133, section .520).

•

The required Government Auditing Standards reports for internal control or compliance are not
prepared or are not referred to in the report on the financial statements.

•

The appropriate Circular A-133 reports are not included.

•

The required compliance testing is not performed or documented.

•

Internal control and compliance tests, including sampling applications, are not adequately designed
to support the reports issued.

•

The various additional Government Auditing Standards requirements for working paper documenta
tion (such as those in Government Auditing Standards, paragraphs 4.21.3 and 4.35) are not followed.

•

The management representation letter is not appropriately tailored for an audit in accordance
with Circular A-133, as required by SAS No. 85, as amended by SAS No. 89; and SOP 98-3,
paragraph 6.69.

•

The auditor used inadequate or outdated reference material related to the engagement performed.

•

Government Auditing Standards' continuing professional education requirements are not met.

•

The auditor has not appropriately followed federal agency audit guides.

•

Particular funds are not correctly accounted for.

•

The auditor has not used the AICPA's standards for attestation engagements when applicable in a
compliance audit engagement.

See also the section of this Audit Risk Alert entitled "Circular A-133 Audit Reviews" for additional
information about common audit deficiencies.

Governmental Employee Benefit Plans
Does the Audit Risk Alert on employee benefit plans cover governmental entities?
.149 Until this year, the Audit Risk Alert, Employee Benefit Plans Industry Developments [AAM section
8060], has not addressed PERS or other governmental employee benefit plans. That is because that Alert is
a complement to the AICPA Audit and Accounting Guide Audit of Employee Benefit Plans, which does not
apply to governmental entities. Starting this year, that Alert has added a section to address audit, accounting,
and regulatory issues unique to PERS and other governmental employee benefit plans.8 We've included here
an adaptation of Appendix D of the Employee Benefit Plans Industry Developments Alert that provides some
information that auditors may need to know about governmental employee benefit plans.
8 In addition to the guidance provided here, the AICPA Employee Benefit Plans Expert Panel has established a task force to focus on
issues relating to government employee benefit plans.
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Help Desk—The section entitled "References for Additional Guidance" at the end of this
Audit Risk Alert lists certain GFOA publications that address topics such as the administra
tion of and financial reporting for PERS. In addition, please refer to the section entitled
"Internal Revenue Service Activities," for discussion of regulatory issues that may affect
PERS and other government employee benefit plans.

"Government Employee Benefit Plans," an adaptation from the Employee Benefit Plans
Audit Risk Alert—2001 (appendix D)
.150 The accounting for certain governmental employee benefit plans is prescribed by GASB Statement No.
25, Financial Reporting for Defined Benefit Pension Plans and Note Disclosures for Defined Contribution Plans,9 and No.
26, Financial Reporting for Postemployment Healthcare Plans Administered by Defined Benefit Pension Plans.10
.151 Governmental plans encompass retirement systems offered by state and general-purpose local
governments also known as PERSs, as well as single employer plans offered by special-purpose governmen
tal entities, such as hospitals. Governmental benefit plans are not subject to the Employee Retirement Income
Security Act (ERISA) and are not required to file annual financial and other information with the IRS and
the Department of Labor (DOL). However, GASB standards requires certain plans to include certain
supplementary information with their annual financial statements, and some plans typically include other
supplementary information and schedules. In addition, some states may establish additional reporting
requirements on local government and special-purpose government plans.
.152 There are over 2000 PERSs in the United States with more than $1.9 trillion dollars in cash and
security holdings. Many of these PERSs voluntarily seek to receive an annual certification to denote quality
in financial reporting for governmental entities.
.153 Current Trends. A recent survey11 of governmental plans gathered key aspects of state and local
retirement system's administration, retirement benefits, actuarial methods and assumptions, actuarial
liabilities and assets, contributions, investments, and rates of investment return. The survey results found
that PERSs generally are well funded. (These results were briefly discussed in the earlier section of this Audit
Risk Alert entitled "The State of the Economy.") Other current trends show a shift of pension assets to equities
from bonds, a reduction in employer contribution requirements, a slight increase in base benefits, and an
increase in number and size of cost-of-living-adjustments (COLAs). The survey, in part, showed that, in the
aggregate—
•

The funding level improved from 82 percent to 95.2 percent.

•

Five-year portfolio returns increased from 10.62 percent in 1992 to 13.36 percent in 1998, while
investment assumptions rose from 7.83 percent in 1992 to 7.88 percent in 1998.

•

The portion of assets held in domestic equities rose from 39.3 percent in 1992 to 47.9 percent in 1998. The
portion of assets held in international equities rose from 3.7 percent in 1992 to 12.0 percent in 1998.

•

The percentage of plans with COLAs increased from 57 percent in 1992 to 77 percent in 1998.

•

The average employer contribution rate as a percentage of covered salary fell from 13.19 percent in
1992 to 11.62 percent in 1998.

9 GASB Statement No. 25 establishes financial reporting standards for defined benefit pension plans and for the notes to the financial
statements of defined contribution plans of state and local governmental entities.

10 GASB Statement No. 26 establishes financial reporting standards for postemployment healthcare plans administered by state and
local governmental defined benefit pension plans. It is an interim statement pending completion of the GASB's project on accounting
and financial reporting of other postemployment benefits by plans and employers.
11 Survey was prepared for the members of the Public Pension Coordinating Council (PPCC) by the Government Finance Officers
Association Research Center.
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Other trends for government pension plans include the following:

•

Many pension plans are beginning to invest in new areas in an attempt to obtain higher returns.
Accordingly, many pension plans are investing in new types of investments.

•

Many pension plans are now paying performance-based bonuses to investment managers.

•

Pension plans are moving into higher risk investments (also called innovative, sophisticated risk
strategies). These investment strategies include high-yield (junk) bonds, private equity, venture
capital, and hedge funds, for example.

•

Many pension plans are outsourcing more investment management functions, especially in newer
areas that may include investments of higher risk. In many cases, the entire process of investing,
processing transactions, and accounting for these investments is outsourced, and the manager is
effectively a third-party administrator.

•

Plans are making more use of soft dollars in order to obtain use of funds that may be outside of the
budget and normal controls, or not on the general ledger.

•

Plans are making increased use of securities' lending programs, primarily in response to the preferred
practices of the plans' trustee-custodian institutions. The plan often receives additional income as a
result of this practice.

•

Plans are adding a deferred retirement option program (DROP). The person "retires," but continues
to work for a defined amount of time while the retirement payments are accumulated in a deferred
payment account. The deferred payment money is generally distributed in a lump sum to the person
at the time of "true retirement" at the end of the defined time.

•

PERSs are becoming more autonomous from the sponsoring government to the extent that many are
choosing to employ separate independent accountants.

.155 Independence Implications. PERSs issue separate financial statements that often are included in
a primary government's financial statements. If the PERS's auditors are different from those of the primary
government (provided the PERS's financial statements are material to the primary government), the PERS's
auditors need to be independent of the primary government in order for the primary government's auditors
to rely on the work of the other auditors. Depending on the timing of the respective audits, postreport review
procedures may be required by the PERS's auditors for inclusion of their financial statements in the
sponsoring organization's financial statements. (For additional discussion of independence issues see the
"Auditor Independence" section under the "Revision of State and Local Governmental Units Audit and
Accounting Guide" section of this Alert).
.156 Benefit Payment Risk. The accuracy of benefit payment calculations is a primary risk area due to
the unique and complex definitions of compensation and years of service for PERSs. In fact, currently, some
PERSs are involved in litigation regarding retroactive adjustment of benefits due to a change in the
components of compensation. The determination of a participant's years of service becomes complex due to
carryover years of service from other government agencies as well as credit for time served in the armed forces
and other organizations. The latter credit is often "earned" as participants make additional contributions.

.157 Investment Risk. In July 2000, the Association of Public Pension Fund Auditors (APPFA) issued
the publication, Statements of Key Investment Risks and Common Practices to Address those Risks. This publication
provides general guidance for pension plans and auditors of those plans in addressing investment risks. The
document identifies key investment risks associated with public pension systems and common practices to
address, manage, and, to the extent possible, control those risks.
Help Desk—A copy of the report is available free of charge to APPFA members on APPFA's
Web site at www.appfa.org.
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Service Organizations
How does the use of service organizations affect the audits of governmental entities?
.158 Many governments use service organizations in a variety of ways. For example, governments use
service organizations to process payroll or other accounting transactions; hold and invest assets for debt
service, endowment, or construction purposes; process or pay claims for risk-financing activities or pension
benefits; and process or collect property or other taxes or utility billings. Sometimes services organizations
may be other governments. For example, a county may collect property taxes for cities, towns, villages, and
school districts within the county and a state may collect income and sales taxes for other governments within
the state.
.159 In some instances, auditors have failed to address the requirements of SAS No. 70, Service Organi
zations, as amended by SAS No. 88, Service Organizations and Reporting on Consistency (AICPA, Professional
Standards, vol. 1, AU sec. 324), concerning internal control at service organizations or have failed to address
the electronic evidence aspects inherent in many of those circumstances. As a result, the auditor has
inappropriately placed reliance on the internal control of service organizations in a number of instances, even
failing to note in his or her working papers and auditor's reports the fact of material weaknesses at the service
organizations that should have affected the audits of the user organizations.
.160 Issued in December 1999 and effective upon issuance, SAS No. 88 updated the language and
concepts in SAS No. 70 to provide a clearer definition of service organizations to which the standard applies.
SAS No. 70, as amended, now states that it is applicable if an entity obtains services from another organization
that are part of the entity's information system. SAS No. 88 also—

• Provided guidance to help auditors determine the types of services that would be considered part of
an entity's information system.
• Revised and clarified the factors a user auditor should consider in determining the significance of a
service organization's controls to a user organization's controls.
• Clarified the guidance on determining whether information about a service organization's controls
is necessary to plan the audit.
• Clarified that information about a service organization's controls may be obtained from a variety of
sources.

You should consider reviewing SAS No. 70, as amended, and reevaluate the manner in which you address
internal control (including the electronic evidence aspects of internal control) at service organizations in your
audits of governmental entities.
Executive Summary—Audit and Attestation Issues and Developments

The ASB has issued SAS No. 92, No. 93, and No. 94 as well as an audit guide to help practitioners
implement SAS No. 92. The ASB also has issued four interpretations of SAS No. 47.
• The ASB issued SSAE No. 10 to revise and recodify the attestation standards.

•

We have updated the AICPA's 1994 Audit and Accounting Guide Audits of State and Local
Governmental Units as well as SOP 98-3, which appears as an appendix to the Guide, for conforming
changes as of May 1, 2001.
• An AICPA task force is working on a comprehensive revision of the AICPA Audit and Accounting
Guide Audits of State and Local Governmental Units because of the new governmental financial
reporting model required by GASB Statement No. 34 and associated standards. This Audit Risk Alert
discusses some of the tentative results of the task force's deliberations.
• Recent GASB standards may make it necessary for governments to make additional disclosures this
year, even though they are not yet required to implement the standards and have not elected to adopt
those standards early.
•
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Executive Summary—Audit and Attestation Issues and Developments—continued

•

We have listed some deficiencies commonly noted on governmental engagements during recent peer
reviews and AICPA Professional Ethics Division investigations of CPA firms.

•

We've included an adaptation of Appendix D of the Employee Benefit Plans Alert that provides some
information that auditors may need to know about governmental employee benefit plans.

• Auditors of governmental entities sometimes have failed to address the requirements of SAS No. 70,
as amended, concerning internal control at service organizations or have failed to address the
electronic evidence aspects inherent in many of those circumstances.

Accounting Issues and Developments
GASB Pronouncements, Exposure Drafts, and Additional Projects
.161 The GASB has issued several new governmental accounting and financial reporting standards in
the past several years. Most of those standards are not effective until periods ending after 2001; however, the
GASB encourages governments to apply them earlier. You should determine which standards the govern
ments you audit have elected to apply early.
GASB Pronouncements Effective During 2001

What GASB pronouncements generally become effective this year?

.162 GASB Statement No. 33. GASB Statement No. 33, Accounting and Financial Reporting for Nonex
change Transactions, was issued in December 1998 to establish accounting and financial reporting standards
for nonexchange transactions involving financial or capital resources (for example, most taxes, grants, and
private donations). In a nonexchange transaction, a government gives (or receives) value without directly
receiving (or giving) equal value in return. The principal issue addressed in that Statement is the timing of
recognition of nonexchange transactions.
.163 GASB Statement No. 33 identifies four classes of nonexchange transactions based on their principal
characteristics that affect the timing of recognition:
• Derived tax revenues, which result from assessments imposed on exchange transactions (for example,
income taxes, sales taxes, and other assessments on earnings or consumption)
• Imposed nonexchange revenues, which result from assessments imposed on nongovernmental entities,
including individuals, other than assessments on exchange transactions (for example, property taxes
and fines)
• Government-mandated nonexchange transactions, which occur when a government at one level
provides resources to a government at another level and requires the recipient to use the resources
for a specific purpose (for example, federal programs that state or local governments are mandated
to perform)
• Voluntary nonexchange transactions, which result from legislative or contractual agreements, other than
exchanges, entered into willingly by the parties to the agreement (for example, certain grants and
private donations)

.164 GASB Statement No. 33 also distinguishes between two kinds of requirements on the use of
resources: time requirements and purpose restrictions. Time requirements affect the timing of recognition
of nonexchange transactions; purpose restrictions affect the classification of net assets, equity, or fund
balances, as appropriate, but do not affect when a nonexchange transaction is recognized.
AICPA Audit and Accounting Manual
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.165 The timing of recognition for each class of nonexchange transaction is as discussed in the following
list. For revenue recognition, the standard for accrual-basis recognition is indicated, followed by the standard
for modified accrual-basis recognition.

•

Derived tax revenues timing is as follows.

— Assets should be recognized when the underlying exchange transaction occurs or resources are
received, whichever is first.

— Revenues should be recognized when the underlying exchange transaction occurs. (When
modified accrual accounting is used, the resources also should be available.) Resources
received before the underlying exchange has occurred should be reported as deferred revenues
(liabilities).
•

Imposed nonexchange revenues timing is as follows.
— Assets should be recognized when the government has an enforceable legal claim to the resources
or resources are received, whichever is first. (For some governments, the enforceable legal claim
for property taxes does not arise until the period after the period for which the taxes are levied.
Those governments should recognize property taxes receivable in the same period that revenues
are recognized.)

— Revenues should be recognized in the period when use of the resources is required or first
permitted by time requirements (for example, for property taxes, the period for which they are
levied), or at the same time as the assets if the government has not established time requirements.
Resources received or recognized as receivable before the time requirements are met should be
reported as deferred revenues. (When modified accrual accounting is used, the resources also
should be available. For property taxes on the modified accrual basis, governments should apply
NCGA Interpretation 3, Revenue Recognition—Property Taxes, as amended by GASB Interpretation
No. 5, Property Tax Revenue Recognition in Governmental Funds, as discussed later in this section.)
•

Government-mandated and voluntary nonexchange transactions timing is as follows.
— Assets (recipients) and liabilities (providers) should be recognized when all applicable eligibility
requirements are met or (for asset recognition) resources are received, whichever is first. Eligi
bility requirements are established by the provider and may stipulate the qualifying charac
teristics of recipients, time requirements, allowable costs, and other contingencies.
— Revenues (recipients) and expenses/expenditures (providers) should be recognized when all
applicable eligibility requirements are met. (When modified accrual accounting is used, the
resources also should be available.12) For transactions in which the provider requires the recipient
to use (sell, disburse, or consume) the resources in or beginning in the following period, resources
provided before that period should be recognized as advances (providers) and deferred revenues
(recipients). For transactions, such as permanent or term endowments, in which the provider
requires that resources should be maintained intact in perpetuity, for a specified number of years,
or until a specific event has occurred, resources should be recognized as revenues when received
and as expenses/expenditures when paid.

.166 GASB Statement No. 33 also provides guidance on recognizing promises made by private donors
(pledges), contraventions of provider requirements, and nonexchange revenues administered or collected
by another government. It requires accrual-based nonexchange revenues to be recognized net of estimated
refunds and estimated uncollectible amounts. The Statement has an appendix with various nonauthoritative
examples of the application of its standards.
12 One often overlooked consequence of GASB Statement No. 33, Accounting and Financial Reporting for Nonexchange Transactions, is
that the modified accrual-based revenue from expenditure-driven grants is no longer recognized based on the recognition of the
qualifying expenditures. Therefore, there may be a mismatch in periods between when governmental fund expenditures and revenue
are recognized.
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.167 GASB Statement No. 33 is effective for financial statements for periods beginning after June 15,2000,
with earlier application encouraged. However, the provisions of the Statement for accrual-basis revenue
recognition for governmental activities cannot become effective until GASB Statement No. 34 (as discussed
later in this section) becomes effective. Until GASB Statement No. 34 becomes effective, the modified accrual
provisions of GASB Statement No. 33 should be used for governmental funds and expendable trust funds,
and the accrual provisions should be used for proprietary funds; nonexpendable, pension, and investment
trust funds; colleges and universities that use the AICPA College Guide model; and entities that use
proprietary fund accounting. If a government elected early implementation of GASB Statement No. 34 for
periods beginning before June 15, 2000, it also was required to early implement GASB Statement No. 33 at
the same time.

.168 The implementation of GASB Statement No. 33, as amended by GASB Statement No. 36 (as
discussed next), will likely involve additional audit effort in the year a government first implements the new
standards. Governments may have established new accounting policies and internal control procedures to
identify and classify their nonexchange transactions and to comply with the new recognition and financial
reporting requirements. Further, the auditor will need to consider evaluating the prior-period adjustment
and changes in opening balances that result from the transition provisions of the Statement.

.169 GASB Statement No. 36. GASB Statement No. 36, Recipient Reporting for Certain Shared Nonexchange
Revenues, was issued in April 2000 and its effective date coincides with a government's implementation of
GASB Statement No. 33.
.170 Under the general provisions of GASB Statement No. 33, when one government shares its revenues
with another government, both the provider and the recipient governments account for the transaction as a
voluntary or government-mandated nonexchange transaction, as appropriate. However, paragraph 28 of
GASB Statement No. 33 created an exception to those general provisions. In certain situations (such as the
sharing of sales and property taxes), it required recipient governments to account for the sharing as a derived
tax or imposed nonexchange transaction. Consequently, recognition of the sharing could have differed
between the provider government and the recipient government.

.171 GASB Statement No. 36 provides symmetrical accounting treatment for those shared revenues by
removing the exception from paragraph 28 of GASB Statement No. 33. Thus, recipients of shared derived
tax or imposed nonexchange revenues should account for the sharing in the same manner as the provider
government—as a voluntary or government-mandated nonexchange transaction, as appropriate. In addi
tion, GASB Statement No. 36 allows governments to use any reasonable estimate to accrue revenue from
those transactions. As originally written, paragraph 28 limited estimation methods.
.172 GASB Interpretation No. 5. GASB Interpretation No. 5, Property Tax Revenue Recognition in Govern
mental Funds, is effective for financial statements for periods beginning after June 15, 2000, with early
application encouraged. This Interpretation amends NCGA Interpretation 3, Revenue Recognition—Property
Taxes, by modifying the definition of available as the term relates to modified accrual-based property tax
revenue recognition. The effect of this amendment is to remove the "due" consideration from the definition
of available established in NCGA Interpretation 3. The revised definition of available is as follows: "Available
means collected within the current period or expected to be collected soon enough thereafter to be used to
pay liabilities of the current period." You should note, however, that this Interpretation does not change the
requirement that, for revenue recognition, the collection period after year end should not exceed sixty days.
GASB Pronouncements Effective After 2001, With Early Application Encouraged

What other GASB pronouncements have been issued recently that you should know about?
.173 GASB Statement No. 34. When the GASB issued Statement No. 34, Basic Financial Statements—
and Management's Discussion and Analysis—for State and Local Governments, in June 1999, the GASB chairman
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referred to it as "the most significant change to occur in the history of governmental financial reporting."
Given the significance of GASB Statement No. 34, you should consider starting to work with the governments
you audit to prepare for implementation, which may in some cases take considerable effort. GASB Statement
No. 34 includes nonauthoritative illustrations of the basic financial statements and supplementary informa
tion it requires. See also the sections of this Audit Risk Alert entitled "Revision of State and Local Govern
mental Units Audit and Accounting Guide," "GASB Statement No. 34 Implementation Guidance," and
"GASB Statement No. 34 User Guides," as well as the discussion in the next section of GASB exposure drafts
outstanding.
.174 The effective date to implement the requirements of GASB Statement No. 34 is based on the total
annual revenues of a government's governmental and enterprise funds (excluding other financing sources
and extraordinary items),13 measured in the first fiscal year ending after June 15, 1999, as follows. Earlier
application is encouraged.

Phase

Total Annual Revenues in
the First Fiscal Year Ending
After June 15,1999
(in millions)

Implementation Required for
Periods Beginning After
June 15, —

1
2
3

$100 or more
$10 to $100
Less than $10

2001
2002
2003

.175 Each component unit is required to implement the Statement no later than the same year as its primary
government, even if that is earlier than its "assigned" phase based on the component unit's revenues in the first
fiscal year ending after June 15,1999. If a primary government chooses to implement GASB Statement No. 34
earlier than required, all of its component units also are required to implement the Statement early.
.176 GASB Statement No. 34 has special transition provisions relating to the reporting of general
infrastructure assets (infrastructure assets associated with governmental activities). GASB Statement No. 34
requires prospective reporting of general infrastructure assets based on a government's implementation
phase. Retroactive reporting of all major general governmental infrastructure assets (which is a numerical
measure based on the government's reported general capital assets in the first fiscal year ending after June
15, 1999) is encouraged at the government's "assigned" implementation date. However, phase 1 and 2
governments are given an additional four years after that date to report major general infrastructure assets
retroactively—and they may limit that reporting to such assets acquired, significantly reconstructed, or
significantly improved in fiscal years ending after June 30, 1980. Phase 3 governments are encouraged to
report infrastructure retroactively, but may elect to report general infrastructure prospectively only. GASB
Statement No. 34's special infrastructure transition provisions do not apply to proprietary funds or special
purpose governments engaged only in business-type activities because their infrastructure assets already
should have been capitalized.
.177 GASB Statement No. 34 initially applied to all state and local governments except public colleges
and universities. However, as explained later in this section, GASB Statement No. 35 extended the applica
bility of GASB Statement No. 34 to public colleges and universities.

.178 Contents of General-Purpose External Financial Statements. GASB Statement No. 34 requires the
general-purpose external financial statements for general-purpose governments to consist of—
•

Management's discussion and analysis (MD&A), which is designated as required supplementary
information (RSI).

13 Certain entities should use measures other than total annual revenues to determine the appropriate implementation phase. For
example, special-purpose governments engaged only in fiduciary activities should use total annual additions, rather than revenues.

AAM §8070.174

Copyright © 2001, American Institute of Certified Public Accountants, Inc.

49

6-01

State and Local Governmental Developments—2001

8214-11

•

Basic financial statements, which include government-wide financial statements, fund financial
statements, and notes to the financial statements.

•

RSI other than MD&A.

The contents of general-purpose external financial statements for special-purpose governments that are
engaged in only governmental activities (such as some library districts) or that are engaged in both
governmental and business-type activities (such as some school districts) generally should be the same as
for general-purpose governments. Special-purpose governments engaged only in business-type activities
(such as utilities) should present only the financial statements required for enterprise funds, accompanied
by MD&A and other RSI. Special-purpose governments engaged only in fiduciary activities (such as public
employee retirement systems) should present only the financial statements required for fiduciary funds,
accompanied by MD&A and other RSI.
.179 MD&A. MD&A should be presented before the basic financial statements, introduce the basic
financial statements, and provide an analytical overview of the government's financial activities. It should
provide an objective and easily readable analysis of the government's financial activities based on currently
known facts, decisions, or conditions. Among the requirements, MD&A should—
•

Include comparisons of the current year to the prior year based on the government-wide information.
However, in the first year that GASB Statement No. 34 is applied, governments are not required to
restate the prior year information to provide the comparative data for MD&A.

•

Provide an analysis of the government's overall financial position and results of operations to help users
to assess whether that financial position has improved or deteriorated as a result of the year's activities.

• Provide an analysis of significant changes in the results and balances reported for major funds and
an analysis of significant budget variances.
•

Describe capital asset and long-term debt activity during the year.

•

Describe currently known facts, decisions, or conditions that are expected to have a significant effect
on financial position or results of operations.

.180 Basic Financial Statements. The basic financial statements replace a government's current generalpurpose financial statements (GPFS). The basic financial statements consist of the government-wide financial
statements, fund financial statements, and notes to the financial statements. (As noted earlier, certain
special-purpose governments are not required to present the government-wide financial statements.)

.181 Government-wide financial statements. The government-wide financial statements consist of two
statements—a statement of net assets and a statement of activities. Those statements should be prepared
using the economic resources measurement focus and the accrual basis of accounting and should report all
of the assets, liabilities, revenues, expenses, and gains and losses of the government. However, because their
resources are not available to finance the government's programs, fiduciary activities should be excluded
from the government-wide statements. Each statement should distinguish between the governmental and
business-type activities of the primary government and between the total primary government and its
discretely presented component units by reporting each in separate columns or rows.
.182 The statement of net assets generally should report all capital assets, including infrastructure assets,
and the statement of activities generally should report depreciation expense on those capital assets. However,
depreciation is not required for infrastructure assets that are part of a network or subsystem of a network as
long as the government manages those assets using an asset management system that has certain charac
teristics and the government can document that the assets are being preserved approximately at (or above)
a condition level established and disclosed by the government as part of RSI (see information later in this
section). That alternative treatment for infrastructure assets is termed the modified approach. (See also the
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section in this Audit Risk Alert entitled "Revision of State and Local Governmental Units Audit and
Accounting Guide" for a discussion of audit issues relating to the modified approach.)

.183 The statement of net assets should report a government's net assets in three categories—invested
in capital assets net of related debt, restricted, and unrestricted. Net assets should be reported as restricted
when constraints placed on their use are either externally imposed (for example, by creditors or grantors) or
imposed by law through constitutional provisions or enabling legislation. Permanent endowments or
permanent fund principal amounts included in restricted net assets should be displayed in two additional
components—expendable and nonexpendable.
.184 The government-wide statement of activities should be presented in a format that reports, for each
of the government's functions, expenses reduced by program revenues, resulting in a measurement of "net
(expense) revenue." Program expenses for each function should include at least all of the function's direct
expenses and may include some or all of its indirect expenses. If indirect expenses are allocated, direct and
indirect expenses should be presented in separate columns. Program revenues derive directly from the
program itself or from parties outside the reporting government's taxpayers or citizens as a whole. General
revenues (such as taxes), contributions to permanent and term endowments, contributions to permanent
fund principal, special items, and extraordinary items should be reported separately after the total net
(expense) revenue of the government's functions, ultimately arriving at the change in net assets for the period.
Special items are significant transactions or other events that are either unusual in nature or infrequent in
occurrence and that are within the control of management. Extraordinary items are transactions or other
events that are both unusual and infrequent.

.185 Fund financial statements. Fund financial statements should consist of a series of statements that
focus on information about the government's major governmental and enterprise funds, including its
blended component units. Fund financial statements also should report information about a government's
fiduciary funds and component units that are fiduciary in nature. Separate fund financial statements are
required for each of the three categories of funds—governmental, proprietary, and fiduciary.
.186 GASB Statement No. 34 refines the definitions of enterprise, internal service, and certain fiduciary
funds. It eliminates the expendable and nonexpendable trust funds and creates two new fund types—permanent
funds and private-purpose trust funds. Permanent funds, which are governmental funds, report resources that
are legally restricted in that only earnings, and not principal, may be used to support the government's programs
for the benefit of the government or its citizens. Private-purpose trust funds, which are fiduciary funds, report
all trust arrangements (other than pension and other employee benefit trust funds and investment trust
funds) for which principal and income benefit individuals, private organizations, or other governments.

.187 Governmental funds should present a balance sheet and a statement of revenues, expenditures, and
changes in fund balances using the current financial resources measurement focus and the modified accrual
basis of accounting. Governmental fund financial statements should include summary reconciliations to the
government-wide financial statements at the bottom of the statements or in accompanying schedules.
Proprietary funds should present a statement of net assets and a statement of revenues, expenses, and
changes in fund net assets using the economic resources measurement focus and the accrual basis of
accounting. In some circumstances, reconciliations to the government-wide statements may be required.
Proprietary funds also should present a statement of cash flows.

.188 The focus of fund financial statements is on major governmental and enterprise funds. Major funds
should be reported in separate columns in the governmental and proprietary fund financial statements and
are determined by a two-step test based on relative percentages of total assets, liabilities, revenues, or
expenses and expenditures. The reporting government also may report any other governmental or enterprise
fund as a major fund. Nonmajor funds should be reported in the aggregate in a separate column. Internal
service funds are excluded from the major fund reporting requirements and should be reported in the
aggregate in a separate column on the proprietary fund statements.
AAM §8070.183
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.189 Fund balances for governmental funds should be segregated into reserved and unreserved catego
ries. Proprietary fund net assets should be reported in the same categories required for the government-wide
financial statements. Proprietary fund statements of net assets should distinguish between current and
noncurrent assets and liabilities and should display restricted assets.
.190 Governmental fund statements of revenues, expenditures, and changes in fund balances should
separately report revenues, expenditures, other financing sources and uses (including transfers), special
items, and extraordinary items.

.191 Proprietary fund statements of revenues, expenses, and changes in fund net assets should distin
guish between operating and nonoperating revenues and expenses. Those statements also should report
capital contributions, contributions to permanent and term endowments, special items, extraordinary items,
and transfers separately at the bottom of the statement to arrive at the all-inclusive change in fund net assets.
Cash flows statements should be prepared using the direct method.
.192 Fiduciary fund statements, which should include component units that are fiduciary in nature,
should present a statement of fiduciary net assets and a statement of changes in fiduciary net assets using
the economic resources measurement focus and the accrual basis of accounting. Both statements should
present separate columns for each fiduciary fund type.

.193 Interfund activity includes interfund loans, interfund services provided and used, and interfund
transfers. Interfund activity and the related balances should be reported in the fund financial statements but,
in some cases, will be eliminated in the government-wide financial statements.

.194 Notes to the Financial Statements. Previous disclosure standards are continued under GASB State
ment No. 34, and certain additional disclosures that are directly related to the provisions of Statement No.
34 also are required. For example, GASB Statement No. 34 requires certain disclosures about significant
accounting policies that pertain to the government-wide financial statements, capital assets and long-term
liabilities, and enterprise fund segments. (See also the discussion below of the GASB exposure draft
outstanding on note disclosures.)
.195 Other Required Supplementary Information. In addition to MD&A, GASB Statement No. 34 requires
budgetary comparison schedules to be presented as RSI along with other types of RSI required by previous
GASB pronouncements. It also establishes RSI for governments that use the modified approach for reporting
infrastructure assets.

.196 RSI should include budgetary comparison schedules for the general fund and for each major special
revenue fund that has a legally adopted annual budget. The budgetary comparison schedules should present
both (1) the original and (2) the final appropriated budgets for the reporting period as well as (3) actual
inflows, outflows, and balances, stated on the government's budgetary basis. Certain disclosures about the
budgetary information should be presented in notes to RSI. Alternatively, a government could present its
budgetary comparison information in a basic financial statement.

.197 If a government uses the modified approach for its infrastructure assets, RSI and notes thereto should
present information about the condition of those assets and about the estimated and actual costs to maintain and
preserve those assets approximately at (or above) the government's "target" condition level for those assets.
Help Desk—The AICPA has published (and will be updating in the fall of 2001) a helpful
Practice Aid, Understanding and Implementing GASB's New Financial Reporting Model: A
Question and Answer Guide for Preparers and Auditors of State and Local Governmental Financial
Statements (Product No. 022515kk), to help you and the governments you audit begin the
process of understanding the new standards. See the further discussion in "GASB Statement
No. 34 Implementation Guidance" later in this section.
AICPA Audit and Accounting Manual
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.198 GASB Statement No. 35. GASB Statement No. 35, Basic Financial Statements—and Management's
Discussion and Analysis—for Public Colleges and Universities, was issued in November 1999 and extends the
scope of GASB Statement No. 34 to include public colleges and universities.

.199 GASB Statement No. 35, through the provisions of GASB Statement No. 34, permits legally separate
public colleges and universities to use the guidance for special-purpose governments engaged only in business
type activities, engaged only in governmental activities, or engaged in both governmental and business-type
activities in their general purpose external financial statements. Under that guidance, a public college or university
is required to include MD&A; basic financial statements, as appropriate for the category of special-purpose
government reporting selected, including notes to the financial statements; and RSI other than MD&A.
.200 Public colleges and universities should implement GASB Statement No. 35 depending on the three
implementation phases discussed earlier for GASB Statement No. 34, based on their revenues (excluding
additions to investment in plant or other financing sources and extraordinary items). However, colleges and
universities that are a component unit of a state or local government should implement the financial reporting
model at the same time as their primary governments, even if that is earlier than its "assigned" phase based
on the component unit's revenues. Public colleges and universities that report as special-purpose govern
ments engaged only in business-type activities should retroactively report infrastructure assets at the same
time they implement GASB Statement No. 35.

.201 When a public college or university reports as engaged only in business-type activities, GASB
Statement No. 34, paragraph 100, requires that its statement of revenues, expenses, and changes in fund net
assets distinguish between operating and nonoperating revenues and expenses. Many public colleges and
universities receive subsidies and appropriations from state and local governments, and some of those
entities may want to classify those amounts as operating revenues because of their significance to their
operations. You should be aware that GASB Statement No. 34, paragraph 102, refers to GASB Statement No.
9, Reporting Cash Flows of Proprietary and Nonexpendable Trust Funds and Governmental Entities That Use
Proprietary Fund Accounting, for guidance in defining a proprietary fund's operating revenues and expenses
and GASB Statement No. 9, paragraphs 21b and 24b, indicates when grants and subsidies should be reported
as noncapital or capital and related financing activities, rather than as operating activity cash flows. Also,
according to item 215 of the GASB 34 Q&A, annual operating grants and subsidies should be reported as
nonoperating revenues, as illustrated in the nonauthoritative, illustrative financial statements in GASB
Statement No. 35. Further, appropriations for capital-related purposes should be reported separately after
nonoperating revenues and expenses.
.202 GASB Interpretation No. 6. In March 2000, the GASB issued GASB Interpretation No. 6, Recognition
and Measurement of Certain Liabilities and Expenditures in Governmental Fund Financial Statements. The effective
date of the Interpretation coincides with the effective date of GASB Statement No. 34 for the reporting
government (see the discussion earlier in this section). Earlier application is encouraged provided that the
Interpretation and GASB Statement No. 34 are implemented simultaneously.
.203 GASB Interpretation No. 6 addresses certain long-standing concerns about the interpretation and
application of modified accrual standards in governmental fund financial statements. GASB Interpretation
No. 6 provides a common, internally consistent interpretation of standards for distinguishing the portions
of liabilities that should be reported as (1) governmental fund liabilities and expenditures and (2) general
long-term liabilities of the government in certain areas in which practice differences have occurred or could
occur. Key points of clarification include the following.
•

Unless there is an applicable accrual modification, governmental fund liabilities and expenditures
should be accrued. Liabilities that governments normally pay in a timely manner and in full from
expendable available financial resources (for example, salaries and utilities) should be recognized
when incurred, without regard to the extent to which resources are currently available to liquidate
the liability.
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• A government's unmatured long-term indebtedness (other than "specific fund debt" of proprietary
and trust funds) should be reported as general long-term liabilities, rather than governmental fund
liabilities. This applies not only to formal debt issues, such as bonds, but also to other forms of general
long-term indebtedness, including compensated absences, claims and judgments, special termination
benefits, landfill closure and postclosure care costs, and "other obligations" that are not due for
payment in the current period.
• A government may accrue an additional governmental fund liability and expenditure for debt service
on general long-term debt, beyond the amounts matured, if it has provided financial resources to a
debt service fund for payment of liabilities that will mature early in the following year. A government
has provided financial resources if it has deposited or transferred to a debt service fund financial
resources that are dedicated for payment of debt service. Early in the following year refers to a short
time period—usually one to several days and not more than one month.
• Liabilities for compensated absences, claims and judgments, special termination benefits, and landfill
closure and postclosure care costs are "normally expected to be liquidated with expendable available
financial resources," and should be recognized as governmental fund liabilities, to the extent that
they mature each period. The accumulation of financial resources in a governmental fund for eventual
payment of unmatured liabilities (for example, compensated absences expected to become due in
future periods) does not constitute an outflow of current financial resources or result in the recogni
tion of an additional governmental fund liability or expenditure. Governments that would prefer
accrual-basis reporting for those liabilities in the fund financial statements could consider reporting
the activity through a trust fund or an internal service fund.
GASB Exposure Drafts Outstanding

What exposure drafts of proposed pronouncements does the GASB have outstanding?

.204 Basic Financial Statements—and Management's Discussion and Analysis—for State and Local
Governments: Omnibus. In December 2000, the GASB released the exposure draft of a proposed Statement
to clarify or modify certain provisions of GASB Statement No. 34. Among the provisions clarified by the
exposure draft are the following:
•

Requirements for the contents of MD&A

•

The financial reporting effect of changing to the modified approach for reporting infrastructure

•

Classification of program revenues, including fines and forfeitures

•

Major fund criteria

.205 In addition, modifications to the requirements of GASB Statement No. 34 include eliminating the
requirement to capitalize construction period interest for governmental activities and changing the minimum
level of detail required for business-type activities in the statement of activities from "segments" to "different
identifiable activities." The exposure draft also includes proposed amendments to GASB Statement No. 21,
Accounting for Escheat Property, that are necessary because of the changes to the fiduciary fund structure
required by GASB Statement No. 34.
.206 The exposure draft proposes that the provisions of the Statement be simultaneously implemented with
GASB Statement No. 34. For governments that implemented GASB Statement No. 34 before the issuance of the
Omnibus Statement, its requirements would be effective for financial statements for periods beginning after June
15,2000. The GASB plans to issue the Omnibus Statement in the summer of 2001 as GASB Statement No. 37.

.207 Certain Financial Statement Note Disclosures. In June 2000, the GASB released the exposure draft
of a proposed Statement to establish, modify, and rescind current requirements to disclose certain informa
tion in the notes to the financial statements. The exposure draft would rescind the current requirement to
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report the method a government uses for encumbrances, and also would eliminate the recommendation to
report certain budgetary information. The exposure draft proposes changes and additions to note disclosures
regarding the following:
•

Descriptions of the activities accounted for in financial statement columns

•

The length of time ("availability" period) for recognizing governmental fund revenues

•

Actions taken to address significant violations of finance-related legal or contractual provisions

•

Debt and lease obligations, including variable-rate debt

•

Short-term debt activity

•

Interfund balances and transfers

•

Details about significant individual accounts that are aggregated within larger balances in the
financial statements

The exposure draft proposes that the provisions of the Statement be effective at the same time as GASB
Statement No. 34 (see the discussion earlier in this section), except that there would be a one-year delay for
phase 1 governments for the disclosures concerning short-term debt, disaggregation of balances, and
interfund transfers and balances. Early implementation would be encouraged. The GASB plans to issue the
Statement in the summer of 2001 as GASB Statement No. 38.

.208 The Financial Reporting Entity: Affiliated Organizations. Released in December 1994, this expo
sure draft of a proposed Statement would establish standards to determine whether an organization should
be classified as an affiliated organization and, if so, would establish criteria to determine whether that
affiliated organization is a component unit of a primary government's financial reporting entity. The GASB
is reconsidering alternatives for including resources raised, held, or invested by potential component units
and may issue a revised ED in the summer of 2001.
Additional GASB Projects

What projects is the GASB working on now?

.209 Although the GASB is continuing to devote significant efforts to the implementation of the new
financial reporting model, it has numerous other short- and long-term projects on its agenda. Projects that
may see EDs of proposed accounting and financial reporting standards released in 2001 and 2002 include
disclosures about deposit and investment risks, other postemployment benefits, environmental liabilities,
and the preservation method for infrastructure assets and capital asset impairment. The GASB's conceptual
framework project also may result in proposed Concepts Statements in 2001 and 2002.
.210 The GASB also has identified several financial reporting issues as potential long-term projects—(1)
fiduciary responsibilities; (2) financial instruments; (3) the financial section of the CAFR; and (4) economic
condition, popular, service efforts and accomplishments (performance measurement), and electronic finan
cial reporting.
.211 The GASB staff is working on a second implementation guide for GASB Statement No. 34. (See
the section entitled "GASB Statement No. 34 Implementation Guidance" for a discussion of the first
implementation guide.) The GASB staff plans to issue the second guide late in 2001. The GASB staff
also has issued several "user guides" to GASB Statement No. 34; see the section entitled "GASB Statement
No. 34 User Guides."

.212 In January 2001, the GASB added a project to its agenda to consider whether each required column
in the financial statements prepared in conformity with GASB Statement No. 34 should be considered a
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separate basic financial statement. That determination would, in effect, establish the level of materiality for
purposes of preparing governmental financial statements and, thus, help to resolve the issue of materiality
for purposes of planning and reporting on audits of those financial statements. However, that project is
currently inactive as the GASB and AICPA attempt to arrive at a resolution to the matter in other ways. (See
also the materiality discussion earlier in this Audit Risk Alert in the section entitled "Revision of State and
Local Governmental Units Audit and Accounting Guide.")

Help Desk—If you are interested in tracking the progress of the GASB's projects, informa
tion is posted and periodically updated on the GASB Web site at www.gasb.org.

Performance Measurements
Is there any new information on performance measurements in government?
.213 If you are interested in the use and reporting of performance measures for governmental services,
check out the GASB's Web site for performance measurement for government at www.seagov.org. That Web
site has a wealth of resources on the topic, such as the following:

•

Discussions of the nature and purpose of performance measures in governments and GASB's
research on the topic

•

Case studies

•

Synopses of published articles and news stories

•

Links to performance measurement and management-related resources on the Internet

•

Contact information for persons involved in performance measurements for governments

•

Online discussion groups on developing, reporting, and using performance measures

•

A calendar of pertinent conferences, training seminars, and other events

•

A bibliography

•

A section devoted to citizens, presented in nontechnical language

.214 If a government you audit develops and reports performance measurements, you may be able to
use that information when you perform analytical procedures on financial statement amounts as required
by SAS No. 56, Analytical Procedures (AICPA, Professional Standards, vol. 1, AU sec. 329), for an audit's planning
and overall review stages. That is, the relationship of performance measures to financial statement amounts
can provide you clues about areas of audit risk and potential financial statement misstatements.

Superseded Audit Guides Still Required for Accounting and Financial Reporting
Under GASB Standards
Are certain governmental entities still subject to the accounting
and financial reporting guidance in the AICPA's three superseded
Audit and Accounting Guides that covered not-for-profit organizations?
.215 The AICPA Audit and Accounting Guide Not-for-Profit Organizations superseded three other AICPA
Guides: Audits of Voluntary Health and Welfare Organizations, Audits of Colleges and Universities, and Audits of
Certain Nonprofit Organizations. However, some of the accounting and financial reporting guidance in
those three guides continues to apply to certain governmental entities because GASB Statement No. 15,
Governmental College and University Accounting and Financial Reporting Models, and No. 29, The Use of
Not-for-Profit Accounting and Financial Reporting Principles by Governmental Entities, refer to them. If you audit any
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governments that use the accounting and financial reporting guidance in those guides, you need to be careful
about how you use that guidance by considering guidance issued since they were last updated in 1994. Each
of the three guides describes at what point the updating process stopped.
.216 You also should know that the accounting guidance in those guides is superseded by GASB
Statement No. 34 and No. 35. Once the phased-in implementation of those GASB Statements is complete, the
accounting and financial reporting guidance in those guides will no longer apply to any governmental
entities. Consequently, the AICPA is no longer selling copies of those three guides.

GASB Statement No. 34 Implementation Guidance
Where can preparers and auditors of governmental financial statements
find guidance on implementing GASB Statement No. 34?
.217 Last year, the GASB staff issued a question and answer book, Guide to Implementation of GASB
Statement 34 on Basic Financial Statements—and Management's Discussion and Analysis—for State and Local
Governments, to provide direct-from-the-source guidance about applying the provisions of GASB State
ment No. 34. That Guide includes the complete standards section from the statement; nearly 300
questions and answers about implementation issues; and illustrative financial statements for a municipal
government, an independent school district, and a state government. That Guide also presents alterna
tive approaches and optional reporting and disclosure techniques in a separate appendix. Further, it
includes a section that contains ten "how to" exercises, which provide practical explanations and guidance
in applying certain complex or innovative provisions of GASB Statement No. 34, such as indirectly deter
mining direct method cash flows and determining major funds. (As discussed in the section entitled
"Additional GASB Projects," the GASB staff is planning a second implementation guide on GASB Statement
No. 34.)
.218 A booklet that would fit handily in your briefcase or computer bag is the AICPA's Understanding
and Implementing GASB's New Financial Reporting Model: A Question and Answer Guide for Preparers and Auditors
of State and Local Governmental Financial Statements (Product No. 022515kk). That booklet, which was issued
shortly after the GASB issued Statement No. 34, will help you and the governments you audit begin the
process of understanding the new standards. The AICPA practice aid booklet includes more than sixty
questions and answers that digest the contents of the Statement. That publication also refers you to relevant
paragraphs in the Statement, analyzes the standards, and identifies issues auditors and preparers should
consider early in the implementation planning process. That booklet is a useful reference tool that can be
easily distributed to staff and to the governments you audit, and could serve as a basis for training on the
new standards. (Remember to be on the lookout this fall for a revision to the practice aid booklet.) In addition,
the AICPA has several group- and self-study courses on GASB Statement No. 34. (See the section of this
Audit Risk Alert entitled "References for Additional Guidance.")
.219 Many other organizations, including the Association of School Business Officials International
(ASBO), the Government Finance Officers Association (GFOA), the National Association of College and
University Business Officers (NACUBO), and the National Association of State Auditors, Comptrollers, and
Treasurers (NASACT), also are providing either or both written materials and training programs to help you
understand GASB Statement No. 34 and to find answers to implementation questions.

.220 A visit to the GASB Web site might be helpful. That Web site has an area devoted to GASB Statement
No. 34 implementation. That area includes a basic overview of and background information about GASB
Statement No. 34, a calendar of upcoming training sessions, a bibliography of implementation-related
articles, links to Internet sites with information about implementation, and a list of question and answer
databases and discussion forums. The site also lists governments that already have implemented the
Statement, with links to electronic versions of many of their financial statements.
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GASB Statement No. 34 User Guides
How can you help a government assist the users of its financial statements in
understanding the changes that will result from GASB Statement No. 34?
.221 The GASB staff recently issued six guides to help financial statement users understand the financial
statements that will be prepared using the provisions of GASB Statement No. 34. Those guides are not
authoritative pronouncements under the hierarchy of GAAP for governmental entities as provided in SAS
No. 69, The Meaning of Present Fairly in Conformity With Generally Accepted Accounting Principles, as
amended (AICPA, Professional Standards, vol. 1, AU sec. 411).
.222 Two guides, What You Should Know about Your Local Government's Finances: A Guide to Financial
Statements and What You Should Know About Your School District's Finances: A Guide to Financial Statements,
were issued in late 2000 and are intended to provide insights to financial statement users—from public
finance novices to long-time public sector managers—about how to use financial statement information to
make informed decisions. Those guides also are a resource for auditors and government finance officers who
need to explain financial statements to elected officials, citizens, and clients. A third guide, An Analyst's Guide
to Government Financial Statements, was issued in 2001 to help regular and intensive users of governmental
financial statements—such as rating agencies, institutional investors, and bond insurers—more effectively
assimilate the information from financial statements prepared in conformity with GASB Statement No. 34.

.223 The final three guides are "quick guides"—entitled The Quick Guide to State Government Financial
Statements, The Quick Guide to Local Government Financial Statements, and The Quick Guide to School District
Financial Statements. Those guides are abbreviated versions of the in-depth user guides and were prepared
for legislators, board members, and others who seek a concise, easy-to-read overview of the new govern
mental financial reporting model.

Technical Inquiries
Where can you get answers to your technical questions
about GAAP for state and local governments?
.224 During 2000, the GASB instituted a new system to respond to technical inquiries, a service it
traditionally has provided. As resources allow, the GASB staff responds to technical inquiries about
governmental accounting and financial reporting to promote the uniform application of GAAP and to foster
relations with the GASB's constituency. You should be aware that those responses reflect the staffs' opinions
in light of the particular circumstances the inquirer describes and should not be viewed as an official position
of the board.

.225 If you have an inquiry that involves general information (such as the status of a current GASB project
or the effective date of a statement), you can call or send an e-mail to the assigned staff member. Staff
assignments are listed on the GASB Web site. Inquiries that involve an interpretation of accounting standards
should be submitted through the GASB technical inquiry system by using a form on the GASB Web site that
can be completed and submitted online. Alternatively, you may mail or fax your inquiry on a data input
form that is available from the GASB's fax-on-demand department at (203) 847-0700, ext. 14. GASB staff
generally respond to your inquiry by telephone within one or two weeks, but the response may take longer
depending on staff availability.
.226 Information submitted through the GASB Technical Inquiry System is confidential and will not be
shared with any person or organization outside of the GASB and the Financial Accounting Foundation.
However, the GASB may use questions submitted anonymously in its staff implementation guides and other
GASB publications.
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.227 The AICPA's Technical Hotline continues to address members' questions about GAAP for state and
local governments submitted by phone. The Technical Hotline now also accepts questions online at the
AICPA Web site. Information about this service appears later in the section of this Audit Risk Alert entitled
"References for Additional Guidance."

Applicability of FASB Statement No. 133, No. 137, and No. 138
Are governmental entities required to implement the recent
FASB Statements on derivatives and hedging activities?
.228 FASB Statement No. 133, Accounting for Derivative Instruments and Hedging Activities, was issued
in June 1998. That Statement was amended by FASB Statements No. 137, Accounting for Derivative
Instruments and Hedging Activities—Deferral of the Effective Date of FASB Statement No. 133—an amendment
of FASB Statement No. 133, issued June 1999, and No. 138, Accounting for Certain Derivative Instruments
and Certain Hedging Activities—an amendment of FASB Statement No. 133, issued June 2000. FASB
Statement No. 133, as amended, became effective for all fiscal quarters of all fiscal years beginning after
June 15, 2000.
.229 FASB Statement No. 133, as amended, establishes accounting and financial reporting standards for
derivative instruments, including certain derivative instruments embedded in other contracts (collectively
referred to as derivatives), and for hedging activities. It requires that an entity recognize all derivatives as
either assets or liabilities in the statement of financial position and measure those instruments at fair value.
If certain conditions are met, a derivative may be specifically designated as (1) a hedge of the exposure to
changes in the fair value of a recognized asset or liability or an unrecognized firm commitment, (2) a hedge
of the exposure to variable cash flows of a forecasted transaction, or (3) a hedge of the foreign currency
exposure of a net investment in a foreign operation, an unrecognized firm commitment, an available-for-sale
security, or a foreign-currency-denominated forecasted transaction. FASB Statement No. 133, as amended,
amends or supersedes various FASB pronouncements relating to the accounting and financial reporting
(including note disclosures) relating to derivatives and hedging.
.230 GASB Statement No. 20, Accounting and Financial Reporting for Proprietary Funds and Other Govern
mental Entities That Use Proprietary Fund Accounting, paragraph 7, as amended by GASB Statement No. 29,
The Use of Not-for-Profit Accounting and Financial Reporting Principles by Governmental Entities, permits a
proprietary activity to elect to apply all FASB Statements and Interpretations issued after November 30,1989,
that are developed for business enterprises, except for those that conflict with or contradict GASB pronounce
ments. Therefore, proprietary activities that have made a "paragraph 7 election" to apply post-November
30, 1989, FASB pronouncements should consider whether and how to apply the provisions of FASB
Statement No. 133, as amended, which has certain provisions that do not conflict with or contradict GASB
pronouncements. The GASB Web site advises those who have general questions about the applicability of
FASB Statement No. 133, as amended, to contact project managers Randy Finden at (203) 847-0700, ext. 240,
or rjfinden@gasb.org; or Wesley Galloway at (203) 847-0700, ext. 272 or wagalloway@gasb.org. If you have
a specific question about FASB Statement No. 133, as amended, that involves an interpretation of the
accounting standards, you should use the GASB's technical inquiry system as discussed earlier in this section
of this Audit Risk Alert at "Technical Inquiries."

Executive Summary—Accounting Issues and Developments
• GASB Statement No. 33 and No. 36 and GASB Interpretation No. 5 generally become effective during
2001. GASB Statements No. 34 and No. 35 and GASB Interpretation No. 6 do not become effective
until after 2001, although early application is encouraged.
• The GASB has three exposure drafts of proposed pronouncements outstanding.
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Executive Summary—Accounting Issues and Developments—continued

• Some of the accounting and financial reporting guidance in three superseded AICPA guides
continues to apply to certain governmental entities until superseded by GASB Statement No. 34 and
No. 35.
• Various guidance information on implementing GASB Statement No. 34, includes a question-andanswer book from the GASB staff, a practice aid booklet and group- and self-study courses from the
AICPA, written materials and training programs from many other organizations, and a GASB Web
site area devoted to GASB Statement No. 34 implementation.
• The GASB staff recently issued six guides to help financial statement users understand the financial
statements that will be prepared using the provisions of GASB Statement No. 34.
• The GASB has instituted a new system to respond to technical inquiries. The AICPA's Technical
Hotline also addresses members' questions about GAAP for state and local governments submitted
by phone or online at the AICPA Web site.
• Proprietary activities that have made a "paragraph 7 election" under GASB Statement No. 20 to apply
post-November 30, 1989, FASB pronouncements should consider whether and how to apply the
provisions of FASB Statement No. 133, as amended.

References for Additional Guidance
AICPA
Publications

.

231

The following AICPA publications may be of interest to auditors of state and local governments.

• Audit and Accounting Guide Audits of State and Local Governmental Units (Product No. 012062kk)

• SOP 98-2, Accounting for Costs of Activities of Not-for-Profit Organizations and State and Local Governmen
tal Entities That Include Fund Raising (Product No. 014887kk)—Note that this SOP is available as an
appendix to the Audit and Accounting Guides for state and local governmental units (see previous
bullet for product number) and not-for-profit organizations (Product No. 013394kk). It also is
included in AICPA Technical Practice Aids (Product No. 005140kk).
• SOP 98-3, Audits of States, Local Governments, and Not-for-Profit Organizations Receiving Federal
Awards—Note that this SOP is available as an appendix to the Audit and Accounting Guides for state
and local governmental units and not-for-profit organizations and in Technical Practice Aids (see
bullets above for product numbers).

• Understanding and Implementing GASB's New Financial Reporting Model (Product No. 022515kk)—This
publication provides a summary of the significant portions of GASB Statement No. 34, answering
the most important questions about the new requirements for the annual financial reports of state
and local governments. Additionally, assessments of the new standard are provided, as well as
insights into planning and implementation issues. For a more detailed description of this publication,
see the section of this Audit Risk Alert entitled "GASB Statement No. 34 Implementation Guidance."

• Auditing Recipients of Federal Awards: Practical Guidance for Applying OMB Circular A-133, Audits of
States, Local Governments, and Non-Profit Organizations (Product No. 006607kk)—This Practice Aid
contains comprehensive analyses and guidance on applying OMB Circular A-133. The publication
includes numerous audit checklists and illustrative examples to help auditors perform audits that
comply with regulations. For a more detailed description of this publication, see the section of this
Audit Risk Alert entitled "AICPA Single Audit Guidance."
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•

Checklists and Illustrative Financial Statements for State and Local Governmental Units (Product No.
008774kk)—Updated annually, this publication provides checklists and illustrations of financial
statements and note disclosures and auditors' reports, including reports in accordance with Govern
ment Auditing Standards and the Single Audit Act Amendments of 1996.

•

Audit and Accounting Manual (Product No. 007260kk)—Updated annually, this publication has an
extensive section of internal control questionnaires and audit programs for audits of governmental
entities, including audits in accordance with the Single Audit Act Amendments of 1996.

•

Considering Fraud in a Financial Statement Audit: Practical Guidance for Applying SAS No. 82 (Product
No. 008883kk)—This Practice Aid walks auditors through issues likely to be encountered in applying
SAS No. 82, Consideration of Fraud in a Financial Statement Audit (AICPA, Professional Standards, vol. 1,
AU secs. 110, 230, 312, and 316), to audits, including valuable tools such as sample documentation.
The publication also provides specific guidance on applying the concepts of the SAS to various
industries, including government.

Continuing Professional Education Courses

.232 The AICPA offers continuing professional education (CPE) in the form of both group-study and
self-study courses, and in print and video format.

.233 Group study courses include the following:
•

A-133: Merging Compliance Supplement, Cost Circulars and Audit Guides

•

Advanced Auditing of HUD-Assisted Projects

•

Applying A-133 to Nonprofit and Governmental Organizations

•

Applying Fraud SAS No. 82 in Governmental and Not-for-Profit Audits

•

Auditing State and Local Governments

•

Audits of HUD-Assisted Projects

•

Audits of Public Schools

•

GASB No. 34 Implementation: From Here to There

•

GASB No. 34 Infrastructure: How In the GASB Are We Going To Do This?

•

Government Reporting Models for 2000 and Beyond (GASB 34)

•

Governmental Accounting and Auditing Update

•

Governmental and Nonprofit Annual Update

•

Performance Audits of Governmental Entities

•

Solving Complex Single Audit Issues for Government and Nonprofit Organizations

•

Workpaper Preparation Techniques for Government and Nonprofit Organizations

•

Yellow Book: Government Auditing Standards

. 234 Self-study courses include the following (all product numbers appear in parentheses after the course
titles):
•

Advanced Auditing of HUD-Assisted Projects (730185kk)

•

Applying A-133 to Nonprofit and Governmental Organizations (730195kk)
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•

Applying Fraud SAS No. 82 in Governmental and Not-for-Profit Audits (735135kk)

•

Auditing State and Local Governments (730285kk)

•

Audits of HUD-Assisted Projects (730290kk)

•

Audits of Public Schools (739080kk)

•

GASB No. 34 Implementation: From Here to There (731565kk)

•

GASB No. 34 Infrastructure: How in the GASB Are We Going to Do This? (731560kk)

•

Government Reporting Models for 2000 and Beyond (GASB 34) (735170kk)

•

Governmental Accounting and Auditing Update (736466kk)

•

Introduction to Governmental Accounting (735201kk)

•

Performance Audits of Governmental Entities (737055kk)

•

Solving Complex Single Audit Issues for Government and Nonprofit Organizations (734403kk)

•

Workpaper Preparation Techniques for Government and Nonprofit Organizations (732628kk)

•

Yellow Book: Government Auditing Standards (736108kk)

.235 The following video courses also are available:
•

Government Reporting Model for 2000 and Beyond (GASB 34) (180175kk)

•

Governmental Accounting and Auditing Update (186462kk)

•

Implementing the New Government Reporting Model (350005kk)

•

Solving Complex Single Audit Issues for Government and Nonprofit Organizations (184401kk)

•

Federal Accounting, Reporting, and Auditing Update (181008kk)

•

Workpaper Preparation Techniques for Government and Nonprofit Organizations (182628kk)

Online CPE Offer!

.236 The AICPA now offers an online learning library, AICPA InfoBytes. An annual fee ($95 for members
and $295 for nonmembers) offers unlimited access to over 1,000 hours of online CPE in one- and two-hour
segments. Register today at infobytes.aicpaservices.org.

.237 To order AICPA products, call (888) 777-7077 (menu selection #1); write the AICPA Order Depart
ment, P.O. Box 2209, Jersey City, NJ 07303-2209; or fax (800) 362-5066. The best times to call are 8:30 a.m. to
11:30 a.m. and 2:00 p.m. to 7:30 p.m., Eastern Standard Time. Also, visit the AICPA's Web site (www.aicpa.
org) to obtain product information and place online orders.

Industry Conferences
.238 The AICPA will hold its eighteenth annual National Governmental Accounting and Auditing
Update Conference on August 20-21, 2001, in Washington, D.C., and again on September 24-25, 2001,
in Denver, Colorado. This high-level conference is designed for practitioners; officials working in federal,
state, or local governmental finance and accounting; and recipients of federal awards. It is the premier
forum for the discussion of important governmental accounting and auditing developments. Partici
pants will receive updates on current issues, practical advice, and timely guidance on recent develop
ments from experts.
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.239 The AICPA also offers an annual training program called the National Governmental and Not-forProfit Training Program. This year's program will be held on October 22-24, 2001, in Orlando, Florida. It is
designed for practitioners or accountants, auditors, and other staff in government who want in-depth,
hands-on training in government accounting and auditing. For more information about the conference or
the training program, please call the AICPA CPE Conference Hotline at (888) 777-7077.

Accounting and Auditing Technical Hotline
.240 The Technical Hotline answers members' inquiries about accounting, auditing, attestation, compi
lation, and review services. Call (888) 777-7077 or visit the AICPA Web site at www.aicpa.org.

Ethics Hotline
.241 Members of the AICPA's Professional Ethics Team answers inquiries concerning independence and
other behavioral issues related to the application of the AICPA Code of Professional Conduct. Call (888)
777-7077.

AICPA Home Page

.242 The AICPA has established a home page on the World Wide Web. AICPA Online, the AICPA's Web
site at www.aicpa.org, offers members a unique opportunity to stay abreast of developments in accounting
and auditing. CPAs can benefit tremendously by using online resources such as professional news, mem
bership information, state and federal legislative updates, AICPA press releases, speeches, and exposure
drafts, among other things. The home page also features a "Talk to Us" section for members who want to
send e-mail messages directly to AICPA representatives or teams. Also, with a comprehensive list of links
to other accounting- and finance-related sites, AICPA Online serves as a gateway to additional Internet
resources. The home page also includes a separate section that deals with single audit issues. Look for this
information at www.aicpa.org/belt/al33main.htm. Also, CPAs that work in government should note that
there is a separate section of the AICPA home page devoted specifically to them. Look for this information
at www.aicpa.org/members/div/cpagov/index.htm.

Fax Hotline
.243 The AICPA has a Fax Hotline that enables members to obtain pertinent information from a fax
machine twenty-four hours a day, seven days a week. Current AICPA comment letters, conference brochures
and registration forms, CPE information, AcSEC actions, and legislative news are among the documents that
can be retrieved on the Fax Hotline. To access the hotline, dial (201) 938-3787 from a fax machine, follow the
voice cues, and when prompted, provide the number(s) of the document(s) desired. A list of all items
available through this service may be obtained via the Fax Hotline by entering document number 1.

Governmental Accounting Standards Board
.244 GASB publications can be obtained by calling the GASB Publication Department at (800) 748-0659.
Publications are also available from the GASB Order Department (P.O. Box 30784, Hartford, CT 06150,
payment by check); phone (800) 748-0659); or on its Web site at www.gasb.org.
.245

•

The GASB offers the following publications and services.
Codification of Governmental Accounting and Financial Reporting Standards. The 2000-2001 edition is as
of June 30,2000. An updated edition as of June 30 each year is issued in late summer. Beginning with
the June 30, 2001 edition, the GASB will issue two versions of the Codification—one incorporating
GASB Statement No. 34 and related pronouncements for governments that will begin to implement
the standards in 2001 and the other with those standards remaining in an appendix.
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•

GASB Original Pronouncements, as of June 30, 2000. An updated edition as of June 30 each year is
issued in late summer. As with the Codification, the GASB will issue two versions of Original
Pronouncements beginning with the June 30, 2001 update—one that indicates the effects of GASB
Statement No. 34 and related pronouncements and the other without.

•

GASB implementation guides. Implementation guides are authored by GASB staff to explain how
to implement a particular GASB Standard. They are written in question-and-answer format,
organized based on the general topics in the standard. Guides have been issued for Statement
No. 3, No. 9, No. 10, No. 14, Nos. 25-27, No. 31, and No. 34. Guides are not part of the GASB's
subscription service.

•

GASB user guides. The GASB has published a series of guides to assist different users of govern
ment financial statements in understanding what information can be found in financial state
ments prepared under GASB Statement No. 34. The guides that have been issued are: What You
Should Know About Your Local Government's Finances: A Guide to Financial Statements, What You
Should Know About Your School District's Finances: A Guide to Financial Statements, and An Analyst's
Guide to Government Financial Statements. In addition, the series includes three "quick guides"—
abbreviated versions of the more complete guides—The Quick Guide to Local Government Financial
Statements, The Quick Guide to School District Financial Statements, and The Quick Guide to State
Government Financial Statements.

•

GASB Web site—Information about the GASB can be found on its Web site, www.gasb.org. The site
features a section on GASB Statement No. 34 with a calendar of training sessions and seminars and
links to online resources about the Statement. The "What's New?" section contains the latest news
about the GASB and governmental accounting, as well as calendars of GASB meetings, speaking
engagements, constituent events, outstanding due process documents, the current-period technical
plan, and other frequently requested materials. Other items include "Facts about GASB"; summaries
of all final GASB documents and ordering information; and a list of board members, staff, and
advisory council members with their e-mail addresses.

•

Performance Measurements for Governments Web site—The GASB's other Web site, located at
www.seagov.org, is a clearinghouse for information about the development, use, and reporting of
performance measures for governments. The site's main features include a citizens' guide and links
to government performance indicators, studies, reports, government sites, ongoing projects, and
several online discussion groups.

•

Fax Information System—The GASB has a twenty-four-hour fax system that enables interested persons
to obtain information on upcoming meetings, the current-period technical plan, and "Facts about
GASB." To access the system, dial (203) 847-0700, ext. 14, from a fax machine, and follow the voice
cues.

Federal Agencies—Administrative Regulations
.246 Most federal agencies issue general administrative regulations that apply to their programs. These
regulations provide general rules on how to apply for grants and contracts, how grants are made, the general
conditions that apply to and the administrative responsibilities of grantees and contractors, and the compli
ance procedures used by the various agencies. Those regulations are included in the Code of Federal
Regulations.

.247 In 1988, a final rule, Uniform Administrative Requirements for Grants and Cooperative Agreements with
State and Local Governments, was published, establishing a common rule to create consistency and uniformity
among federal agencies in the administration of grants to and cooperative agreements with state, local, and
federally recognized Indian tribal governments. The common rule has been codified in each federal agency's
portion of the Code of Federal Regulations.
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General Accounting Office
.248

GAO publications and services include the following:

•

Government Auditing Standards, 1994 Revision as Amended—These standards, also referred to as the
Yellow Book, relate to audits—both financial and performance—of governmental organizations,
programs, activities, and functions, and of governmental funds received by contractors, nonprofit
organizations, and other nongovernmental organizations. The standards incorporate the AICPA
SASs for fieldwork and reporting, and prescribe additional standards to meet the more varied
interests of governmental audit report users. The 1994 revision and its amendments (see below) are
for sale by the Superintendent of Documents, U.S. Government Printing Office (GPO), Washington,
DC 20401; phone (202) 512-1800; fax (202) 512-2250; Product No. 020-000-00-265-4. The current
codification of the standards that includes Amendment No. 1 and No. 2 (see below) is available on
the Yellow Book section of the GAO Web site at www.gao.gov/govaud/ybk01.htm.

•

Government Auditing Standards: Amendment No. 1, Documentation Requirements When Assessing Control
Risk at Maximum for Controls Significantly Dependent Upon Computerized Information Systems (GAO/
A-GAGAS-1)—In May 1999, the GAO issued its first amendment to the 1994 version of Government
Auditing Standards. The amendment establishes a new field work standard requiring documentation
in the planning of financial statement audits in certain circumstances. An electronic version can be
accessed through the Yellow Book section of the GAO Web site (see above).

•

Government Auditing Standards: Amendment No. 2, Auditor Communication (GAO/A-GAGAS-2). Issued
in July 1999, this second amendment to Government Auditing Standards requires specific communica
tion concerning the auditor's work on compliance with laws and regulations and internal control
over financial reporting. The amendment also requires the auditor to emphasize in the auditor's
report on the financial statements the importance of the reports on compliance with laws and
regulations and internal control over financial reporting when these reports are issued separately
from the report on the financial statements. An electronic version can be accessed through the Yellow
Book section of the GAO Web site (see above).

•

Interpretation of Continuing Education and Training Requirements—Government Auditing Standards es
tablishes specific CPE requirements for auditors working on audits performed in accordance with
those standards. This interpretation guides audit organizations and individual auditors on imple
menting the CPE requirements by answering the most frequently asked questions from the audit
community. This interpretation was effective for CPE reporting periods beginning on or after January
1,1991, and is available on the Yellow Book section of the GAO Web site (see above).

•

GAO on the World Wide Web—GAO issues hundreds of reports and testimony to the Congress each year
on a variety of subjects, including accounting, budgeting, and financial management. Now the full
text of GAO products can be retrieved via the Internet. GAO's Web site is at www.gao.gov. Full text
files are available in both PDF and HTML versions. ASCII files are available through a direct link
from the Web site. For information on how to access GAO reports or other documents on the Internet,
send an e-mail message to info@www.gao.gov. GAO's Web site is updated daily and, besides the
items discussed above, includes—

— The GAO Daybook, a daily listing of released reports and testimony.
— The monthly catalog of reports and testimony (with links to most documents listed).
— Reports and testimony released since the last monthly catalog.
— Comptroller General Decisions and legal opinions.
— GAO Policy Documents.
— Special publications, including GAO Annual Index and GAO Annual Report.
Unless otherwise noted, requests for hard copies of these publications should be sent to the GAO, P.O. Box 37050,
Washington, DC 20013; phone (202) 512-6000. Orders also may be placed by using the fax number (202) 512-6061.
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Office of Management and Budget
Circulars
.249 The OMB issues cost and grants management circulars to establish uniform policies and rules to be
observed by federal agencies for the administration of federal grants. Federal agencies then adopt these
circulars in their regulations. The process for issuing circulars includes due process, with a notice of any
proposed changes in the Federal Register, a comment period, and careful consideration of all responses before
issuance of final circulars. The following table includes a list of circulars relevant to audits of state and local
governments. Copies of these circulars are available under the grants management heading on the OMB Web
site at www.whitehouse.gov/OMB.
OMB Circulars Relevant to Audits of State and Local Governments

.250
Circular
Number

Title

Issue Date

A-21 (Revised)

Cost Principles for Educational Institutions

August 2000

A-87 (Revised)

Cost Principles for State, Local, and Indian Tribal Governments

August 1997

A-102 (Revised)

Grants and Cooperative Agreements With State and Local Governments

August 1997

A-110 (Revised)

Uniform Administrative Requirements for Grants and Agreements With
Institutions of Higher Education, Hospitals, and Other Nonprofit
Organizations

September 1999

A-133 (Revised)

Audits of States, Local Governments, and Nonprofit Organizations

June 1997

OMB Circular A-133 Compliance Supplement

.251 The Supplement (appendix B in OMB Circular A-133) sets forth the major federal compliance
requirements to consider in a single audit of states, local governments, and nonprofit organizations that
receive federal assistance. You can find the 2001 Supplement (and the preceding 2000 Supplement) on the
OMB's Web site at the grants management address, www.whitehouse.gov/OMB/grants. You may purchase
a printed copy (Product No. 041-001-00562-5) or CD ROM version (Product No. 041-001-00563-3) of the 2001
Supplement from the Government Printing Office at (202) 512-1800.

Other Guidance
.252 OMB-Prescribed Grants Management Standard Forms. Standard forms prescribed by OMB's grants
management circulars can be obtained on the grants management section of OMB's Web site (see above).
The data collection form (Form SF-SAC) which is required to be completed for all single audits, can be
completed online at the Federal Audit Clearinghouse Web site at harvester.census.gov/sac. That site also
has PDF files of the data collection form.
.253 The Catalog of Federal Domestic Assistance (CFDA) is a government-wide compendium of federal
programs, projects, services, and activities that provide assistance or benefits to the public. Program
information provided by the CFDA includes authorizing legislation and audit requirements. The General
Services Administration (GSA) is responsible for the dissemination of federal domestic assistance informa
tion through the catalog and maintains the information database from which program information is
obtained. A searchable version of the CFDA is located at www.cfda.gov.
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.254 The GSA also makes copies of the CFDA available to certain specified national, state, and local
government offices. Catalog staff may be contacted at (202) 708-5126. The catalog may be purchased from
the GPO by calling (202) 512-1800.

.255 The CFDA also is available on machine-readable magnetic tape, high-density floppy diskettes, and
CD-ROM. These may be purchased by contacting Federal Domestic Assistance Catalog Staff (MVS), General
Services Administration, 300 Seventh Street, SW, Suite 101, Washington, DC 20407 or calling (202) 708-5126.

PCIE Audit Committee Guidance
.256 The PCIE Audit Committee publishes supplemental, nonauthoritative guidance for federal officials
addressing issues arising from the implementation of the Single Audit Act and related OMB Circulars.

.257 Over the years, the PCIE Audit Committee (or its predecessors) has issued a total of six position
statements. Most of these position statements were developed to address issues related to audits conducted
under the Single Audit Act of 1984, Circular A-128, and the March 1990 version of Circular A-133. Only PCIE
Statement No. 4, which establishes uniform procedures for referrals of substandard audits to state boards of
accountancy and the AICPA, continues to be applicable to audits conducted under the Single Audit Act
Amendments of 1996 and the June 1997 Circular A-133. You can find PCIE Statement No. 4 on IGnet, the
Inspectors General Web site, in the Single Audit Library. The Internet address for that library is www.
ignet.gov/pande/audit/mains.html.
.258 Note that the PCIE Audit Committee also is responsible for developing nonfederal audit review
guidelines in the form of a desk review guide and a quality control review guide. Those guides, which have
been recently updated for the Single Audit Act Amendments of 1996 and the June 1997 revision to Circular
A-133, are available at the Internet address in the paragraph above.

Government Finance Officers Association
.259

Government Finance Officers Association (GFOA) publications include the following:

•

The New Blue Book for the New Model GAAFR: Using the GASB 34 Model—This publication provides
detailed professional guidance on the practical application of the new financial reporting model to
state and local governments. (The New GAAFR Study Guide Outlines and Exercises also is available to
assist those wishing to use the GAAFR for instructional or self-study purposes.)

•

An Elected Official's Guide to the New Governmental Financial Reporting Model—This publication
provides a comprehensive overview of the new governmental financial reporting model established
by GASB Statement No. 34. The discussion is reinforced by a number of simple exhibits illustrating
the key concepts of the new model.

•

Recommended Practices for State and Local Governments—The 2000 update is a compilation of recom
mended practices in public financial management. They are intended to identify enhanced techniques
and provide effective strategies for state and local governments. The recommended practices are
presented in the areas of accounting, auditing, and financial reporting; cash management; budgeting
and financial management; debt management; and retirement and benefits administration.

•

Audit Management Handbook—This handbook on audit management is intended for state and local
governments and CPA firms that are involved in obtaining or performing financial audits. It provides
information on all aspects of the audit management process, including establishing the scope of the
audit, audit procurement (including a model request for proposal), monitoring the audit, and the
resolution of audit findings.

•

A Guide to Arbitrage Requirements for Governmental Bond Issues and 1994 Supplement—These two
publications present a comprehensive overview of federal arbitrage requirements.
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•

An Elected Official's Guide to Auditing—This booklet provides elected officials, management and other
nonaudit professionals with practical information concerning the audit process for state and local
governments. Easy-to-follow explanations cover: annual audits of financial statements; Yellow Book
audits; single audits; auditor's reports; managing the financial audit; performance auditing; and
internal auditing. Throughout, the booklet follows a simple question-and-answer format that makes
it suitable for distribution to those new to the world of public-sector auditing.

•

Pension Accounting and Reporting; Pension CAFRS: Guidelines for the Preparation of a Public Employee
Retirement System Comprehensive Annual Financial Report; 2000 Survey of State and Local Government
Employee Retirement Systems—Survey Report; and the PENDAT 2000 Database and User's Manual—
Various publications and other products on the administration of and financial reporting for PERS.

The GFOA can be contacted at 180 N. Michigan Avenue, Suite 800, Chicago, IL 60601-7476; phone (312)
977-9700; fax (312) 977-4806; Internet address: www.gfoa.org.
*

*

*

*

.260 This Audit Risk Alert replaces State and Local Governmental Developments—2000 [AAM section 80701.
The State and Local Governmental Developments [AAM section 8070] Audit Risk Alert is published annually.
As you encounter audit and industry issues that you believe warrant discussion in next year's Alert, please
feel free to share them with us. Any other comments that you have about the Audit Risk Alert would also
be greatly appreciated. You may e-mail these comments to lgivarz@aicpa.org or write to:
Leslye Givarz
AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881

.261 We also suggest that you review the AICPA Audit Risk Alert—2000/2001 [AAM section 8010], which
is a general update on economic, auditing, accounting, and other professional developments. That publica
tion discusses numerous general audit topics of interest that, although not specifically geared toward an
audit of the financial statements of state and local governments, might be relevant to auditors of those
financial statements.
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.262

Appendix A
The Internet—An Auditor's Research Tool
If used properly, the Internet can be a valuable tool for auditors. Through the Internet, auditors can access a
wide variety of global business information. For example, information is available relating to professional
news, state CPA society information, IRS activities, software downloads, university research materials,
currency exchange rates, stock prices, annual reports, and legislative and regulatory initiatives. Not only are
such materials accessible from the computer, but also they are available at any time, often free of charge.
A number of resources provide direct information, whereas others may simply point to information inside
and outside of the Internet. Auditors can use the Internet to—
•

Obtain audit and accounting research information.

•

Obtain information, regulations, and documents from federal agencies and departments.

•

Discuss audit issues with peers.

•

Communicate with audit clients.

•

Obtain information from a client's Web site.

•

Obtain information from professional associations.

There are caveats to keep in mind when using the Internet. Reliability varies considerably. Some information
on the Internet has not been reviewed or checked for accuracy; we advise caution when you access data from
unknown or questionable sources. Although a vast amount of information is available on the Internet, much
of it may be of little or no value to auditors. Accordingly, auditors should learn how to use search engines
effectively and efficiently. The Internet is best used in tandem with other research tools, because it is unlikely
that all desired research can be conducted solely from Internet sources.

The following listing summarizes the various Web sites of many of the organizations referred to in this Audit
Risk Alert, as well as others that auditors of state and local governments may find useful.
Web Site Address

Organization
American Institute of CPAs:
Main page
Single audit page

www.aicpa.org
www.aicpa.org/belt/al33main.htm
www.ed.gov/offices/OIG

Department of Education Office of Inspector
General Non-Federal Audit Team
Department of Housing and Urban Development:
Office of Inspector General
Real Estate Assessment Center

www.hud.gov/oig
www.hud.gov/offices/reac

Federal Audit Clearinghouse

harvester.census.gov/sac

Federal Aviation Administration, Office of
Airports, Passenger Facility Charge Branch

www.faa.gov/arp/530home.htm

FinanceNet (the federal Chief Financial
Officers Council's site)

www.financenet.gov

Financial Accounting Standards Board

www.fasb.org
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Organization

Web Site Address

General Accounting Office
Main page
Government Auditing Standards section

www.gao.gov
www.gao.gov/govaud/ybk01.htm

General Services Administration

www.gsa.gov

Government Finance Officers Association

www.gfoa.org

Governmental Accounting Standards Board
Main page
Performance Measurement for Government

www.gasb.org
www.seagov.org

U.S. House of Representatives

www.house.gov

IGnet (the federal Inspectors General site:)
Main page
Single audit library

www.ignet.gov
www.ignet.gov/pande/audit/mains.html

Internal Revenue Service:
Main page
Exempt Organizations segment
Employee Plans segment
Federal, state, and local governments
Tax-exempt bonds

www.irs.gov
www.irs.gov/bus_info/eo
www.irs.gov/bus_info/ep
www.irs.gov/bus_info/fsig
www.irs.gov/bus_info/bonds

Library of Congress

lcweb.loc.gov

Municipal Securities Rulemaking Board

www.msrb.org

National Archives and Records Administration
(to search Code of Federal Regulations, Federal
Register, and Public Laws)

www.access.gpo.gov/su_docs/index.html

National Association of State Auditors,
Comptrollers, and Treasurers

www.sso.org/nasact

Office of Management and Budget:
Main page
Grants management section

www.whitehouse.gov/OMB
www.whitehouse.gov/OMB/ grants

Securities and Exchange Commission

www.sec.gov

U.S. Senate

www.senate.gov

Thomas Legislative Search

thomas.loc.gov

[The next page is 8215.]
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AAM Section 8080
Common Interest Realty Associations
Industry Developments—2000/01
In This Year's Alert . . .
•

Why do CIRAs remain appealing?

•

What important CIRA basics are relevant to auditors of ongoing and new CIRA clients?

•

What recent governmental developments should you be aware of as part of this year's CIRA
engagement?

•

What is important about CIRA budgets and their analysis for this year's CIRA engagements?

•

Can CIRA board of director minutes be a helpful tool in your audit?

•

What independence issues may be especially relevant for CIRAs?

•

What common CIRA engagement accounting and disclosure deficiencies have been cited in recent
peer reviews?

•

As financial advisers, can accountants help their CIRA clients develop an investment strategy to
achieve current and future availability of funds for expenditures as required? Also, will this function
impair the practitioner's independence by performing investment advisory services?

•

What are the uncertainties to the lenders and to your CIRA client and its members?

•

What should the accountant's involvement be in the transition period attributable to a new manage
ment company?

•

What replacement funding plan is best for your CIRA client?

•

What assurance services can you offer your client beyond the audit?

•

What's the current status of the Accounting and Review Services Committee's deliberations on how
to clarify the applicability of SSARS 1? What's the current status of "management-use only" financial
statements?

•

What new auditing and attestation standards are relevant for practitioners to consider?

•

What new ASB exposure draft has been issued this year?

•

What new FASB accounting pronouncements have been issued by the FASB?

•

What new FASB exposure drafts have been issued since last year?

•

What other AICPA publications may be of value to my practice?

•

How can I order AICPA products? What other AICPA services may be of interest to me?
* * * *

AICPA Audit and Accounting Manual

AAM §8080

8216

Audit Risk Alerts

47

12-00

Industry Developments
Why do CIRAs remain appealing?
.01 Today, common interest realty associations (CIRAs) make up an estimated 85 percent to 90 percent
of all new homes constructed, as either condominiums, cooperatives (co-ops), or planned communities. This
can be attributed to the following factors:
•

Americans have, for the most part, accepted the restrictions characteristic of CIRAs in return for the
recreational amenities, social activities, architectural controls, security, and collective maintenance,
which are perceived to protect and enhance property values.

•

Community associations cater to young families, active adults, and senior citizens, suiting lifestyles
and increasing their leisure time. There are also specialized associations that cater to golfers.

•

The current population of aging baby boomers, among others, seek livable environments with a sense
of community in addition to pleasant physical surroundings and amenities. As a result of market
demand, more planned communities are on the way.

•

Many local jurisdictions often give builders and developers little choice except to create community
associations because of fiscal limitations imposed by rising school populations and voter-imposed
limits on real estate tax increases. This has led to the following:
— Governmental activities and responsibilities, such as road maintenance and stormwater manage
ment, has shifted to the community associations.
— The privatization of public functions such as those mentioned here has allowed jurisdictions to
permit continued development of needed housing without having to pay for the concomitant
infrastructure. Developers are now required to build the infrastructure and then create an
association to maintain it after development and sales are complete.

•

Lack of land in metropolitan areas, land restrictions, lack of water and sewer capabilities, and energy
shortages also support the trend toward CIRA developments.

•

Efforts have been made to substantially increase the percentage of homeowners in America, espe
cially in under-served groups such as minorities, women, immigrants, and people in urban areas.
Traditionally, co-ops have served as the ownership vehicle of choice for the very low end of the
ownership spectrum. Similarly, condominiums and townhouse associations have been the highestdensity structures that could be used to lower the cost of a home and make ownership possible for
millions of middle-class Americans in the affordable marketplace.

•

A wave of conversions of multifamily rental apartments into urban condominiums and cooperatives
made ownership even more affordable.

.02 Although conventional single-family homes built outside of CIRAs will still be around, CIRA
developments are going to continue to be a common choice in the future housing of this country. The
Community Association Institute (CAI) predicts the following trends for future community associations:
•

CIRAs will continue to be a common housing choice.

•

The racial and cultural diversity of the United States will be reflected in community associations.

•

The importance of community harmony will flourish.

•

Residential day care and aging facilities for members will be among the social issues that associations
will continue to address.

•

Inclusionary housing for low- to moderate-income homebuyers will be provided through community
associations.
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New technologies will be incorporated into the CIRAs to improve connectivity with hospitals,
schools, businesses, and municipal government.

.03 The common interest ownership concept is growing into many other areas, including—

•

Commercial and industrial condominiums, such as shopping centers, professional buildings, and
industrial parks.

•

Resort condominiums, such as time-share developments.

•

Land condominiums, such as marinas, docks, recreational vehicles, and parking facilities.

•

Mixed-use condominiums, including residential units, hotels, offices, and shopping malls.

The expanding industry will promote more business opportunities for all the parties involved in each aspect
of the industry—for example, unit owners, developers, financiers, builders, and architects.

Industry Basics
What important CIRA basics are relevant to auditors of ongoing and new CIRA clients?
.04 Practitioners who are expanding their practice to include CIRAs for the first time or updating their
understanding of CIRA information for the current-year engagement plan might appreciate a few CIRA
basics that we've included here. Especially when planning a CIRA audit engagement for the first time,
practitioners should gain an understanding of the unique CIRA industry characteristics, as required by
Statement on Auditing Standards (SAS) No. 22, Planning and Supervision (AICPA, Professional Standards, vol.
1, AU sec. 311). With a foundation of relevant industry information, you are likely to be more successful with
the unique and general planning considerations for the CIRA audit engagement itself. For example, the
auditor may consider reviewing the governing documents of a CIRA for a complete picture of the association
regarding such aspects as the legal environment in which the CIRA operates, what the common areas are,
and what the basis is for various policies and procedures that are in place. Additionally, the auditor needs
to understand the "personality" of the CIRA. Are they low-income homes? Second or vacation homes?
Retirement communities? High-end homes?

What Do CIRAs Include?
.05 CIRAs represent real estate property owned by the association, by individual CIRA members, or
both. CIRAs serve the collective needs of their members. This year the Alert adds a new facet to the types of
CIRAs—commercial associations, a way of branching out into nonresidential arenas. The different types of
associations include—
•

Planned communities, with members who own property and a dwelling plus a nonexclusive easement
to common areas, such as parks and recreational facilities (for example, homeowners' associations).
The association generally holds title to the common areas.

•

Master associations, with two or more developments that share common property or common goals,
for example, architectural controls.

•

Condominiums, with members who hold separate titles to a living space and shared title (an undivided
interest) in common property, such as building exteriors, sidewalks, grounds, elevators, landscaping,
swimming pools, and other amenities.

•

Cooperative housing corporations, with members who own a share in a corporation that owns the
common property, including all improvements, and is responsible for its maintenance, debt service,
and repairs, among others. The owners' share allows them to lease from the cooperative or to sell
their shares of ownership.
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•

Time-share organizations, with members who collectively own and share units, or developers or trustee
owners who sell the right to use selected property for certain limited times.

•

Commercial associations, which offer nonresidential facilities, including shopping centers, parking
facilities, industrial parks, professional buildings, docks, and marinas.

Executive Summary—Industry Developments

•

Today, CIRAs make up an estimated 85 percent to 90 percent of all new homes constructed, as
either condominiums, cooperatives, or planned communities.

•

This year the Alert adds a new facet to the types of CIRAs—commercial associations, a way of
branching out into nonresidential arenas.

•

The expanding industry will promote more business opportunities for all the parties involved in each
aspect of the industry—for example, unit owners, developers, financiers, builders, and architects.

Regulatory Developments
What recent governmental developments should you be
aware of as part of this year's CIRA engagement?
.06 A number of CIRAs are involved with housing programs administered by the Federal Housing
Administration (FHA), which is part of the Department of Housing and Urban Development (HUD). For
example, these FHA/HUD programs may provide mortgage insurance, rent subsidies, direct loans, or
mortgage interest subsidies. These programs promote the development of housing for elderly and low/mod
erate income individuals and families. CIRAs that are developed under these programs are usually required
to adhere to specific program requirements, as well as the requirement to submit annual audited financial
statements to HUD. As the auditor, you may refer to HUD handbooks for guidance on accountant qualifi
cations, financial statement format, disclosure, reporting, and specific program compliance.

.07 The following segment on section 236 excess income is applicable to cooperatives that refinanced
under section 223(f) of the HUD program for existing multifamily rental housing.

Calculating and Retaining Section 236 Excess Income
.08 HUD Notice H 00-17 was issued on September 5, 2000, and is applicable to section 236 projects that
are HUD-held and insured and to formerly noninsured state agency projects that were refinanced under the
section 223(f) program before July 30,1998. These projects are eligible to retain excess income for project use
or for nonproject use if generated on or after October 20, 1999. For those that are behind on mortgage
obligations, excess income may be retained for project or nonproject use only if generated on or after October
20, 1999. The deadline for requesting HUD's approval for this category of projects was October 31, 2000.
Excess income that was generated on or after October 1,2000, for project or nonproject use is ineligible to be
retained unless approval is received in advance for the retention and use in an appropriation act.
.09 Excess income comprises cash collected as rent from residents by the mortgagor, on a unit-by-unit
basis, that is higher than the HUD-approved unassisted basic rent. Excess income may be used for any project
purpose, such as project operating shortfalls and repair costs, which are applicable to CIRA clients. Another
project use applicable to CIRA clients is increasing deposits to the reserve fund for replacements to a limit
necessary to fund the reserve adequately.

.10 HUD Notice H 00-17 also contains reporting requirements for remitting excess income to HUD under
circumstances where the owner is not authorized to keep the excess income and the accounting treatment
for the collection and retention of excess income for eligible projects in the required annual audited financial

AAM §8080.06

Copyright © 2000, American Institute of Certified Public Accountants, Inc.

47

12-00

8219

Common Interest Realty Associations Industry Developments—2000/01

statements. Under other reporting requirements, a narrative report will be required on an annual basis to be
submitted to the local HUD office describing the amount of excess income retained during the year and the
project uses. Failure to submit could end your privilege of retaining future excess income. For more detailed
guidelines on HUD Notice 00-17, go to www.hudclips.org/.

FCC Ruling on Telecommunications Competition in Multitenant Buildings
.11 On October 12, 2000, the Federal Communication Commission (FCC) approved new rules that will
promote consumer choice and telecommunications competition. The FCC ruling prohibits telecommunica
tions carriers from entering into exclusive contracts with multitenant building owners. It also requires utility
companies to provide telecommunications and cable service providers with reasonable and nondiscrimina
tory access to conduit and other rights-of-way in buildings to guarantee more options for consumers.
Telecommunications companies that sell satellite dishes for high-speed Internet access are exempt from
authoritative rules set by homeowners' associations pursuant to this ruling.

.12 The FCC ruling also prohibits restrictions that hinder tenants from the installation, maintenance,
or use of certain video antennas for wireless and Internet services where the tenant has a direct or indirect
ownership in the property. The FCC took actions to minimize the competitive carriers' dependence on
the local exchange carriers (LECs) allowing access to on-premise wiring. How does this affect CIRAs?
Community associations now must allow telecommunication providers, individual association resi
dents, and video programming providers to install wiring or equipment on common property. This
impedes the community associations' right to manage the installation of telecommunications equipment
on association property.

Tax Forms Filed
.13 Associations, other than co-ops and commercial associations, are in a rather unique position when it
comes to filing federal taxes because they may elect annually to file either—

•

Form 1120 (or 1120A) under Internal Revenue Code (IRC) section 277, which taxes the associations
as C corporations at progressive rates. The IRC section 277 requires nonexempt membership organi
zations other than cooperative housing corporations that filed under IRC subchapter T to separate
income and expenses into membership and nonmembership activities. Under IRC section 277, certain
CIRAs are generally taxed on both net membership and net nonmembership income. Revenue Ruling
70-604 provides an election, however, that allows net membership income to be excluded from
taxation. If the election is made, the excess of membership assessments over expenditures, if actual
or constructively refunded to members or applied to the following year's assessments, is not taxable.
Also under IRC section 277, net membership losses cannot be used to offset nonmembership income.
Also, when Form 1120 is filed, there are a myriad of tax issues centered around IRC section 118 and
what is a capital contribution, thus excludable from taxable income.

•

Form 1120H under IRC section 528, which taxes associations at a flat rate of 30 percent (32 percent
for time-shares)1 on net taxable income in excess of $100, generally from sources other than member
ship dues, fees, and assessments. Net operating loss and dividends received deductions are not
permitted. (Net member assessments' income is exempt from taxes if total membership income
constitutes at least 60 percent of the associations' total revenue sources.) Income subject to taxation
would include, for example, interest income and rental income, net of expense; income received from
nonmembers; and "per-use" fees, such as parking fees. For additional information regarding the
advantages and disadvantages related to the election to file under IRC section 528, see paragraph
6.05 in the Common Interest Realty Association Audit Guide for more details.

Commercial condominiums do not qualify for filing Form 1120H.
1 The Taxpayer Relief Act of 1997 (PL 105-34) extended IRC section 528 taxation rules to time-share associations.
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Cooperative Associations and Subchapter T
.14 Cooperative associations have been responsible for determining their taxable income in accordance
with IRC section 277 until last year. In spite of being required to file under IRC section 277, some cooperative
associations departed from that ruling in the past and instead filed under subchapter T, which allows more
flexibility regarding the definition of taxable interest and other income.
.15 In 1999, the Internal Revenue Service (IRS) conceded that cooperatives meeting certain criteria are
covered by subchapter T provisions instead of IRC section 277. Before 1999, some associations were not filing
under section 277; they were including footnote disclosure that they were not following IRC section 277
rulings and were instead filing under subchapter T provisions. Other CIRAs that have filed under IRC section
277 in the past might be due refunds as a result of this 1999 development. Therefore, you should consider
discussing any possible tax refunds due the association and any related disclosures that might be required
for the current audit engagement. The auditors should be aware that time is running out for filing amended
returns for tax refunds.

Special Notes to Practitioners on CIRA Tax Planning

.1 6 You can help your CIRA client in several ways when it comes to tax planning issues. Consider these
suggestions as you plan the CIRA engagement:
1.

Address the decision about the annual election to file Form 1120 or Form 1120H, discussing the pros
and cons of each (see the CIRA Audit Guide 2000, which discusses this information in more detail).
Address the decision process early, and consider including the decision results as part of the
engagement letter.

2. Discuss with your client the implications of nonexempt-function income (income other than member
assessments and income related to member services), which is taxable when associations make the
Form 1120H election. Consider recommending that clients try to minimize tax liabilities. For example,
associations might consider charging use fees annually instead of on a "per use" basis.
3. Remember that, in some cases, homeowners' associations may qualify as tax-exempt entities and file
Form 990.

4. Be aware of the timing of return filing. Association tax returns are due two months and fifteen days
after the end of the entity's fiscal year.

Executive Summary—Regulatory Developments

•

HUD Notice H 00-17 was issued on September 5,2000, and is applicable to IRC section 236 projects
that are HUD-held, insured, and formerly noninsured state agency projects that were refinanced
under the IRC section 223(f) program before July 30, 1998. These projects are eligible for the
possibility to retain excess income for project use or for nonproject use if generated on or after
October 20,1999.
• On October 12, 2000, the FCC approved new rules that will promote consumer choice and
telecommunications competition.
• Under IRC section 277, certain CIRAs are generally taxed on both net membership and net
nonmembership income. Revenue Ruling 70-604 provides an election, however, such that net
membership income can be excluded from taxation. If the election is made, the excess of membership
assessments over expenditures, if actual or constructively refunded to members or applied to the
following year's assessments, is not taxable.
• Net operating loss and dividends received deductions are not permitted on Form 1120H under IRC
section 528.
• The auditors should be aware that time is running out for co-ops that have filed under IRC section 277
in the past to file amended returns for tax refunds.
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Audit Issues and Developments
Budgets and Budget Analysis
What is important about CIRA budgets and their
analysis for this year's CIRA engagements?
.17 We reemphasize the ongoing importance of budgets to CIRAs. Why are budgets important? Primar
ily, budgets are the basis of assessments, or revenues, for a CIRA. Therefore, budgets are the cornerstone of
association performance measurement.
.18 The legal documents creating most CIRAs require that assessments be based on budgets. The budgets
of CIRAs are the monetary expression of their goals and objectives and emphasize the stewardship
responsibility of their board of directors. According to Financial Accounting Standards Board (FASB)
Statement of Financial Accounting Concepts No. 4, Objectives of Financial Reporting by Nonbusiness Organiza
tions, budgets are used to allocate and control the use of resources. Budgets are also used to obtain resources.
For example, budgets are pivotal in establishing levels of dues, taxes, and fees to be imposed.
.19 Budgets are pivotal in assessing actual versus anticipated CIRA operating results. The CIRA Audit
Guide recommends that the auditor consider comparing budgeted amounts with actual amounts as an
analytical procedure in the audit of a CIRA. SAS No. 56, Analytical Procedures (AICPA, Professional Standards,
vol. 1, AU sec. 329), provides guidance on the use of analytical procedures and requires the use of analytical
procedures in the planning and overall review stages of all audits.
.20 As an auditor of CIRA clients, you should be cognizant that in many situations the budget accom
panying the financial statement has expired. As discussed in the CIRA Audit Guide, if you choose to include
expired budget information in the financial statements, this additional information accompanying the
financial statements should be treated in accordance with the provisions of SAS No. 29, Reporting on
Information Accompanying the Basic Financial Statements in Auditor-Submitted Documents (AICPA, Professional
Standards, vol. 1, AU sec. 551). Although audit procedures on expired budgets are generally not applicable,
the auditor should disclaim an opinion on such information. For an example of a disclosure of opinion that
would be appropriate in such circumstances, see paragraph 7.22 in the CIRA Audit Guide.
Help Desk—The AICPA's new Auditing Practice Release, Analytical Procedures (Product
No. 021069kk), provides great implementation guidance for the use of analytical proce
dures. It also includes a discussion of your professional responsibilities under Statement
on Auditing Standards (SAS) No. 56, Analytical Procedures (AICPA, Professional Standards,
vol. 1, AU sec. 329).
.21 If the CIRA has accepted financial reserve study recommendations, auditors should inquire about
whether the CIRA has reconciled these approved financial amounts with the budget to ensure consistency.

.22 How do budgets play a part in performance evaluations? Budgets can guide CIRA owners who use
them as one measure of evaluating both manager and board performance. Performance of these key CIRA
decision makers is a reflection of, among other things, how the association has actually performed relative
to achieving its budgetary financial goals. Some of the more important categories for CIRAs to consider
when evaluating performance include revenues (member and nonmember assessments) and operating
expenses, including management fees and other wages and benefits; utilities; routine common property
maintenance; and insurance.
.23 We now present some important industry "basics" to remind you of specific issues of ongoing
concern to the CIRA industry.
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Review of Minutes
Can CIRA board of director minutes be a helpful tool in your audit?
.24 The board of directors of CIRAs meet on a periodic basis. Minutes of those meetings generally are
prepared. In reviewing the minutes the auditor should consider matters that may have an affect on the
financial statements of their CIRA client.
.25 Generally the bylaws provide a provision that require CIRAs to maintain minutes of all meetings.
An excellent source of information, the minutes highlight major events and transactions that occurred during
the year. They can be easily summarized for inclusion in the working papers and serve as references for
disclosure in the financial statements.

.26 What might you consider when reviewing the minutes of your CIRA client?2
•

Election, replacement, or resignation of board members. A current listing of the board members provides
resources for analytical review by allowing the auditor to identify changes in volunteer leadership
on the CIRA's board of directors to assess the CIRAs audit risk. For example, if a board member has
resigned, note the circumstances leading to that resignation.

•

Status of sponsor or developer representatives. Minutes provide the status of a sponsor or developer
representative on the board versus unit-owner board members. Because sponsor or developer issues
may be included in the minutes, you might determine if this warrants additional specialized
procedures, for example, related-party transactions.

•

Related-party transactions. The minutes should document any related-party transactions, which may
require disclosure in conformity with FASB Statement of Financial Accounting Standards No. 57,
Related Party Disclosures. They also may indicate whether the board or management is related to any
contractor that the CIRA hires or if a sponsor or developer-owned management company is engaged.

•

Approval of major contracts. Minutes flag large dollar amounts for major contracts, making it easier
for you to find and compare the agreed-upon versus actual expenditures. Also, the minutes can
indicate the need for a commitment disclosure.

•

Bank and investment accounts authorizations. The minutes track various banking activities, such as the
board's knowledge and approval in opening and closing bank accounts, including the purchase or
sale of investments and rollovers.

•

Purchase and sale of property and equipment. Board minutes document the purchases of property and
equipment, giving you the opportunity to verify the appropriate accounting treatment.

•

Replacement fund transactions. Minutes highlight replacement fund transactions, including replace
ment expenditures and other additions or subtractions to or from the fund. In addition, minutes
reveal the approval of any replacement fund expenditures, accompanied by specific details relating
to the expenditure. The status of an engineering study—if one is planned or has recently been
completed—is also often noted.

•

Legal matters. The minutes alert you to any changes in legal counsel, or of any legal matters, such as
lawsuits, that may raise accounting and disclosure issues. Should any litigation or potential claim
against the CIRA be reported, you will need to determine the status of any such litigation to evaluate
management's consideration of FASB No. 5, Accounting for Contingencies. This can be done through
issuance of a legal confirmation. The auditor should refer to the guidance contained in SAS No. 12,

2 Accountants who perform compilations and reviews for their CIRA clients should refer to Statement on Standards for Accounting
and Review Services (SSARS) 1, Compilation and Review of Financial Statements (AICPA, Professional Standards, vol. 2, AR sec. 100), as
amended, for guidance.
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Inquiry of a Client's Lawyer Concerning Litigation, Claims, and Assessments (AICPA, Professional Stand
ards, vol. 1, AU sec. 337).
•

Accounts receivable collection matters. On a regularly scheduled basis, the board should discuss the
CIRA's collection matters. Note the status of various unit receivable matters. This status will assist
you in determining a reasonable estimate to establish the allowance for doubtful accounts.

•

Insurance matters. The CIRA may have an opportunity to review the overall premiums and coverage
when the policies are up for renewal. In addition, the minutes may describe the status of insurance
claims in cases where a loss that occurred and should be disclosed.

•

Approval or dismissal of the management company. Often, the board will discuss any changes in the
management company during an executive session of the meeting. You should evaluate the reasons
discussed and make further inquiry with a board member. You may want to consider assisting in the
transition period. Also see the "Beyond the Audit" section of this Alert.

Independence
What independence issues may be especially relevant for CIRAs?
.27 Independence issues are an ongoing topic of importance for auditors of CIRA clients.

.28 The second general auditing standard requires the auditor to be independent. It provides that "in all
matters relating to the assignment, an independence in mental attitude is to be maintained by the auditor or
auditors." If you are not independent with respect to an entity, generally accepted auditing standards (GAAS)
preclude you from expressing an opinion on those financial statements. Refer to SAS No. 26, Association With
Financial Statements (AICPA, Professional Standards, vol. 1, AU secs. 504.08-.10), for information on reporting
guidance when independence is impaired. In addition, Standards for Accounting and Review Services
(SSARS) 1, Compilation and Review ofFinancial Statements (AICPA, Professional Standards, vol. 2, AR sec. 100.38),
provides that "an accountant is precluded from issuing a review report on the financial statements of an
entity with respect to which he is not independent."
.29 The performance of nonattest services for a CIRA audit client may impair your firm's independence.
Whenever your firm is engaged to provide consulting or other nonattest services to a CIRA audit client, you
should carefully evaluate the scope of the engagement to make sure you remain independent. In April 2000,
the AICPA modified Ethics Interpretation No. 101-3, "Performance of Other Services," of ET section 101,
Independence (AICPA, Professional Standards, vol. 2, ET sec. 101.05), which provides guidance on the perform
ance of nonattest services to restricted entities. This is discussed in detail later in this section.
.30 Assuming you meet the definition of a member, see Ethics Interpretation No. 101-9, "The Meaning of
Certain Independence Terminology and the Effect of Family Relationships on Independence" (ET sec. 101.11),
you are required to be independent of the firm's "restricted entities." A restricted entity is any client (and certain
related entities) for whom your firm performs services requiring independence. These services are—
•

Audits.

•

Reviews of financial statements.

•

Attestation engagements, for example, agreed-upon procedures engagements or an examination or
review of prospective financial information or internal controls.

Services performed under the Statements on Standards for Tax Services or under the Statements on Standards
for Consulting Services do not require independence.

.31 The fundamental principle regarding nonattest services is that you must not perform management
functions or make management decisions for a restricted entity. You can help the client make decisions or
AICPA Audit and Accounting Manual
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perform management functions, but ultimately, they must accept—and understand that they accept—
responsibility for management decisions.
.32 To make sure that this requirement is understood by both you and your CIRA client, the inde
pendence rules require you to make certain communications to your client whenever that client is a restricted
entity of the firm. Before performing a nonattest engagement for a restricted entity, you are required to
establish an understanding with the client regarding—

•

The objectives of your engagement.

•

The services you will perform.

•

The responsibilities of the client's management.

•

Your responsibilities.

•

The limitations of the engagement.

Preferably, this understanding will be documented in an engagement letter.

.33 Whenever you provide nonattest services for a restricted entity, it is critical that your CIRA client
management members understand their responsibilities and agree that they are not relying on you to make
decisions for them. You should be satisfied that the client is in a position to have an informed judgment on
the results of the nonaudit services. Additionally, you should feel comfortable that the client understands its
responsibilities to—
•

Designate a management-level individual or individuals to oversee your engagement.

•

Evaluate the adequacy of the services performed and any findings.

•

Make management decisions, including accepting responsibility for the results of the engagement.

•

Establish and maintain internal controls.

. 34 The fundamental principle regarding the performance of nonattest services is that you not act in the
capacity of management. The independence rules elaborate on that principle by listing some general activities
that would be considered to impair your independence. These general activities are—
•

Authorizing, executing, or consummating a transaction on behalf of a client.

•

Preparing source documents or originating data (for example, purchase orders).

•

Having custody of client assets.

•

Supervising client employees in the performance of their normal recurring activities.

. 35 The independence rules also provide numerous specific examples of activities that will and will not
impair your firm's independence. These specific examples are categorized into the following types of
services.

•

Bookkeeping services

•

Information systems design and installation

•

Business risk consulting

•

Payroll and other disbursement services

•

Benefit plan administration

•

Investment advisory services
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•

Corporate finance consulting

•

Appraisal and valuation services

•

Executive or employee search services

•

Business risk consulting

Help Desk—Assessing independence can be a complex and time-consuming undertaking.
The AICPA can offer assistance. You can refer to our new Alert, The ABCs of Independence
(022271kk), or call (888) 777-7077 to speak to a member of our Professional Ethics team with
your questions relating to AICPA independence standards. You may also submit your
question in an e-mail to ethics@aicpa.org. For more information about ethics Interpretations
and rulings, visit the AICPA Web site related to professional ethics: www.aicpa.org/members/
div/ethics/index.htm.

Peer Review—CIRA Engagement Deficiencies
What common CIRA engagement accounting and disclosure
deficiencies have been cited in recent peer reviews?
. 36 As auditors, you should be aware of some of the common deficiencies noted for CIRAs in peer
reviews of CPA firms with clients not registered with the Securities and Exchange Commission (SEC). Note
that many of these were mentioned in last year's Alert and are ongoing problems. Here are some examples:
• Accounting policy for recognition and measurement of common property is lacking. For guidelines
regarding this deficiency, see paragraph 2.14 of the CIRA Audit Guide.
• Required supplemental information is not presented, and the accountant's report does not disclose
the departure. Refer to paragraph 7.40 of the CIRA Guide for the paragraph to be added to the
auditors report if no disclosure is made. Refer to paragraph 4.31 of the CIRA Guide for more
information on required supplementary information.
• Required supplemental information is presented, but the accountant's report does not indicate that
this information has been compiled or reviewed. When the basic financial statements have been
compiled or reviewed, the required supplementary information accompanying the basic financial
statements should, at a minimum, be compiled. SOP 93-5, Reporting on Required Supplementary
Information Accompanying Compiled or Reviewed Financial Statements of Common Interest Realty Associa
tions, amends chapter 8 of the CIRA Guide by providing accountants with guidance on performance
and reporting requirements. Following is an example of what the accountant's report should include:

The [identify the supplementary information] on page XX is not a required part of the basic
financial statements but is supplementary information required by the American Insti
tute of Certified Public Accountants. We (I) have compiled [identify the supplementary
information] from information that is the representation of management of XYZ Com
pany, without audit or review. Accordingly we (I) do not express an opinion or any
other form of assurance on the supplementary.

See appendix C of the Common Interest Realty Association Guide for the SOP 93-5 summary and
examples of additional paragraphs that may need to be added to your report. SOP 93-5 also states
the procedures to be performed when compiling the information. In addition, SOP 93-5 states that
SSAE No. 1, Attestation Standards (AICPA, Professional Standards, vol. 1, AT sec. 100), is the appropriate
guidance for reviewing required supplementary information. The effective date is for periods ending
on or after December 15,1993.
• Certificates of deposit are often classified as cash but generally should be classified as investments if
the original maturity is over ninety days.
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Auditors, those who make decisions about CIRAs, board members who review financial statements, and
members who actively participate in association governance might look for ways to avoid the types of
deficiencies just described.

Executive Summary—Audit Issues and Developments

•

The CIRA Audit Guide recommends that the auditor consider comparing budgeted amounts with
actual amounts as an analytical procedure in the audit of a CIRA. SAS No. 56, Analytical Procedures,
provides guidance on the use of analytical procedures and requires the use of analytical
procedures in the planning and overall review stages of all audits.

•

The minutes highlight major events and transactions that occurred during the year.

•

The auditor may wish to review the CIRAs minutes for information on any types of litigation that may
need to be recorded, disclosed, or both.

•

In April 2000, the AICPA modified Ethics Interpretation No. 101-3, "Performance of Other Services" (ET
sec. 101.05), which provides guidance on the performance of nonattest services to restricted entities.

• CIRA engagement deficiencies noted in peer reviews include: (1) there is a lack of accounting policy
for recognition and measurement of common property, (2) required supplementary information is
not presented and there is no disclosure of the departure, (3) for compilation or review engagements,
required supplementary information is presented but the accountant's report does not indicate that
this information is compiled or reviewed, and (4) certificates of deposit are often classified as cash
versus investments (for those with original maturities of over ninety days).

Beyond the Audit
The Business Adviser Approach
As financial advisers, can accountants help their CIRA clients develop an investment strategy
to achieve current and future availability of funds for expenditures as required?
Also, will this function impair the practitioner's independence
by performing investment advisory services?
.37 If you function as a financial adviser to CIRAs,3 you may frequently be asked questions regarding
your client's investment activity. Statutory guidelines exist for many CIRAs along with bylaws guidelines,
so that these clients have a format upon which to base their actions. However, for CIRAs without such
guidelines, your role as financial adviser becomes more significant.
.38 For those CIRA clients, you may wish to counsel them to adopt a formal, written investment policy
before they make any investment moves. Help them understand the risk, return, and liquidity issues. Explain
to them the merits of investing to either preserve the principal or keep pace with inflation, acknowledging that
the final decision is often influenced by both practices and identifying the preferred financial philosophy.
.39 Here are some suggested guidelines and purposes for an investment policy for CIRAs.

•

The investment policy guidelines should follow the CIRA's governing documents and the enabling
state statute, if there is one. Most CIRA governing documents refer to investment funds.

•

Formulate an overall goal or objective, addressing risk, return, and liquidity. Whether clients choose
to preserve the principal or keep pace with inflation, remind them that the maturities of investments
should be based on the anticipated needs of the community to assure the availability of funds for
expenditures.

3 Auditors who also provide nonattest services (for example, investment advisory services) to their audit clients should refer to the
"Independence" section of this Alert for guidance.
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•

Develop an investment strategy. Explain to the board that when developing a strategy for a sound
investment policy, it should consider a prudent and conservative approach. A popular approach is
one that emphasizes varying one-to-five-year maturities in fixed-income investments while main
taining readily available funds and cash flow. This is often called "laddering." However, because
some items may need replacement sooner than called for in the replacement study, a contingency
plan also should be part of the strategy.

•

Set criteria for selection of securities. Be sure that when making investment choices, your CIRA clients
compare various types of investments, and that they also consider the protection or insurance
coverage provided by the various investment vehicles (for example, the Federal Deposit Insurance
Corporation and the Securities Investor Protection Corporation backed by the U.S. government).

•

Implement control and review procedures. Suggest to the CIRA's board of directors that it review
the investment performance periodically at board meetings. This review should include a review of
the periodic investment statements, including current market values of investments held, income
received for the period and year-to-date, and transactions that occurred during the period. By
reviewing the investments' performance and then comparing it with the expectations, goals, and
objectives previously noted, the board is in a better position to maintain or change its holdings.
However, you do need to explain to the board about the fluctuation that may occur in the price of
stocks, mutual funds, and fixed-income securities held until maturity.
Help Desk—For further information on this subject, the AICPA publication Make Audits
Pay: Leveraging the Audit into Consulting Services (Product No. 006704kk) provides a detailed
roadmap for providing a business-adviser approach for providing consulting services to
clients. Included in the book are diagnostic practice aids to help identify client needs along
with recommended solutions.

Lending and Lending-Related Agencies
What are the uncertainties to the lenders and to your CIRA client and its members?
.40 With the growing number of CIRAs under development, the need for financing is growing as well.
Thus, the effect of the operation of the CIRA on loan quality and credit risk to the lender will become more
important.
.41 There is an increasing need to establish a correlation between lending guidelines, community
association operations, and mortgage defaults. The lack of current data makes this very difficult.
.42 Until recently, single-family homes within CIRAs have been a small percentage of total ownership
housing. Currently the percentage of single-family homes within CIRAs is estimated to be 20 percent to 25
percent of the total owner-occupied housing. This percentage is expected to continue to grow. Coincident
with this growth is the fact that CIRAs themselves are becoming more diversified by function, so some are
becoming naturally occurring retirement communities (NORCs), while others are superimposed on lease
hold regimes to accommodate manufactured house sales.

.43 Lenders and their borrowers have no way of evaluating credit risk or enhancement inherent in
association operations, for example—
•

Are the reserves adequate for future repairs and replacements and, if not, will the CIRA's operating
history support its ability to borrow against assessment stream receivables?

•

Is there a pattern of disputes with respect to lifestyle issues, covenant violations, and architectural
control submissions that could lead to CIRA-induced defaults?

•

Does the CIRA rely too much on fines and penalties in the budget process, so harmony is sacrificed,
and the borrower and lender are at risk?
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•

Is the CIRA suitable for a low- to moderate-income borrower, or should the association's unstable
financial history make a lender cautious about making such loans?

•

Does the CIRA qualify for special lending programs, such as location-efficient mortgages or credits
generated by energy-efficient operations?

.44 Traditional defaults, whereby the borrower fails to make mortgage payments, have been dealt
with in traditional ways, such as homeowner and homebuyer counseling and education, lender forbear
ance, and workout schemes. Unfortunately, CIRAs give rise to association-induced defaults even if the
borrower is current with the mortgage payments. As more mortgages are securitized, the investment
grade quality of the CIRA mortgages may be adversely affected, especially during times of economic
downturn.
.45 There are two types of CIRA-induced defaults. Assessment disputes arise from failure to pay
assessments or paying late, which leads to fines, attorney fees, and prolonged disputes that in the end can
escalate to significant sums from small dollar issues. The end result can be foreclosure proceedings. The
second type is governance disputes, which range from lifestyle concerns, to failure to follow CIRA rules and
regulations, to the failure to meet architectural control requirements for home improvements. The end result
can also lead to fines, attorney fees, and foreclosure proceedings.

.46 There are limited options by which the disputes can be resolved. The lender may be notified of the
assessment disputes and may choose to intervene. The lender is less likely to be notified of the governance
disputes until the CIRA has moved toward foreclosure due to the fines and attorney fees.
.47 Those states with lien priority statutes may provide an equitable and balanced economic remedy for
the CIRA, but the stress placed on the borrower and his or her lender remain. Even if foreclosure is not the
end result, these disputes place great stress on the CIRA, borrowers, and their mortgage lenders, often
engendering bad feelings and leaving homeowners feeling locked into an undesirable situation, thereby
undermining the social benefits of homeownership.
.48 Historically, lender guidelines (whether those of FannieMae, FreddieMac, Veterans Association,
Federal Housing Administration, or a mortgage originator) have served many purposes, including a
beneficial benchmarking function within the U.S. federalist system. Even though there might be fifty different
state statutes, as well as common law governing the creation and operation of CIRAs, these agency or
secondary mortgage market requirements set the limits on the documentation of these entities, restrained
those developers that were tempted to overreach, and forced homeowners to operate responsibly.
.49 These guidelines have had a broad, influential, and beneficial impact on the development of CIRAs
in America. As an accountant you should be familiar with the laws and regulations governing CIRAs because
they may affect the reporting of certain transactions in their financial statements. For example, there are laws
that govern assessing late charges for delinquent payments and prohibit levying fines for covenant violations,
which may directly affect the amount reported on the financial statements.

Transition Period

What should the accountant's involvement be in the transition
period attributable to a new management company?
.50 Because CIRAs sometimes change property management companies, as their CPA,4 you may be in a
position to help them make this transition smoothly, so they can avoid incurring any significant, consequential
4 See footnote 3.
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financial ramifications. Because CIRA boards bear the final fiduciary responsibility for ensuring that accurate
financial statements are maintained, your clients could value your help in the transition between the old and
new property management agents when the change is taking place. Too often, the existing management
company turns over incomplete or inaccurate financial records to the new company, and the related
discrepancies and problems due to the transition are not discovered until year end. At that time, it is much
more difficult, and costly, to research and resolve the problems. Here are some proactive steps that may be
useful in the development of a transition program.
•

To accomplish a successful transition, the former management company's records must be clear,
accurate, reconciled, and complete. If they are not, the consequences could be inaccurate financial
statements, items that fall through the cracks, and the appearance of major obstacles when completing
the year-end audit.

•

Clients (and CPAs too) often refer to transition procedures as management transition audits, which is
a misnomer. The technically correct jargon is agreed-upon procedures. It is important to make this
distinction clear to your client because otherwise there is confusion about the procedure's purpose,
its results, and its fees. The auditor should consider attestation standards, including SSAE No. 1,
Attestation Standards (AICPA, Professional Standards, vol. 1, AT sec. 100); SSAE No. 3, Compliance
Attestation (AICPA, Professional Standards, vol. 1, AT sec. 500); and SSAE No. 4, Agreed-Upon Procedures
Engagements (AICPA, Professional Standards, vol. 1, AT sec. 600) while planning the engagement. The
auditor should refer to the "New Audit and Attestation Standards" section of this Alert for guidance
on the application of SSAE No. 10, Attestation Standards: Revision and Recodification (to be issued in
January 2001).

•

It is important to have an established program for the agreed-upon-procedures because it enables
you to readily present and discuss your proposed actions with the client. Further, it demonstrates
the singularity of the procedures' purpose. Following are some bookkeeping verification procedures
used as a standard approach to a typical management transition. The CPA performing the agreedupon procedures engagement may wish to consider performing the following:
— Inspect all bank reconciliations as of the transition date to determine whether they are in
agreement with the CIRA's general ledger.
— Compare the assessments receivable and prepaid assessments subsidiary ledger to the CIRA's
general ledger.
— Inspect other material balance sheet accounts to determine whether there's a need to perform
any verification.
— Perform mathematical calculations of replacement, deferred maintenance, and any other fund
balances and if appropriate, inspect disbursements for expenditures made within the period.

— Perform proofs of income, working capital, and membership fees to ensure appropriate recording
of revenues for the period.
— Inspect, where appropriate, selected cash disbursements, including supporting documenta
tion and canceled checks. Propose adjusting journal entries and provide the new managing
agent with a working trial balance as of the transition date as a result of the procedures
outlined above.

•

Consider assessment income and cash during the transition period. Analytical procedures may be
performed to confirm that all assessment income was properly recorded during the transition period,
because CIRA members frequently send their payments to the predecessor management company
until they realize that a change has occurred. Inspection may be done to ensure that all payments
have been properly recorded and credited to the proper members accounts. Determine that all the
cash accounts have been transferred to the successor management company and confirm that the
signature cards have been updated and that all in-transit items have been cleared up within a
reasonable amount of time.
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Replacement Funding Plans

What replacement funding plan is best for your CIRA client?
.51 In 1998, after years of debate and discussions, the National Reserve Professionals Committee of the
Community Association Institute issued a document titled "National Reserve Study Standards."5 In many
respects, what this document represents is not only an agreement on the minimum engineering areas that
should be analyzed in the preparation of a Reserve Study, but also a compilation of standard terminology
to be used on a nationwide basis. The document also outlines the information that should be included within
a Reserve Study as well as any disclosures that should be included by the preparer.

.52 The standards clarify that a reserve study is made up of two parts. The parts are "1) the information
about the physical status and repair/replacement cost of the major common area components the CIRA is
obligated to maintain (Physical Analysis) and 2) the evaluation and analysis of the CIRA's reserve balance,
income and expenses (Financial Analysis.)" The financial analysis also has two parts. Those parts are "a
finding of the client's current Reserve Fund Status" and "a recommendation for an appropriate Reserve
contribution rate (Funding Plan.) Our focus in this Alert is on the funding plan.
.53 In the financial analysis, a funding plan is developed. The plan makes recommendations such that
the CIRA will not run into a situation in which a replacement occurs that is greatly in excess of what has been
estimated, thereby causing the CIRA to have to raise money in three different ways to fund a capital
replacement. First, monthly assessments can be increased, if money is not needed immediately. Second, a
special assessment levy can be imposed that each owner would be required to pay immediately. Third, the
CIRA could get a loan from a bank, which can be time-consuming.

.54 The financial analysis is based upon the beginning balance in the reserve fund at a set point in time,
which is typically the beginning of the budget cycle for the CIRA. This number is generally received from
the CIRA's management company, board members, or accountant and is used as the starting point in the
financial analysis for the future projection of the cash flow. When determining what this beginning balance
is, it is generally a projection into the future of what it will be at the time that the study becomes effective.
For example, if the study is prepared at the beginning of the budget process in September and does not take
effect until January, a projection is made of what the beginning balance will be as of that January date. This
beginning balance is typically broken into two components, the cash balance and the fund balance. The cash
balance reflects how much money the CIRA will have in its reserve account as of the effective date, while
the fund balance (which can be different) reflects not only cash but also any money that is owed to the reserve
fund from a multitude of different areas. Once this beginning balance has been established, the financial
analysis portion of the study is typically projected into the future for twenty years or more and shows the
annual contributions going into the fund along with the expenditures. It will show, on a yearly basis, the net
amount of dollars in the CIRA's reserve fund.
.55 When reviewing a reserve study, it is typically found that the annual contributions vary yearly,
based on many of the different variables included in the study. Typically, these contributions are
averaged over a number of years so the CIRA's operating budget is based upon a constant reserve fund
contribution for a period of time. Depending on the specific financial condition of each CIRA, this
averaging period generally ranges anywhere from five years to the full thirty years. It must be kept in
mind that when establishing this averaging period, the CIRA should review its philosophical views,
especially with reference to a study for a CIRA that is underfunded at the beginning, because this
averaging period will tend to push the catching-up of this underfunding onto future residents who were
not living in the CIRA at the time when these components were being used and the CIRA was
underfunded.
5 The National Reserve Study Standards of the Community Associations Institute (CAI) can be obtained by going to www.
caionline.org or by calling the CAI at (703) 548-8600.
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.5 6 This cash flow projection will also help the CIRA with its investment practices as it will show in a
long-term basis when the funds are required based on when the expenditures are needed and will help the
CIRA determine whether long-term or short-term investments of the reserve funds are applicable. In order
for the board of directors to meet its fiduciary duties of maintaining and preserving the common property
through the reserve fund, a plan must be developed that will consider the age and condition of the common
property. The board estimates the required amounts and, in doing so, considers such factors as inflation,
useful lives, and interest or other earnings rates. The auditor should refer to the “Beyond the Audit—The
Business Adviser Approach" section of this Alert for guidance on investment strategies for reserve funds.
.5 7 One of the key issues to be determined in the establishment of this financial analysis is the type of
funding plan that the CIRA is going to adhere to. In the past, the general concept has been to fully fund every
component within the schedule to its full amount. For example, if an item has a $100,000 replacement cost
and a ten-year life, $10,000 per year would be set aside for that replacement. It is now generally accepted that
other forms of funding are just as fiscally prudent. An evaluation is made to determine over a given period
of time how much money will be needed and how much money will be collected based on cash flow analysis.
So that even though each individual component within the schedule may not be fully funded over the period
of time, when the cash flow is projected, there will be very little opportunity for a deficit to occur.

.5 8 The CAI reserve standards define a funding plan as follows: "A CIRA's plan to provide income to a
Reserve Fund to offset anticipated expenditures from that fund."6 Before the issuance of these standards,
different regions of the country had different names for the same replacement funding methodologies. The
new standards define four types of funding plan goals.
1.

Full funding: Setting a reserve funding goal of attaining and maintaining reserves at or near 100
percent funded

2.

Baseline funding: Establishing a reserve funding goal of keeping the reserve cash balance above zero

3.

Threshold funding: Establishing a reserve funding goal of keeping the reserve balance above a specified
dollar or percent funded amount

4.

Statutory funding: Establishing a reserve funding goal of setting aside the specific minimum amount
of reserves required by state statutes or state agency administrative regulations

Even though all these methods have merit, some are more popular than others in various regions of the
country. For example, full funding is a mainstay in the Northeast, while other areas of the country favor
threshold funding. In some cases, statutory funding requirements dictate the method used.

.5 9 The full funding plan concept is one in which the funding goal is to attain or maintain reserves at or
near 100 percent funded. The reserve standards define a fully funded balance as one in which "the reserve
balance is in direct proportion to the fraction of life used up of the current repair or replacement cost." Should
an asset not be at 100 percent funded, a full funding plan would have the CIRA accumulate the balance of
the monies evenly over the remaining useful life of the asset. Due to the remaining useful lives of the
components, the recommended annual funding level may vary from year to year. At times, this variance
might be large enough to create some budgeting challenges for a board. In such cases, it is common for boards
to take an average of the recommended funding level for the next "X" years to smooth out the anticipated
assessment levels for the community.

.6 0 The standards define baseline funding as a methodology in which the funding goal is to keep "the
reserve cash balance above zero." Compared with full funding, the underlying philosophy of baseline
funding is "to collect when you have to pay," whereas the underlying philosophy of full funding is "to pay
6 The CAI is a nonprofit research and educational organization representing U.S. CIRAs in all matters of planned community
concerns.
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as you use." Rather than fully funding each individual component, baseline funding focuses on ensuring
sufficient cash flow to make necessary repairs and replacements on an as-needed basis, without fund balances
falling below zero.

.61 Threshold funding is really a variation of baseline funding. Its goal is to keep "the reserve balance above
a specified dollar or percent funded amount." One option is to choose a goal of obtaining or maintaining funding
at or near a percentage lower than 100 percent. It is important to establish and monitor the threshold.

.62 In all of the different types of funding plans that are presented, one of the key considerations that
also must be made by the CIRA is how often to update the schedule in order to feel confident that it truly
reflects the current conditions of the CIRA. It is generally recommended for a CIRA up to ten years old to
update the study every three years, including a field assessment of the condition of all the components. With
CIRAs that are older than ten years, the frequency of these update periods needs to be increased due to the
potential rapid deterioration of the components on the schedule due a lack of maintenance. When determin
ing the update cycle, the CIRA should also consider the type of funding plan that it is using. For example,
for a CIRA using a baseline type of funding plan, it is critical that the schedule be updated on a more frequent
basis than the CIRA that is using the threshold funding method.
.63 In conclusion, due to the fact that there are many different variables involved with the review of a
reserve study, and all CIRAs' financial situations are different, they should all be reviewed on an individual
basis. It is recommended that CIRAs, when having reserve studies prepared, make sure that the preparer is
qualified and that the CIRA meets with the preparer once the study has been issued to review its contents
in greater detail.

.64 Additional information regarding reserve studies is available from the CAI, which also provides a
designation for reserve providers known as the RS, or reserve specialist designation.

Assurance Services
What assurance services can you offer your client beyond the audit?
.65 Practitioners now have an opportunity to broaden their traditional service offerings by considering
an emerging practice area called assurance services. The AICPA, in conjunction with the Canadian Institute
of Chartered Accountants (CICA), has developed WebTrustSM and SysTrustSM assurance services. Assurance
service engagements allow practitioners to build on their reputation for independence, objectivity, and
integrity to provide assurance that an entity is complying with an established set of principles and criteria.
SysTrust

.66 The SysTrust assurance engagement provides you with the opportunity to offer your clients a
valuable service that goes well beyond the work conducted in the traditional audit. If a client requires an
evaluation of the effectiveness of controls enabling its information systems to function reliably, a SysTrust
engagement can provide the answer. In a SysTrust engagement, the CPA evaluates a system against relevant
and reliable SysTrust principles and criteria and determines whether controls over the system exist.
The principles and criteria include (1) four broad principles identifying parameters and
attributes of a reliable system and (2) criteria underlying the principles that establish the
specific control objectives a system must meet to be considered reliable. The principles
address the concerns of availability, security, integrity, and maintainability. Then, the CPA
tests the system to determine whether the controls were operating effectively during a
specified period and issues a report attesting to the effectiveness of controls over the
availability, security, integrity, and maintainability. If a client is concerned only about the
effectiveness of the controls over one principle, such as availability, the CPA can issue a
report on one principle or a combination of principles.
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Help Desk—For more information on the assurance services, visit the Web site for SysTrust
at www.aicpa.org/assurance/systrust/index.htm.

Recent Changes to SSARS 1 Resulting in SSARS 8
What's the current status of the Accounting and Review Services Committee's
deliberations on how to clarify the applicability of SSARS 1 ?
What's the current status of "management-use only" financial statements?
.67 During 2000, Accounting and Review Services Committee (ARSC) completed work on a proposal
that made fundamental changes to the way in which accountants view the compilation engagement. These
changes mark the first major revision to Statements on Standards for Review and Accounting Services
(SSARS) in over twenty years. During the exposure period (which ran from December 31, 1999, to June 9,
2000), the ARSC received approximately eighty comment letters, and incorporated a number of the sugges
tions into the final document.
.68 In making this change, the ARSC decided to take a new approach to addressing the many perceived
problems with SSARS. In past proposals (for example, the 1995 proposal, Assembly of Financial Statements for
Internal Use Only), the ARSC addressed the problems by attempting to exempt certain financial statements
(for example, internal use and computer generated) from the requirements of SSARS 1, Compilation and Review
of Financial Statements (AICPA, Professional Standards, vol. 2, AR sec. 100). The majority of the profession
opposed most of these proposals.
.69 In this change, the ARSC actually rewrote SSARS 1 rather than simply trying to exempt certain
financial statement engagements.

.70 The result is SSARS 8, Amendment to Statement on Standards for Accounting and Review Services No. 1,
Compilation and Review of Financial Statements. SSARS 8 retains the best of what SSARS 1 has always
offered. In fact, it does not change professional standards for review engagements, nor does it change the
performance standards (that is, the procedures you perform when you compile financial statements) for a
compilation engagements. Rather, SSARS 8 adds new options to make it more flexible and to allow you to
use your professional judgment in dealing with the client. Two things have changed:
1. The definition of submission of financial statements (which "triggers" the application of SSARS 1)
2. The addition of communication options in certain circumstances
By modifying the definition of submission, the ARSC felt that the majority of the applicability problems (that
is, deciding when SSARS 1 applies and when it doesn't—especially when performing various accounting
and bookkeeping services) would be solved. Submission of financial statements is now defined as "presenting
to a client or third parties financial statements that the accountant has prepared either manually or through
the use of computer software." This is a substantial change from the previous definition, which referred to
"generating financial statements or modifying client-prepared financial statements." You will still have to
use your professional judgment to determine whether you have "prepared" a financial statement. Yet, the
ARSC felt that this modification was the best way to address today's technological environment while still
maintaining a minimum level of service on financial statements that are prepared by the accountant and
presented to the client.

.71 The second change involves communication options. The compilation report has long been the
vehicle by which you communicate, among other things, your degree of responsibility for the financial
statements to the financial statement user. The ARSC felt, however, that there should be other ways of
communicating the same information in certain limited circumstances—namely, in an engagement in which

AICPA Audit and Accounting Manual

AAM §8080.71

8234

Audit Risk Alerts

47

12-00

the financial statements are not expected to be used by third parties. In this type of engagement, you can
now compile the financial statements and choose between the following communication options when
communicating the results of your engagement: (1) the standard compilation report, or (2) an engagement
letter. The engagement letter (the new option) contains much of the same information as found in a standard
compilation report, but simply presents it in a different format. See appendix A of SSARS 8 for an overview
of the changes and appendix B for a sample engagement letter.

.72 The changes are effective for financial statements submitted after December 31,2000.
Help Desk—The AICPA has published a compilation and review alert to assist practitioners
in implementing these SSARS-related changes into their practice. You can obtain the AICPA
compilation and review alert, Practical Guidance for Implementing SSARS 8 (Product No.
022274kk), which is available from the AICPA Order Department.

Executive Summary—Recent Changes to SSARS 1 Resulting in SSARS 8

•

The ARSC issued SSARS 8 in 2000; it made major changes to SSARS 1.

•

Two major changes to SSARS 1 brought about by SSARS 8 are (1) a change in the definition of
submission of financial statements and (2) a new option for a "management-use only" compilation
engagement.

•

SSARS 8 is effective for financial statements submitted after December 31,2000.

•

The AICPA has issued a compilation and review alert that provides guidance for implementing
SSARS 8 (Product No. 022274kk).

New Auditing and Attestation Standards
What new auditing and attestation standards are relevant for practitioners to consider?
.73 In this section we present brief summaries of auditing pronouncements issued since the publication
of last year's Alert. The summaries are for informational purposes only and should not be relied on as a
substitute for a complete reading of the applicable standard. For information on auditing pronouncements
issued subsequent to the writing of this Alert, please refer to the AICPA Web site at www.aicpa.org/members/
div/auditstd/technic.htm. You may also look for announcements of newly issued standards in the CPA
Letter and Journal of Accountancy.

New Statements on Auditing Standards
SAS No. 88, Service Organizations and Reporting on Consistency
.74 In December 1999, the AICPA Auditing Standards Board (ASB) issued SAS No. 88, Service Organiza
tions and Reporting on Consistency (AICPA, Professional Standards, vol. 1, AU secs. 324 and 420). Part 1, "Service
Organizations," amends SAS No. 70, Reports on the Processing of Transactions by Service Organizations7 (AICPA,
Professional Standards, vol. 1, AU secs. 324.03 and 324.06-.10), to—
1. Clarify the applicability of SAS No. 70 by stating that the SAS is applicable if an entity obtains services
from another organization that are part of the entity's information system. It also provides guidance
on the types of services that would be considered part of an entity's information system.
7 Many CIRAs use service organizations as a part of their information system such as payroll services, bank depositing services, and
management agents who provide bookkeeping and accounting services. The need may arise to assess the controls of another entity
depending on the significance of those controls over the transaction cycle. Most CIRAs do not have sufficient controls over the information
produced by the management agent and do need to review information about the management agent controls to plan the audit.
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2. Revise and clarify the factors a user auditor should consider in determining the significance of a
service organization's controls to a user organization's controls.
3. Clarify the guidance on determining whether information about a service organization's controls is
necessary to plan the audit.
4. Clarify that information about a service organization's controls may be obtained from a variety of
sources.
5. Change the title of SAS No. 70 from Reports on the Processing of Transactions by Service Organizations
to Service Organizations.
Part 2, "Reporting on Consistency," amends SAS No. 1, Codification of Auditing Standards and Procedures
(AICPA, Professional Standards, vol. 1, AU sec. 420, "Consistency of Application of Generally Accepted
Accounting Principles"), to—
1. Conform the list of changes that constitute a change in the reporting entity (AU sec. 420.07) to the
guidance in paragraph 12 of Accounting Principles Board (APB) Opinion 20, Accounting Changes.

2. Clarify that the auditor need not add a consistency explanatory paragraph to the auditor's report
when a change in the reporting entity results from a transaction or event.
3. Eliminate the requirement for a consistency explanatory paragraph in the auditor's report if a pooling
of interests is not accounted for retroactively in comparative financial statements.
4. Eliminate the requirement to qualify the auditor's report and consider adding a consistency explana
tory paragraph to the report if single-year financial statements that report a pooling of interests do
not disclose combined information for the prior year.
All of the amendments contained in SAS No. 88 were effective upon issuance.
SAS No. 89, Audit Adjustments
.75 In December 1999, the ASB issued SAS No. 89, Audit Adjustments (AICPA, Professional Standards, vol.
1, AU secs. 310, 333, and 380), which amends three SASs to establish audit requirements designed to
encourage client management to record financial statement adjustments aggregated by the auditor. It also
clarifies management's responsibility for the disposition of financial statement misstatements brought to its
attention. SAS No. 89 amends SAS No. 83, Establishing an Understanding With the Client (AICPA, Professional
Standards, vol. 1, AU sec. 310); SAS No. 85, Management Representations (AICPA, Professional Standards, vol. 1,
AU sec. 333); and SAS No. 61, Communication With Audit Committees (AICPA, Professional Standards, vol. 1,
AU sec. 380), as follows:
1. SAS No. 83 is amended to include, in the understanding with the client, management's responsibility
for determining the appropriate disposition of financial statement misstatements aggregated by the
auditor. Specifically, SAS No. 89 adds the following to the list of matters that generally are included
in the understanding with the client:

Management is responsible for adjusting the financial statements to correct material
misstatements and for affirming to the auditor in the representation letter that the effects
of any uncorrected misstatements aggregated by the auditor during the current engage
ment and pertaining to the latest period presented are immaterial, both individually
and in the aggregate, to the financial statements taken as a whole.

It is of the utmost importance to obtain an engagement letter for a CIRA engagement to ensure that
there is an understanding of the services to be performed between the client and the auditor since
the CIRA board of directors and officers are not familiar with dealing with auditors.
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2. SAS No. 85 is amended to require that the management representation letter include an acknow
ledgment by management that it has considered the financial statement misstatements aggregated
by the auditor during the current engagement and pertaining to the latest period presented, and has
concluded that any uncorrected misstatements are immaterial, both individually and in the aggre
gate, to the financial statements taken as a whole. It also requires that a summary of the uncorrected
misstatements be included in or attached to the representation letter.8

These amendments are effective for audits of financial statements for periods beginning on or after December
15,1999, with early adoption permitted.

SAS No. 93, Omnibus Statement on Auditing Standards—2000

.7 6 Issued by the ASB in October 2000, SAS No. 93, Omnibus Statement on Auditing Standards—2000
(AICPA, Professional Standards, vol. 1, AU secs. 622,508, and 315)—
1. Withdraws SAS No. 75, Engagements to Apply Agreed-Upon Procedures to Specified Elements, Ac
counts, or Items of a Financial Statement (AICPA, Professional Standards, vol. 1, AU sec. 622). The
guidance in SAS No. 75 will be incorporated in SSAE No. 4, Agreed-Upon Procedures Agreements
(AICPA, Professional Standards, vol. 1, AT sec. 600), to consolidate the guidance on agreed-upon
procedures engagements in professional standards. The withdrawal of SAS No. 75 is concurrent
with the effective date of SSAE No. 10, Attestation Standards: Revision and Recodification, scheduled
to be issued in January 2001, which will eliminate the requirement to obtain written assertions
from the responsible person or persons which prevented many practitioners from performing
attest engagements. SSAE No. 10 will be effective for agreed-upon procedures engagements for
which the subject matter or assertion is as of or for a period ending on or after June 1, 2001, with
earlier application permitted.

2. Amends SAS No. 58, Reports on Audited Financial Statements (AICPA, Professional Standards, vol.
1, AU sec. 508), to include an identification in the auditor's report of the country of origin of the
accounting principles used to prepare the financial statements and the auditing standards that
the auditor followed in performing the audit. This amendment withdraws Auditing Interpreta
tion No. 13, "Reference to Country of Origin in the Auditor's Standard Report," of SAS No. 58,
Reports on Audited Financial Statements (AICPA, Professional Standards, vol. 1, AU sec. 9508.53-.55).
This amendment is effective for reports issued or reissued on or after June 30, 2001. Earlier
application is permitted.

3. Amends SAS No. 84, Communications Between Predecessor and Successor Auditors (AICPA, Professional
Standards, vol. 1, AU sec. 315), to clarify the definition of a predecessor auditor.9 This amendment is
effective for audits of financial statements for periods ending on or after June 30, 2001. Earlier
application is permitted.
Auditors should refer to the amendment for the appropriate wording to be used in the audited report.

SSAE No. 10, Attestation

Standards: Revision and Recodification

.7 7 The ASB expects to issue SSAE No. 10, Attestation Standards: Revision and Recodification, in January
2001. SSAE No. 10—
8 Auditors of CIRAs should consider obtaining management representations regarding specific issues pertaining to CIRAs. See
paragraph 7.33 of the CIRA Audit Guide. For example, issues include the funding policy for future major repairs and replacements, the
policy, if any, for disposing of excess revenues over expenses and reserve study disclosures, and management's responsibility toward
presentation of supplementary information about future major repairs and replacements.
9 Due to the frequency of turnover of auditors in CIRA engagements, there should be an open exchange between the predecessor and
the successor auditors to relay information that may be helpful in identifying possible audit problems. The predecessor auditor may
also be a reliable source of information in regards to management integrity and other similar issues.
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•

Changes the title of AT section 101 to Attest Engagements.

•

Changes the definition of an attest engagement into a statement of applicability of the standard, as
follows:
— This statement applies to engagements in which a certified public accountant in the practice of
public accounting (hereinafter referred to as a practitioner) is engaged to issue or does issue an
examination, a review, or an agreed-upon procedures report on subject matter, or an assertion
about the subject matter, that is the responsibility of another party.

•

Revises the third general standard to focus on the essential elements of criteria: The criteria must be
suitable and must be available to users. The subject matter also must be capable of reasonably
consistent evaluation against the criteria.

•

Enables true direct reporting on subject matter by eliminating the requirement to make reference to
the assertion in the practitioner's report.

•

Provides expanded guidance on the circumstances in which the use of attest reports should be
restricted to specified parties.

•

Supersedes SSAE Nos. 1 through 9.

.78 The new standard also revises and renumbers the AT sections as follows:

Attest Engagements
Agreed-Upon Procedures Engagements
Financial Forecasts and Projections
Reporting on Pro Forma Financial Information
Reporting on an Entity's Internal Control
Over Financial Reporting
Compliance Attestation
Management's Discussion and Analysis

New
AT section

Existing
AT section

101
201
301
401

100
600
200
300

501
601
701

400
500
700

.79 The new SSAE also eliminates the requirement in AT section 201, Agreed-Upon Procedures Engage
ments, for the practitioner to obtain a written assertion in an agreed-upon procedures attest engagement. It
also incorporates changes needed as a result of the withdrawal of SAS No. 75, Engagements to Apply
Agreed-Upon Procedures to Specified Elements, Accounts, or Items of a Financial Statement. That withdrawal is
reflected in SAS No. 93, Omnibus Statement on Auditing Standards—2000.

.80 SSAE No. 10 is effective when the subject matter or assertion is as of or for a period ending on or after
June 1,2001. Early application is permitted.
Help Desk—Look for a new AICPA Practice Aid on how to understand and apply the
provisions of SSAE No. 10. It is expected to become available during the first quarter of 2001.

On the Horizon
What new ASB exposure draft has been issued this year?

ASB Exposure Draft
.81 Exposure drafts are intended to solicit comments from preparers, auditors, financial statement users,
and other interested parties. They are nonauthoritative and cannot be used as a basis for changing GAAS or
generally accepted accounting principles (GAAP). The following exposure draft was outstanding at the time
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this Alert was written. You can find a complete list in the general Audit Risk Alert 2000/01 [AAM section 8010].
Refer to the AICPA's Web site, www.aicpa.org, for current information on the status of exposure drafts.
.82 Issued in October 2000, the proposed SAS amends SAS No. 55, Consideration of Internal Control in a
Financial Statement Audit (AICPA, Professional Standards, vol. 1, AU sec. 319), as amended by SAS No. 78,
Consideration of Internal Control in a Financial Statement Audit: An Amendment to Statement on Auditing Standards
No. 55 (AICPA, Professional Standards, vol. 1, AU sec. 319), to provide guidance to auditors about the effect
of information technology (IT) on internal control, and on the auditor's understanding of internal control
and assessment of control risk. The ASB believes the guidance is needed because entities of all sizes
increasingly are using IT in ways that affect their internal control and the auditor's consideration of internal
control in a financial statement audit. Consequently, in some circumstances, auditors may need to perform
tests of controls to perform effective audits.
.83

This proposed SAS amends SAS No. 55, as amended by SAS No. 78, to—

1. Incorporate and expand on the concept from SAS No. 80, Amendment to Statement on Auditing
Standards No. 31, Evidential Matter (AICPA, Professional Standards, vol. 1, AU sec. 326.14), that in
circumstances where a significant amount of information supporting one or more financial statement
assertions is electronically initiated, recorded, processed, and reported, the auditor may determine
that it is not practical or possible to restrict detection risk to an acceptable level by performing only
substantive tests for one or more financial statement assertions. In such circumstances, the auditor
should obtain evidential matter about the effectiveness of both the design and operation of controls
to reduce the assessed level of control risk.

2. Describe how IT may affect internal control, evidential matter, and the auditor's understanding of
internal control and assessment of control risk.
3. Describe both benefits and risks of IT to internal control, and how IT affects the components of internal
control, particularly the control activities and information and communication components.

4. Provide guidance to help auditors determine whether specialized skills are needed to consider the
effect of computer processing on the audit, to understand the controls, or to design and perform audit
procedures.
5. Clarify that in obtaining an understanding of the entity's financial reporting process, the auditor
should understand how both standard, recurring entries and nonstandard, nonrecurring entries are
initiated and recorded, and the auditor should also understand the controls that have been placed in
operation to ensure that such entries are authorized, complete, and correctly recorded.
6. Update terminology and references to IT systems and controls.

The proposed SAS does not—
1. Eliminate the alternative of assessing control risk at the maximum level and performing a substantive
audit, if that is an effective approach.

2. Change the requirement to perform substantive tests for significant account balances and transaction
classes.
.84 Electronic data exchange may be used by your CIRA client, for example, in the purchasing process
and cash disbursements transactions electronically with suppliers and debit owners' bank accounts for
monthly assessments. Electronic form may be the only audit evidence available. So the auditor must be
educated about the technology used in the financial reporting system and decide what effect it will have on
the planning of the audit.
AAM §8080.82
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Accounting Issues and Developments
New FASB Pronouncements
What new FASB accounting pronouncements have been issued by the FASB?
.85 Included are pronouncements from the FASB and Accounting Standards Executive Committee
(AcSEC) for you to consider as you plan your CIRA engagements. For updates on additional pronounce
ments see the AICPA general Audit Risk Alert 2000/01 [AAM section 8010].

FASB Pronouncements

Statement No. 140

Accounting for Transfers and Servicing of Financial Assets and
Extinguishments of Liabilities—This statement replaces FASB Statement
No. 125 and revises the standards for accounting for securitizations
and other transfers of financial assets and collateral and requires
certain disclosures, but carries over most of Statement No. 125's
provisions.

Statement No. 140 is effective for transfers and servicing of financial
assets and extinguishments of liabilities occurring after March 31,
2001, for recognition and reclassification of collateral and for
disclosures relating to securitization transactions and collateral for
fiscal years ending after December 15, 2000. There is no reporting
requirement for disclosures about securitization and collateral
accepted for periods ending on or before December 15,2000, for which
financial statements are presented for comparative purposes.
Statement No. 139

Rescission of FASB Statement No. 53 and amendments to FASB Statements
No. 63,89, and 121—FASB Statement No. 139 rescinds FASB Statement
No. 53, Financial Reporting by Producers and Distributors of Motion
Picture Films. An entity that previously was subject to the requirements
of Statement No. 53 shall follow the guidance in AICPA SOP 00-2,
Accounting by Producers or Distributors of Films. This Statement also
amends FASB Statements No. 63, Financial Reporting by Broadcasters,
No. 89, Financial Reporting and Changing Prices, and No. 121, Accounting
for the Impairment of Long-Lived Assets and for Long-Lived Assets to Be
Disposed Of.

Statement No. 139 is effective for financial statements for fiscal years
beginning after December 15, 2000. Earlier application is permitted
only upon early adoption of the SOP.
Statement No. 138

Accounting for Certain Derivative Instruments and Certain Hedging
Activities—FASB Statement No. 138 addresses a limited number of issues
causing implementation difficulties for numerous entities that apply
FASB Statement No. 133. This Statement amends the accounting and
reporting standards of FASB Statement No. 133 for certain derivative
instruments and certain hedging activities.
This Statement is effective, for an entity that has not adopted Statement
No. 133 before June 15, 2000, concurrently with Statement No. 133
according to the provisions of paragraph 48 of Statement No. 133. For
an entity that has adopted Statement No. 133 before June 15,2000, this
statement is effective for all fiscal quarters beginning after June 15,
2000, in accordance with certain transition provisions.
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FASB Pronouncements
FASB Interpretation No. 44

Accounting for Certain Transactions Involving Stock Compensation—
Among other issues, Interpretation No. 44 clarifies (1) the definition
of employee for purposes of applying Opinion 25, (2) the criteria for
determining whether a plan qualifies as a noncompensatory plan, (3)
the accounting consequence of various modifications to the terms of a
previously fixed stock option or award, and (4) the accounting for an
exchange of stock compensation awards in a business combination.

.86 Note that these Statements are not likely to be applicable to your CIRA clients.

FASB Exposure Drafts
What new FASB exposure drafts have been issued since last year?
.87 Following are FASB exposure drafts issued since the last Alert:

• Proposed Statement of Financial Accounting Standards—Accounting for the Impairment or Disposal of
Long-Lived Assets and for Obligations Associated with Disposal Activities; July 12,2000
• Proposed Statement of Financial Accounting Standards—Accounting for Obligations Associated with
the Retirement of Long-Lived Assets; February 17,2000
• Proposed Statement of Financial Accounting Standards—Business Combinations and Intangible Assets;
September 7,1999

• Proposed Statement of Financial Accounting Standards—Consolidated Financial Statements: Purpose
and Policy; February 23,1999
Help Desk—See the FASB Web site www.rutgers.edu/Accounting/raw/fasb/draft/
draftpg.html for information on the status of these and other exposure drafts issued by the FASB.

Update on Accounting Projects Relevant to CIRAs
. 88 Accounting standard-setters are on the verge of issuing exposure drafts of several Statements that
could affect CIRAs. Although the final Statements will not be issued and effective for some time, you may
want to acquaint yourself with how the proposed standards will change existing practice and affect their
CIRA clients. Some clients will require assistance to understand or otherwise prepare for the new standards.
Real Estate Time-Sharing Transactions

. 89 AcSEC is still considering a proposed SOP (discussed in Common Interest Realty Associations—
1999/2000) that will address several key issues affecting the sellers of time-sharing arrangements. These issues
include revenue recognition, determination of the allowance for uncollectible receivables, and the deferral
of selling costs. To date, AcSEC has tentatively concluded that the underlying structural basis for the profit
recognition model will be the retail land sales model described in FASB Statement No. 66, Accounting for Sales
of Real Estate, with inclusion of certain fundamental principles from that Statement's other-than-retail-landsales model.
.

90 Tentative conclusions to date include the following:

• Buyer's commitment test. The test for buyer's commitment is a 10 percent-of-principal test, similar to
that of the retail land sales model, which could be passed by receipt by the seller of cumulative down
payments of at least 10 percent of the sales price.
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•

Collectibility-of-receivables test. Collectibility is demonstrated by either passing a test similar to the
retail land sales model's "90 percent test" or by the seller's collection of cumulative principal
payments of at least 25 percent of the sales price.

•

Estimability-of-defaults test. The estimability-of-defaults test is a non-bright-line test, subject to certain
criteria, whereby a time-sharing entity would have to have sufficient collection experience to
demonstrate it can reliably estimate defaults. This test is analogous to the ability to estimate future
returns discussed in FASB Statement No. 48, Revenue Recognition When Right of Return Exists.

•

Passage-of-title requirement. Passage of nonreversionary title is a criterion for treating a time-sharing
transaction as a sale rather than a lease. For right-to-use and similar transactions not involving
passage by seller of nonreversionary title, the proposed SOP will direct the reader to FASB Statement
Nos. 13 and 98, Accounting for Leases.

•

Rentals of unsold interests. Rentals are considered to be holding-period activities and accounted for
as incidental operations under FASB Statement No. 67, Accounting for Costs and Initial Rental Operations
of Real Estate Projects. Time-sharing interests should be accounted for as inventory rather than fixed
assets and should therefore not be depreciated during times of rental.

•

Expensing versus deferral of costs. This issue is addressed by using the "directly associated" approach
described in paragraph 18 of FASB Statement No. 67, modified to include some restrictions similar
to those in FASB Statement No. 91, Accounting for Nonrefundable Fees and Costs Associated with
Originating or Acquiring Loans and Initial Direct Costs of Leases.

Proposed SOP Related to Property, Plant, and Equipment

.91 A proposed SOP, Accounting for Certain Costs and Activities Related to Property, Plant, and Equipment
(formerly Cost Capitalization), will address accounting and disclosure issues related to determining which
costs related to real estate assets should be capitalized as improvements and which should be expensed as
repairs and maintenance. The SOP also will address capitalization of indirect and overhead costs. The
proposed SOP is expected to provide guidance on "componentization" of real estate assets, in which the
asset is separated into separate components that each may have different estimated useful lives. Each
component would be accounted for and depreciated or amortized as a separate asset. It is anticipated that
the proposed standard would have wide applicability beyond the real estate industry.

.92 In general, the SOP uses a "project stage" framework, in which accounting guidance is provided for
each stage in the property, plant, and equipment (PP&E) project. The stages would include preliminary
(occurring before acquisition of specific PP&E being probable), preacquisition (occurring after acquisition of
specific PP&E being probable but before acquisition or construction), acquisition or construction, and in service
(beginning at the time acquisition or construction of PP&E is substantially complete and the PP&E is ready
for its intended use).
.93 This project is moving rather quickly. A first draft has been prepared, and AcSEC anticipates issuing
an exposure draft during the first quarter of 2001. That exposure draft is expected to contain the following
conclusions.
•

Except for the cost of options, preliminary stage costs would be charged to expense as incurred.

•

Costs related to PP&E incurred during the acquisition-or-construction stage would be capitalized if
the costs are directly identifiable with the specific PP&E. Directly identifiable costs include only—
— Incremental direct costs of acquiring, constructing, or installing the PP&E incurred in transactions
with independent third parties for the specific PP&E.
— Certain costs directly related to specified activities performed by the entity for the acquisition,
construction, or installation of the specific PP&E.
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•

General and administrative costs and overhead costs would be charged to expense as incurred.

•

Costs related to PP&E that are incurred during the in-service stage, including costs of normal,
recurring, or periodic repairs and maintenance activities, would be charged to expense as incurred
unless the costs are incurred for (1) the acquisition of additional PP&E or components of PP&E or (2)
the replacement of existing PP&E or components of PP&E. Removal costs would be charged to
expense as incurred.

•

The costs of planned major maintenance activities are not a separate PP&E asset or component. Those
costs would be capitalized to the extent they are capitalizable under the in-service stage guidance
stage of the SOP and represent additions or replacements, and they would otherwise be charged to
expense as incurred.

•

A component is a tangible part of portion of PP&E that (1) can be separately identified as an asset
and depreciated over its own expected useful life and (2) is expected to provide economic benefit for
more than one year. If a component has an expected useful life that differs from the expected useful
life of the PP&E asset to which it relates, the cost would be accounted for separately and depreciated
or amortized over its expected useful life.

•

If an entity replaces a part or portion of a PP&E asset that has not been previously accounted for as
a separate component, and the replacement meets the definition of a component, then the entity
would capitalize the replacement, account for it as a separate component going forward, estimate the
net book value of the replaced item, and charge the net book value of the replaced item to expense
in the period of replacement.

•

The SOP would be effective for financial statements for fiscal years beginning after December 15,
2001, with earlier application encouraged. For PP&E owned or leased by an entity before the adoption
date, the component accounting guidance in the SOP would be applied using one of the following
two alternatives:
1.

Apply component accounting for all PP&E assets retroactively, to the extent practicable, on the
adoption date, and, for those assets for which component accounting is not used retroactively,
alternative (2) that follows would be applied.

2.

Do not apply component accounting retroactively, and in future periods when an entity incurs
capitalizable costs for PP&E that replace PP&E for which component accounting has not been
used, the entity estimates the remaining net book value of the asset replaced and charges that
amount to expense. Entities that previously accounted for planned major maintenance activities
under methods other than the one prescribed in this SOP would record a cumulative effect
adjustment on the date of adoption. All other costs that were charged to expense before adoption
that would be capitalized after adoption, or vice versa, would not be accordingly reclassified.

Accounting for Real Estate Investments

.9 4 AcSEC prepared an exposure draft of an SOP titled Accounting for Investors' Interests in Unconsolidated
Real Estate Investments. This SOP would supersede SOP 78-9, Accounting for Investments in Real Estate Ventures,
and change investors' accounting for unconsolidated real estate investments. The exposure draft was issued
November 21,2000, and comments are due by April 15,2001.
.9 5 The proposed SOP will significantly change the way in which entities account for their investments
in partnerships. Most importantly, the proposed SOP will require the hypothetical liquidation at book value
(HLBV) method for applying equity method accounting.

.9 6 During the exposure period, you should become familiar with the provisions of the proposed
Statement and how it might affect your clients. Begin communicating with your clients well in advance of
the new standard's implementation date to plan for the transition.
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.97 Major changes to existing practice are expected to include the following.
• With certain exceptions, an investor holding an equity investment in an investee would follow the
equity method of accounting for that investee when the investor has the ability to exercise significant
influence over the investee. For investees such as general partnerships, limited partnerships, limited
liability companies (LLCs), and limited liability partnerships (LLPs) that are organized in a "specificownership-account-like" structure and over which the investor does not have the ability to exercise
significant influence, the investor's accounting depends on whether its ownership interest meets the
definition in FASB Statement No. 115, Accounting for Certain Investments in Debt and Equity Securities, of
an equity security having a readily determinable fair value. If the ownership interest meets this definition,
the investor applies FASB Statement No. 115. If it does not, the investor applies the equity method.

• The HLBV method is followed when implementing the equity method. HLBV is a balance
sheet-oriented approach to equity method accounting. Under HLBV, an investor determines its
"share" of the earnings or losses of an investee by determining the difference between its "claim on
the investee's book value" at the end and beginning of the period. This claim is calculated as the
amount that the investor would receive (or be obligated to pay) if the investee were to liquidate all
of its assets at recorded amounts determined in accordance with GAAP and distribute the resulting
cash to creditors and investors in accordance with their respective priorities.
• HLBV should be applied to all forms of financial interest that an investor has with respect to
an investee, including common stock, preferred stock, debt securities, receivables, loans, and
advances.
• In applying HLBV, an investor should report a negative investment only to the extent it has
guaranteed obligations of the investee or is otherwise committed to provide further financial support
for the investee. When the amount an investor would receive or pay upon the hypothetical liquidation
of an investee at book value depends on the ability of another investor to fund its negative investment,
an investor's claim on the book value of an investee should include only those amounts for which it
is probable that the other investor will be able to fund.
• An investor has a "basis difference" when there is a difference between the amount of its investment
in an investee and its claim on the book value of the investee. Generally, a basis difference would be
attributed to assets or liabilities of the investee and accounted for as if the investee were a consolidated
subsidiary.

Resource Central
On the Bookshelf
What other AICPA publications may be of value to my practice?
AICPA Audit and Accounting Guides
.98 Audit and Accounting Guides summarize the practices applicable to specific industries and describe
relevant matters, conditions, and procedures unique to these industries. The accounting guidance included
in AICPA Audit and Accounting Guides is in the GAAP hierarchy as authoritative GAAP. These Guides are
updated for authoritative pronouncements through May 1, 2000 (unless otherwise indicated) and are
available from the AICPA for the following industries (product numbers are shown in parentheses):
•

Agricultural Producers and Cooperatives 2000 (012355kk)

•

Airlines 2000 (013184kk)

•

Banks and Savings Institutions 2000 (011179kk)

AICPA Audit and Accounting Manual

AAM §8080.98

8244

Audit Risk Alerts

47

12-00

•

Brokers and Dealers in Securities 2000 (012182kk)

•

Casinos 2000 (013151kk)

•

Common Interest Realty Associations 2000 (012489kk)

•

Construction Contractors 2000 (012097kk)

•

Credit Unions 2000 (012061kk)

•

Employee Benefit Plans 2000 (012340kk)

•

Entities With Oil and Gas Producing Activities 2000 (012107kk)

•

Federal Government Contractors 2000 (012439kk)

•

Finance Companies 2000 (012467kk)

•

Health Care Organizations 2000 (012441kk)

•

NEW AUDIT AND ACCOUNTING GUIDE! Investment Companies 2000 (012364kk)

•

NEW AUDIT AND ACCOUNTING GUIDE! Life and Health Insurance Companies 2000 (012500kk)

•

Not-for-Profit Organizations 2000 (013393kk)

•

Property and Liability Insurance Companies 2000 (011923kk)

•

State and Local Governmental Units 2000 (012061kk)

. 99 The following general Audit Guides also may be of interest to CPAs performing audit and attest
engagements:

•

Consideration of Internal Control in a Financial Statement Audit 1997 (012451kk)

•

Personal Financial Statements 2000 (011136kk)

•

Prospective Financial Information 1999 (011179kk)

•

Use of Real Estate Appraisal Information 1997 (013159kk)

•

NEW AUDIT GUIDE! Auditing Derivative Instruments, Hedging Activities and Investments in Securities—
Practical Guidance for Applying SAS No. 92 (012520kk)

AICPA Industry Audit Risk Alerts

.100 The annual industry Audit Risk Alert series provides information about current economic, regula
tory, and professional developments in specified industries and practice areas. They assist CPAs in planning
and performing audit engagements. The 2000/01 Audit Risk Alerts are available from the AICPA for the
following industries (product numbers are shown in parentheses):

•

Auto Dealerships (022254kk)

•

Compilation and Review (022270kk)

•

Construction Contractors (022256kk)

•

Common Interest Realty Associations (022255kk)

•

Lending and Depository Institutions (022257kk)

•

Employee Benefit Plans 2000 (022245kk)
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•

Health Care (022258kk)

•

High Technology (022259kk)

•

Insurance (022262kk)

•

Investment Companies (022263kk)

•

Not-for-Profit Organizations 2000 (022246kk)

•

Real Estate (022264kk)

•

Retail Enterprises (022265kk)

•

Securities (022266kk)

•

State and Local Governments 2000 (022251kk)

.101

8245

This year's new additions to the Alert series are—

• The ABCs of Independence (022271kk). This is a must-read basic primer on the fundamentals of
independence. Whether you're unfamiliar with the standards or need a user-friendly refresher
course, this Alert is for you.

• SEC Alert (022272kk). This Alert provides valuable insights into staff perspectives on numerous
accounting and auditing issues. The Alert also includes updates on recent SEC activities.
• E-Business Industry Developments (022273kk). The e-world awaits. Are you ready? Find out what's
happening in the realm of e-business and how it will affect your audits in this new Alert.

• Practical Guidance for Implementing SSARS 8 (022274kk). This new Alert is filled with practical
guidance to help you understand and apply the new amendments to SSARS 1.

Other Accounting and Auditing Team Publications
.102 Audit and Accounting Manual (007258kk). The manual is a valuable nonauthoritative practice tool
designed to provide assistance for audit, review, and compilation engagements. It contains numerous
practice aids, samples, and illustrations—including audit programs; sample opinions; checklists; and sample
engagement, management representation, and confirmation letters. Also included is a special section for
state and local governmental engagements.

.103 AICPA Practice Aid Series. The publications that constitute the AICPA Practice Aid Series have been
designed to address a broad range of topics that affect today's CPA. From enhancing the efficiency of your
practice to developing the new skill sets required for a successful transition to meet the challenges of the new
millennium, this series provides practical guidance and information to assist in making sense out of a
changing and complex business environment. The series includes the following:
•

Preparing and Reporting on Cash- and Tax-Basis Financial Statements (006701kk)

• Financial Statement Reporting and Disclosure Practices for Employee Benefit Plans—NEW UPDATED
EDITION! (006608kk)
• Auditing Recipients of Federal Awards: Practical Guidance for Applying OMB Circular A-133 Audits of States,
Local Governments, and Non-Profit Organizations, June 1997 revisions—NEW UPDATED EDITION!
•

Considering Fraud in a Financial Statement Audit: Practical Guidance for Applying SAS No. 82 (008883kk)

•

Auditing Estimates and Other Soft Accounting Information (010010kk)

•

Make Audits Pay—Leveraging the Audit Into Consulting Services (006704kk)
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•

CPA ElderCare: A Practitioner's Resource Guide—NEW UPDATED EDITION! (022504kk)

•

Audits of Futures Commission Merchants, Introducing Brokers, and Commodity Pools (006600kk)

•

Financial Statement Presentation and Disclosure Practices for Not-for-Profit Organizations (006605kk)

•

NEW PRACTICE AID! CPA WebTrust Practitioners Guide (006604kk)

•

NEW PRACTICE AID! CPA Performance View Services (006606kk)

•

NEW PRACTICE AID! Auditing Multiemployer Plans (006603kk)

Also look for Understanding and Implementing GASB's New Financial Reporting Model—A Question and Answer
Guide for Preparers and Auditors of State and Local Governmental Financial Statements (022515kk).
.104 Assurance Services Alerts. The newly introduced Assurance Services Alert series provides practitioners
with information about the emerging practice areas of CPA ElderCare Services, WebTrustSM, and CPA SysTrustSM.
These Alerts provide both an introduction to those who are unfamiliar with assurance services and an update of
important new developments for those who have expanded their practice to include these assurance services.
The 2000 Assurance Services Alerts are available from the AICPA for the following services:

•

WebTrustSM—2000 (022249kk)

•

CPA ElderCare Services—2000 (022248kk)

•

CPA SysTrustSM—2000 (022253kk)

.105 Financial Statement Preparation Manual/Disclosure Checklists (G01027kk). This manual is a loose-leaf
service consisting of nineteen industry-specific disclosure checklists and includes sample financial state
ments. It is updated annually to reflect the issuance of new authoritative guidance. Most of the checklists are
also available in individual paperback versions.
.106 Accounting Trends and Techniques—2000 (009892kk). This publication offers highlights of the latest
trends in corporate financial statements, and are presented for practitioners in industry and public practice.
The publication, which is based on a survey of over 600 public companies, illustrates accounting practices
and trends, including presentations and disclosures.

Auditing Practice Releases
.107 Auditing Practice Releases provide auditors of financial statements with practical guidance on
specific subject areas. These nonauthoritative publications help auditors understand complex issues encoun
tered and suggest procedures to accomplish audit objectives.

•

Audit Implications of Electronic Data Interchange (021060kk)

•

The Information Technology Age: Evidential Matter in the Electronic Environment (021068kk)

•

Confirmation of Accounts Receivable (021064kk)

•

Audit Implications of Electronic Document Management (021066kk)

•

Service Organizations: Applying SAS No. 70 (021056kk)

•

Analytical Procedures (021069kk)

•

Auditing in Common Computer Environments (021059kk)

•

Auditing with Computers (021057kk)

•

Consideration of the Internal Control Structure in a Computer Environment: A Case Study (021055kk)
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•

Audits of Inventories (021045kk)

•

Audit Sampling (021061kk)

8246-1

Audit and Accounting Guide
.108 The AICPA Audit and Accounting Guide Common Interest Realty Associations is available through
the AICPA's loose-leaf subscription service. In the loose-leaf service, conforming changes (those necessitated
by the issuance of new authoritative pronouncements) and other minor changes that do not require due
process are incorporated periodically. Paperback editions of the Guide as it appears in the service are printed
annually. Copies may be obtained by calling the AICPA Order Department at (888) 777-7077 or faxing a
request to (800) 362-5066.

CIRA Financial Reporting Checklist
.109 The AICPA's Accounting and Auditing Publications Team has published a revised version of the
Disclosure Checklist and Illustrative Financial Statements Common Interest Realty Associations, a nonauthori
tative Practice Aid for preparers or reviewers of financial statements of CIRAs. Copies may be obtained by
calling the AICPA Order Department at (888) 777-7077 or faxing a request to (800) 362-5066.

AICPA—At Your Service
How can I order AICPA products?
What other AICPA services may be of interest to me?
Order Department (Member Satisfaction)

.110 To order AICPA products, call (888) 777-7077; write AICPA Order Department, CLAW, P.O. Box
2209, Jersey City, NJ 07303-2209; fax (800) 362-5066. For best results, call Monday through Friday between
8:30 A.M. and 7:30 P.M. EST. You can obtain product information and place online orders at the AICPA's
Web site, www.aicpa.org.
Accounting and Auditing Technical Hotline

.111 The AICPA Technical Hotline answers members' inquiries about accounting, auditing, attestation,
compilation, and review services. Call (888) 777-7077.
Ethics Hotline

.112 Members of the AICPA's Professional Ethics Team answer inquiries concerning independence and other
behavioral issues related to the application of the AICPA Code of Professional Conduct. Call (888) 777-7077.

Web Site

.113 The AICPA has a home page on the Web. AICPA Online (www.aicpa.org) offers CPAs the unique
opportunity to stay abreast of developments in accounting and auditing, including exposure drafts. The Web
site includes In Our Opinion, the newsletter of the AICPA Audit and Attest Standards Team. The newsletter
provides valuable and timely information on technical activities and developments in auditing and attesta
tion standard setting.
New! Online CPE Offer!

.114 The AICPA has launched a new online learning tool, AICPA InfoBytes. An annual fee ($95 for
members and $295 for nonmembers) will offer unlimited access to over 1,000 hours of online CPE in oneand two-hour segments. Register today as our guest at infobytes.aicpaservices.org.
AICPA Audit and Accounting Manual
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CD-ROM Available
.115 The AICPA is currently offering a CD-ROM product titled reSource: AICPA's Accounting and Auditing
Literature. This CD-ROM enables subscription access to the following AICPA Professional Literature prod
ucts in a Windows format: Professional Standards, Technical Practice Aids, and Audit and Accounting Guides
(available for purchase as a set that includes all Guides and the related Audit Risk Alerts, or as individual
publications). This dynamic product allows you to purchase the specific titles you need and includes
hypertext links to references within and between all products. To order any publications included on the
CD-ROM, call (888) 777-7077.

.116 Auditors should also be aware of the economic, regulatory, and professional developments that
may affect the audits they perform, as described in Audit Risk Alert—2000/01 [AAM section 8010] and
Compilation and Review Alert—2000/01 [AAM section 8015], which may be obtained by calling the AICPA
Order Department.
.117 This Audit Risk Alert replaces Common Interest Realty Associations Industry Developments—1999/2000.

.118 The CIRA Audit Risk Alert is published annually. As you encounter audit issues that you believe
warrant discussion in next year's Audit Risk Alert, please feel free to share them with us. Any other comments
that you have about the Audit Risk Alert also would be greatly appreciated. You may email them to
lwest@aicpa.org or write to—

Lori A. West, CPA
AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
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Appendix A
The Internet—An Auditor's Research Tool
Some Web sites that may provide valuable information to auditors are listed in the following tables.

Association-Related Information:

Organization
Community Associations
Institute

General Contact Information
1630 Duke Street
Alexandria, VA 22314
(703) 548-8600
National Association of
1401 New York Avenue #1100
Housing Cooperatives
Washington, DC 20005
(202) 383-5475
American Resort
1220 L Street, Ste 500
Development Association Washington, DC 20005
(202) 371-6700

Internet Address
www.caionline.org

www.coophousing.org

www.arda.org

General Websites of Interest:

Name of Site

Content

Internet Address

American Institute of
CPAs

Summaries of recent auditing and other www.aicpa.org
professional standards as well as other
AICPA activities

Financial Accounting
Standards Board

Summaries of recent accounting pro www.fasb.org
nouncements and other FASB activities

The Electronic Accountant

World Wide Web magazine that features www.electronicaccountant.com
up-to-the-minute news for accountants

AuditNet

Electronic communications among www.cowan.edu.au/mra/
home.htm
audit professionals

CPAnet

Links to other Web sites of interest to www.cpalinks.com/
CPAs

Guide to WWW for
Research and Auditing

Basic instructions on how to use the Web www.tetranet.net/users/gaostl/
as an auditing research tool
guide.htm

Accountant's Home Page

Resources for accountants and financial www.computercpa.com/
and business professionals

Double Entries

A weekly newsletter on accounting and www.csu.edu.au/lists.anet/
auditing around the world
ADBLE-L/index.html

U.S. Tax Code Online

A complete text of the U.S. Tax Code

www.fourmilab.ch/ ustax/
ustax.html

Federal Reserve Bank of
New York

Key interest rates

www.ny.frb.org/pihome/
statistics/dlyrates

Cybersolve

Online financial calculators such as ratio www.cybersolve.com/toolsl.html
and breakeven analysis

FedWorld.Gov

U.S. Department of commerce spon www.fedworld.com
sored site providing access to govern
ment publications

Hoovers Online

Online information on various compa www.hoovers.com
nies and industries
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Internet Address

Ask Jeeves

Search engine that utilizes a user-friendly www.askjeeves.com
question format. Provides simultaneous
search results from other search engines
as well (e.g., Excite, Yahoo, AltaVista)

Vision Project

Information on the profession's vision www.cpavision.org/horizon
project

Internet Bulletin for CPAs

CPA tool for Internet sites, discussion www.kentis.com/ib.html
groups, and other resources for CPAs

Federal Communication
Commission

FCC sponsored site providing access to www.fcc.gov/
rulings and other FCC information

U.S. Dept. of Housing and
Urban Development

HUD sponsored site providing access to www.hud.gov/
notices and other HUD information

[The next page is 8247.]

AAM §8080.119

Copyright © 2000, American Institute of Certified Public Accountants, Inc.

47

12-00

8247

Construction Contractors Industry Developments—2000/01

AAM Section 8090
Construction Contractors Industry
Developments—2000/01
In This Year's Alert . . .
•

What is the best way to analyze and understand the construction industry for audit planning purposes?

•

How did the construction industry perform in the past year? What factors drove that performance?
What other industry trends might affect my clients?

•

What have been the trends in privately financed construction projects?

•

What have been the trends in publicly financed construction projects?

•

What have been the trends in the surety industry?

•

What are the current trends in the cost of construction materials and labor?

•

How do recent industry trends affect audit risk?

•

What major audit issues addressed by standards-setting bodies are likely to affect audits of construc
tion contractors?

•

What are the most common deficiencies related to audits of contractors that have been noted in the
peer review process?

•

What are the most effective techniques for gathering audit evidence to support estimated costs to
complete?

•

What can I do to make sure I detect material misstatements caused by fraud?

•

What relevant assurance services can I offer my clients that extend beyond the audit?

•

What new accounting and auditing pronouncements were issued this year?

•

What exposure drafts are currently outstanding?

•

What other AICPA publications may be of value to my practice?

•

How can I order AICPA products? What other AICPA services may be of interest to me?
*

*

*

*

Introduction to the Construction Industry
What is the best way to analyze and understand the
construction industry for audit planning purposes?
. 01 The purpose of this Audit Risk Alert is to help you develop a more effective and efficient plan for auditing
your construction contractor clients. There are many ways to analyze the industry and describe its recent trends.
For this Audit Risk Alert, we have organized this information in a way that facilitates the audit planning process.
. 02 This Audit Risk Alert describes trends and issues facing most contractors in many of the construc
tion markets in the country. National trends and industry-wide benchmarks can help you identify unusual
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financial statement relationships at the planning or final review stages of an audit. Once they've been
identified, you can direct your audit attention to those areas to determine whether a material misstatement
exists or that you have gathered sufficient, competent evidential matter to support your audit report.

. 03 However, broad national trends have their limitations. Keep in mind that your clients will be affected
much more by local economic, political, and industry conditions that exist in the specific markets your clients
serve. In planning your audits, you should gain a good understanding of the conditions that exist specifically in
your client's markets and not assume that the national trends described in this Audit Risk Alert apply everywhere.

Kinds of Contractors
. 04 Not all contractors are alike. They have different capabilities; they offer different kinds of services.
Consequently, the economic and audit risks associated with contractors vary. For example, in the past year, the
business risks and issues facing residential home builders were much different from those encountered by
contractors and subcontractors that worked on commercial office buildings. For that reason, it is not particularly
useful to discuss performance and economic trends affecting the entire construction industry. To gain a more
complete understanding of the industry, we have to consider the contractor within the context of the market
segment it serves. This Audit Risk Alert describes conditions for the following kinds of contractors.
•

Residential building. These contractors are engaged in the construction of new single-family and
multi-family residential building. A number of contractors are involved strictly in the remodeling
and maintenance of residential buildings.

•

Nonresidential building. These contractors specialize in the construction of commercial buildings,
such as offices, industrial, retail, and lodging facilities.

•

Heavy construction. These contractors are engaged in projects that do not involve buildings, such as
highways, bridges, dams, railroads, and airports.

•

Specialty trade. These contractors specialize in work such as painting, electrical, roofing, plumbing,
and other specialty trades. Contractors in the specialty trades frequently work as subcontractors on
a wide variety of projects.

Funding Sources
.05 To better understand the dynamics of the industry, it also is helpful to consider the source of funding.
Publicly funded construction is financed by federal, state, and local governments and is driven by the political
and legislative processes. For example, the passage of bond measures to fund school construction has resulted
in increased construction activity on many areas during 2000.

.06 Privately funded construction is financed by private owners, such as real estate development compa
nies, home builders, and various business entities. The need for privately funded construction is influenced
by a wide variety of economic forces, including the availability of capital, the status of the local and world
economy, the level of interest rates, and demographics.

Industry and Economic Developments
How did the construction industry perform in the past year?
What factors drove that performance?
What other industry trends might affect my clients?

Industry Overview
.07 As it has for the past few years, the construction industry continued to outperform the predictions
of the experts. Going into the year, many analysts predicted negligible if any growth for the industry, a
AAM §8090.03

Copyright © 2000, American Institute of Certified Public Accountants, Inc.

47

12-00

8249

Construction Contractors Industry Developments—2000/01

significant shift from the unprecedented growth of the 1990s. Yet, as the year 2000 draws to a close, the
industry as a whole has increased 5.2 percent over the previous year, well above the rate of inflation, with
most construction markets performing well.

.08 For the past two years, this Audit Risk Alert has pointed to conditions that usually signal the
beginning of a slowdown in the construction industry. In the near future, these conditions may finally begin
to have the effect most analysts have predicted. General economic conditions that could lead to a slowdown
in construction include the following.
•

Increased interest rates. Interest rates rose significantly during the first half of 2000, before
retreating slightly during the latter half of the year. Rising interest rates have a dramatic effect
on the affordability of housing, and normally, significant interest rate increases diminish the
demand for new homes after a brief lag period. In fact, residential construction activity, both
in terms of dollars and units, fell steadily during the first eight months of this year after
peaking in December 1999.

•

Increased energy prices. At one point during the past year, crude oil prices reached a high of $37 a
barrel, an 85 percent increase over the low mark of $20 a barrel during the same time period. Oil
prices have a direct impact on many construction materials, such as PVC pipe and asphalt, that are
derived from oil. Gas and diesel fuel increases also result in higher transportation costs for contrac
tors, who must pay to have materials shipped to the construction site. Contractors that operate heavy
machinery also felt the effect of higher gas prices. Natural gas prices also have been increasing, which
has an indirect (and somewhat longer term) effect on prices of highly energy-intensive construction
materials, such as cement. Significant increases in basic construction materials can eventually reduce
the demand for construction activity.

•

Slower growth in the U.S. economy. The growth in the construction industry has mirrored the general
U.S. economic expansion of the past decade. This is not surprising, because prosperity and high levels
of economic activity generally lead to increases in new construction. As reported in this year's general
Audit Risk Alert—2000/01 [AAM section 8010], the U.S. economy enjoyed only modest gains during
the year, and most economists predict rates of growth in the near future to be nowhere near as high
as those experienced during the last nine years.

If and when these general economic conditions begin to have a negative effect on the construction industry,
no one is predicting a collapse of the construction industry. The general consensus is that industry supply
and demand fundamentals are in balance, which hopefully will lead to a soft landing once the current run
of nine consecutive years of expansion comes to a halt.

. 09 One of the most widely used measures of construction activity is construction put in place, which
is tracked monthly by the Bureau of Statistics at the U.S. Department of Commerce. The following table
presents details of construction put in place for various market segments. Note that the amounts are in
the billions of dollars and represent seasonally adjusted annual rates. To add some perspective, in
January 1992, at the start of the current construction boom, the total new construction put in place was
$452 billion, as compared with the estimated 2000 amount of $794 billion—a gain of more than 75 percent
during the period.

Help Desk—You can access current statistics of construction put in place and other con
struction industry information at www.census.gov.
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Tables of New Construction Put in Place
(Billions of Dollars—Seasonally Adjusted Annual Rate, in Current Dollars)

August 2000

August 1999

Private construction

$619.3

$584.0

Public construction

175.2

171.3

794.5

755.3

355.7

348.1

Office

53.1

47.2

Industrial

41.1

34.3

Retail and other commercial

60.9

54.7

Hotels and motels

16.4

14.9

Other nonresidential

92.1

84.8

Total nonresidential

263.6

235.9

Total private construction

619.3

584.0

Highways and streets

48.3

51.5

Infrastructure

18.4

18.7

Educational buildings

44.9

39.5

Other public buildings

30.5

28.2

Other public construction

33.1

33.3

175.2

171.3

Total construction

Residential building

Nonresidential building

Total public construction

. 10 In addition to the general economic conditions described in the preceding table, you should be aware
of the following general trends within the construction industry as a whole.
•

Consolidation. Historically, the construction industry has been characterized by a large number of
small, independently owned enterprises. However, for the past few years, the industry has been in
the midst of significant consolidation, as large, publicly traded construction companies have made
numerous acquisitions. In the past, much of the acquisition activity was targeted to achieve certain
economies of scale that come with size. Currently, it appears that many of the acquisitions are more
strategic in nature, driven by a desire to enter specific geographic areas or offer a broader range of
services. Industry observers also have noticed an increase in the number of foreign entities seeking
to acquire U.S. construction companies.

•

Labor shortages. Like nearly every business these days, construction contractors are experiencing
chronic labor shortages in nearly every aspect of the business. This tight labor market primarily is
caused by historically low unemployment in the economy as a whole combined with continued
expansion and record levels in the volume of construction business. Do not expect the situation to
remedy itself any time soon. Over the coming decades, demographic trends indicate significant
decreases in the number of people in their primary working years, and economists predict that
employers in most industries will be faced with ongoing issues related to employee hiring and
retention.

•

Overextended subcontractors. After nearly a decade of continuous growth, contractors in many parts
of the country are stretched beyond their capacity. It is not uncommon for contractors to commit to
perform work that strains their available resources and affects their ability to meet deadlines. In this
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environment, general contractors may find completion dates slipping as they encounter more than the
normal difficulties in scheduling the work of their subcontractors.

Private Construction
What have been the trends in privately financed construction projects?
Residential Building

.11 The residential building segment of the construction industry includes new single- and multi-family
housing as well as spending for residential repairs and improvements. Conditions with the most impact on
the demand for residential construction include the following.

•

Housing affordability. Housing affordability is the extent to which potential home buyers have the
means to purchase a home. It can be measured in several ways by considering average home prices
and income levels. For example, some analysts create an ''affordability index" by comparing median
home prices to household income levels. As income levels get closer to housing prices, the average
home becomes affordable to more local residents.

•

Interest rates. Most homes are financed, and so interest rates have a tremendous impact on the
affordability of housing. As interest rates rise, the cost of financing a home increases. However,
interest rate changes do not have an immediate impact on home buying markets—usually, rates have
to be in effect for several quarters to reverse home buying trends.

•

Demographics. Shifts in demographics can have a significant impact on housing demand. For
example, the aging of the U.S. population has increased the demand for low-maintenance
multi-family housing. A large number of baby boomers are now entering their peak earning years,
which is expected to affect the affordability and demand for single-family homes.

•

Market velocity. According to industry sources, more than half of all home improvements occur
within eighteen months after a new owner moves in, or within twelve months before a home is sold.
Thus, during times when new and used home markets are active, residential remodeling and
improvement activity also increases.

As reported in last year's Audit Risk Alert, interest rates and the cost of materials used in home construction,
such as sheetrock, began to rise during the latter part of 1999. Both of these trends continued in the first half
of 2000, and eventually, this resulted in a cooling off of most residential construction.

.12 For the first nine months of 2000, the number of housing starts were approximately 3 percent less
than those during the first nine months of 1999. The number of building permits also declined during 2000.
In general, the construction of apartment buildings experienced the greatest downturn, but most
single-family construction markets also reported slowdowns.
.13 Many analysts interpret the decrease in residential construction as a market correction, rather than
the start of a recessionary cycle. The consensus seems to be that the torrid pace of homebuilding experienced
during 1998 and 1999 simply was unsustainable, both from an economic and demographic perspective. It is
anticipated that the residential building activity levels achieved during 2000 will establish a plateau that can
be sustained for the coming years.

.14 However, local conditions can have an immediate and significant impact on residential construction
activity. Corporate downsizing or a merger that results in the relocation of a significant number of employees
can affect the demand for housing in an area that relies heavily on one employer. Local politics can also have
a major effect. In response to the unprecedented growth and resulting urban sprawl of the past few years,
citizens in some areas of the country were asked this past November to vote on slow-growth initiatives
restricting homebuilding activities in their local municipalities.
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Nonresidential Building
.15 The commercial real estate market, much like the construction industry and the overall U.S. economy,
is at the end of a long, prosperous run. After experiencing a depression in the early 1990s, the real estate
markets for most geographic areas and products have recovered and performed well. At the present time,
supply and demand fundamentals in most markets seem to be in equilibrium, and most analysts expect this
condition to continue in the near future.

.16 However, as we pointed out in last year's Audit Risk Alert, the construction of nonresidential
construction projects is a function not only of the supply and demand for real estate, but also of the
availability of capital. Increasingly, the status of the global capital markets drives construction activity
in the commercial real estate markets. Currently, these capital markets are stable, but many real estate
analysts predict that any significant shift in the status of nonresidential construction activity is more
likely to result from a disruption in the capital markets than from changes in the supply and demand
for space.

.17 The following important trends in the commercial real estate industry are particularly relevant for
contractors.
•

Demographic shifts. For years now, we have watched the baby boomers age. The first of this
generation is now beginning to retire and enter into their "active leisure" years. Meanwhile,
the number of people in their primary working years (ages 25 to 44) continues to decline. Real
estate analysts predict that these trends will have the following impact on the demand for
real estate.
First, the aging baby boomers will increase the demand for properties that are tailored to meet their
needs. These properties are not limited to elder care facilities or golf courses in the Sunbelt. Because
they are a group interested in active leisure pursuits, the demand for a wide variety of projects such
as resorts, entertainment, and recreational venues also is expected to grow. Additionally, it is
expected that the aging baby boomers will begin to have an effect on the retail industry and the related
demand for retail space.

Second, most economists are predicting that the shrinking size of the work force will result in most
businesses facing the kind of labor shortages that have plagued the construction industry for the past
few years. Companies will have to address employee satisfaction and retention issues, which may
affect the demand for commercial real estate. For example, the increased use of telecommuting may
ultimately affect the demand for office space.

•

Electronic commerce. For the past few years, as the popularity of online shopping has grown, some
business observers have predicted the slow demise of the traditional "brick and mortar" retail outlet.
In fact, that does not appear to be happening. Although online retailing, also known as electronic
retailing or e-tailing, has grown significantly, the evidence now suggests that shopping over the
Internet may actually increase traffic at the mall. Most analysts assumed that online shopping was
done at the expense of the traditional retailing, but it appears that the retail market "pie" is actually
getting larger.

One area in which electronic commerce (e-commerce) has affected demand is in the industrial sector
of the real estate market. Previously, many online retailers were set up to be "virtual companies" that
essentially processed sales orders. Now, many of these companies are holding inventory and taking
control of the distribution process. Large online retailers such as Amazon.com need large amounts
of warehouse space to store their ever-increasing inventories, and this need is beginning to be felt in
the industrial construction market.

.18 During 2000, all nonresidential construction market segments enjoyed substantial growth. The
following discussion describes trends in each of these segments.
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Office Buildings

.19 The demand for office space is driven by the overall state of the U.S. economy, especially in
industries such as financial institutions, which require a great deal of office space. During 2000,
construction spending on commercial office properties was 12 percent higher than the year before,
according to the estimates summarized in the previous table. This increase exceeded analysts' expecta
tions and indicates that the demand for office space has not yet abated. Most real estate prognosticators
predict continued demand for office space in the foreseeable future—in fact, some are concerned about
possible overbuilding in this sector.
.20 One noteworthy trend in this sector is the increasing importance of electrical and telecommuni
cations infrastructure in the design of commercial office buildings. Tenants now demand quick Internet
access, reliable power sources, and an increasing number of power receptacles. The design of electrical
systems also affects the size of the heating, ventilation, and air-conditioning systems. New office
buildings are being designed to meet these needs. Additionally, many contractors have discovered a
growing demand for retrofitting older buildings so that owners can retain existing tenants and attract
new ones.
Industrial Buildings

.21 As we reported in last year's Audit Risk Alert, the construction of industrial buildings was hit hard
by the international financial crisis in 1998. For over a year, this market segment was in recession—last year
we reported declines of 30 percent. In 2000, the industrial market responded spectacularly, with growth
exceeding 20 percent. This performance far exceeded expectation. Most analysts point to the recovery of the
semiconductor industry as being the primary reason for the surge in demand for industrial space. Demand
in the petroleum refining, basic chemicals, and auto assembly industries also resulted in increased industrial
construction activity.
Retail and Other Commercial Buildings

.22 Last year in this Audit Risk Alert, we reported that the retail industry was beginning to show
signs of recovery after years of underperforming. In 2000, many more "brick-and-mortar" retailers were
profitable, and the demand for retail space began to increase. During 2000, construction spending on
retail and other commercial buildings increased 10 percent. However, most analysts are unwilling to
predict whether this increase in construction activity is the beginning of a new business cycle or a
temporary aberration.
Other Nonresidential Trends

.23 The deregulation of the electric utility industry has sparked a surge in such construction activity as
the building of power plants and electric transmission lines. There has been a frenzy of activity in this area.
For example, the electric utility industry reports that new generation capacity for 1999 was less than 5,000
megawatts. In 2000, it is estimated that over 25,000 megawatts of capacity will be added. For 2001, some have
predicted new capacity will approach 40,000 megawatts. Contractors who work in this market niche should
do well over the next few years.
Help Desk—The demand for publicly financed construction can vary among different
geographic markets. One of the most comprehensive analyses of commercial real estate
demands and construction activity is published by the Society of Industrial and Office
Realtors (SIOR). Annually, SIOR publishes Comparative Statistics of Industrial and Office Real
Estate Markets, which provides detailed real estate and construction statistics on all of the
country's larger cities. You can purchase and download this publication directly from the
publications section of the SIOR Web site at www.sior.com.

AICPA Audit and Accounting Manual

AAM §8090.23

8254

Audit Risk Alerts

47

12-00

Public Construction
What have been the trends in publicly financed construction projects?
.24 For the first nine months of 2000, publicly funded construction was up less than 3 percent over the
previous year. This rate of growth was much lower than many analysts predicted, and the reasons for this
underperformance are not clear. Certainly the demand and, more importantly, the funding for publicly
financed construction projects exists. The following are examples.

•

After years of a healthy economy, many state and local governments now have the financial resources
to devote to long-neglected projects, such as water treatment facilities, governmental buildings, and
water and sewer systems.

•

In June 1998, Congress enacted the Transportation Act for the 21st Century (TEA-21). This
legislation authorized $218 billion of spending for surface transportation projects from 1998 to
2003, which marks a significant increase over the funding allocated to these projects during the
immediately preceding five-year period. Most of the TEA-21 spending is earmarked for the
construction and maintenance of major highways, though it authorizes increases for some mass
transit projects. To date, TEA-21 has had a modest impact—during 1999, heavy highway con
struction put in place increased a solid though unspectacular 6 percent. Nevertheless, going
forward, most construction industry analysts expect highway contractors' gross contract activity
to increase greatly.

•

An increase in the number of school-age children together with an expansion of the population into
previously underpopulated areas has increased the demand for new schools and renovation to
existing educational facilities. Recognizing this need, voters in many local school districts have
approved funding these construction projects.

In spite of these positive trends, spending on publicly financed construction projects has not increased to the
levels expected. Possible explanations include the following.
•

Increased competition. It is no secret that funding for public construction has increased, and this
opportunity has brought new players to the market. Increased competition for some projects has
helped contain costs.

•

Lack of personnel. The tight labor market has affected both the government agencies and the contrac
tors who perform the work. In a number of instances, local governments may not have the resources
to award or oversee the project. In other cases, contractors may not bid the work because they lack
the resources to take on the project.

•

Shortage of materials. A number of heavy construction contractors, such as those involved in building
highways, dams, or bridges, have reported a shortage of key materials such as steel. A slowdown in
the delivery of materials inevitably slows construction activity, irrespective of the funding that may
already be in place.

Even though the public construction sector underperformed during most of 2000, most analysts remain
convinced that the underlying market fundamentals cannot help but lead to a stronger performance in the
future.

Surety Industry Trends
What have been the trends in the surety industry?
.25 The surety industry is critical to the well-being of the construction industry. Nearly half of all work
performed by contractors is bonded, and so any change in the surety market will have a significant effect on
the construction industry.
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.26 The last ten years has brought record profits for the surety industry. In 1999 alone, the industry
generated 3.3 billion in direct premiums. In the last several years, because of record profits, many companies
have entered the market and bonding capacity has never been greater. Another phenomenon of the last ten
years has been the expanding availability of reinsurance options. Both of these trends made surety credit
relatively easy to obtain.
.27 However, in the year 2000 a number of trends have emerged that may signal that the surety market
is changing and that tighter surety credit may be a possibility. Some of these trends are:
•

Greater losses in 2000. Many surety industry analysts have expressed concern about a growing
number of surety company losses.

•

The consolidation of some of the major providers. There is a strong likelihood that there will be fewer
players with larger market shares in the near future. This trend has the potential of significantly
affecting availability and price of surety credit.

Construction Cost Trends

What are the current trends in the cost of construction materials and labor?
Materials
.28 The construction industry typically has been resistant to price hikes caused by temporary anomalies
in supply and demand. Also, in the past, the inflation of construction materials costs was widespread and
developed rather slowly, giving contractors plenty of time to adjust. However, recent evidence seems to
suggest that these two characteristics of the cost structures of contractors are beginning to change.
.29 Many analysts reported significant volatility in the price of construction materials during 2000. Price
swings now seem to be targeted to specific materials and can appear suddenly and dramatically. Variations
in the price and availability of materials are not uniform across all kinds of building projects. Cost trends for
building materials include the following.
•

Housing materials. As described earlier in this Audit Risk Alert, increases in interest rates and other
factors resulted in a slowdown in housing construction. The resulting reduction in the demand for
housing materials coincided with increases in capacity that had been planned for some time. As a
result, the cost of key housing materials, such as lumber, insulation, bricks, and gypsum wallboard,
declined significantly from the previous year. This is in stark contrast to the conditions that existed
during much of 1999, when these materials were in short supply and prices were continuously
escalating.

•

Concrete. During the past two years, the cement industry has significantly increased its production
capacity. The demand for cement continues to grow, but it appears that the increased capacity has
exceeded this growth in demand. During 2000, cement prices were relatively stable, and it appears
that concrete suppliers are holding prices steady to retain market share.

•

Petroleum-based materials. Petroleum-based materials include paving asphalt, PVC pipe, and some
roofing materials. As described earlier in this Audit Risk Alert, the high crude oil prices that characterized
much of the year resulted in significant increases in building materials derived from oil.

•

Steel and aluminum. For most of the past two years, steel prices fell, as foreign steel makers were able
to compete in U.S. markets successfully by lowering their prices. That trend has now been reversed,
and during 2000, most markets were reporting increases of anywhere from 5 percent to 10 percent
for steel components, such as wide flanges and channel beams. The markets for aluminum and
stainless steel sheets have reported similar activity. After dropping for much of the last two years,
most indexes have reported double-digit price hikes for these two materials.
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Labor

.30 Last year in this Audit Risk Alert, we reported that labor costs remained relatively stable. That is no
longer the case. During 2000, the chronic labor shortages together with continued high levels of construction
activity finally resulted in significant labor cost increases.
.31 To attract top talent, many contractors are reporting increases in starting salaries that range from 9
percent to 12 percent over last year. Many contractors also recruit employees of their competitors. Human
resource directors and executive search firms state that it is not unusual for a competitor to offer a 20 percent
to 25 percent increase in salary as an incentive for employees to change firms. The existing employer must
then either match that increase or lose a valuable employee.

.32 Under these conditions, most markets experienced significant increases in labor costs when com
pared with previous years. Base salary increases are just one component. Increasingly, contractors are turning
to bonus plans as a way to motivate performance and retain employees. Not only are employers offering
bonuses to more employees, but the bonuses themselves are becoming larger. In a number of cases, the
bonuses may be tied to operational performance, such as job completion, but it is not unusual for bonuses
to be linked to achieving financial milestones, such as profitability.

Help Desk—The Engineering News-Record publishes detailed quarterly cost studies. These
cost studies track average prices for a wide variety of materials and labor classifications in
major cities all across the country. Summaries of the studies can be downloaded from the
magazine's Web site at www.enr.com.
Many other cost studies exist and may be available on-line. See appendix B, "Listing of
Construction Cost Indexes," in this Audit Risk Alert for a list of possible sources.

.33 Costs trends must be considered in the estimates developed by construction contractors. See the
"Auditing Estimated Costs to Complete" section of this Audit Risk Alert for a discussion of audit considera
tions relating to estimates.

Executive Summary—Industry and Economic Developments

• The construction industry just completed its unprecedented ninth year of expansion, in spite of
expert predictions to the contrary. Nevertheless, the rate of growth seems to be slowing, and many
other fundamental economic conditions point to a leveling off or even slight retraction of the
industry in the coming months for many kinds of projects in certain areas.
• Construction activity for most privately financed construction projects experienced solid growth.
The major exception to this was in the residential housing market, in which the construction of
new single- and multi-family residences declined steadily throughout the year. Most analysts
believe this drop in activity is a correction that has established a new plateau, rather than the start
of a recessionary business cycle.
• Publicly financed construction projects experienced modest growth during the year but in general
performed below analysts' predictions. To date, the increased funding for highway construction
projects made available through the passage of TEA-21 has not resulted in the anticipated increase
in value of construction put in place. Industry experts remain optimistic that public sector
construction will experience steady growth in the years to come.

• Like many segments of the economy, the construction industry is plagued by chronic labor
shortages at all levels. For the first time, during 2000, most markets experienced significant
increases in labor costs, as contractors competed fiercely to attract and retain employees. The use
of bonus plans is becoming widespread.

•

In the past, the price of most construction was easier to predict. Price swings developed slowly
and tended to cover a broad range of materials. For the past two years, price swings have been
more sudden and focused on specific materials and markets.
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Audit Issues and Developments
Assessing Audit Risk in the Current Environment
How do recent industry trends affect audit risk?
.34 As described more fully in the section of this Audit Risk Alert titled "Auditing and Accounting for
Contract-Related Balances," the audit of a construction contractor is most effective if you focus on the
performance of individual contracts. For financial accounting purposes, contract performance typically is
captured by the percentage-of-completion method of revenue recognition. Thus, you normally would orient
your audit to address key elements of revenue recognition, including the entity's ability to capture costs, its
policies for recognizing change orders, and most importantly, its processes for estimating the costs to
complete projects that were still in process at the balance-sheet date.

.35 In assessing how recent trends in the construction industry affect your clients, you should consider
the impact of those trends on the client's ability to complete the project under the terms specified in the
contract. If your client performs projects that take more than one accounting period to complete, you also
should consider how industry conditions may affect the client's ability to make reasonable estimates of the
costs to complete its projects.
Job Performance

.36 It is difficult for contractors to be profitable when projects are not completed on time. A number of
contracts may even require the contractor to pay penalties if the job is not completed by a specified date. Jobs
that are significantly behind their established timetable may require additional audit attention and proce
dures to determine that the original estimates of gross profit have not deteriorated (called profit fade) and that
the job has not incurred a loss (which should be recognized immediately).
.37 The tight labor market and the difficulty in scheduling subcontractors may result in your clients failing
to complete jobs according to their preestablished timetables. For example, a key operational employee may leave
the company before the job is completed, and finding a competent replacement may require some time. A number
of contractors may also be forced to use less experienced personnel in certain positions, including management,
and this lack of experience can result in the job taking longer to complete than originally anticipated.
.38 A disruption in the supply of key materials can also affect the ability of the contractor to complete
the project on time. During 2000, most construction materials were in adequate supply. However, the events
of the past two years have shown that an unexpected or continuing surge in the demand for materials can
quickly outpace supply and create shortages and delays. Additionally, the lead time required for specially
fabricated items may affect the contractor's ability to deliver the project on time.
.39 In reviewing your client's contracts, be alert to problems caused by employee turnover or a lack of
adequate staffing. If your client recently has lost a key employee or seems to lack enough personnel to
complete the projects it has committed to, you should consider making inquiries of management to determine
how they have factored these circumstances into their estimation process.

.40 You also should perform procedures to identify price hikes in your client's vital materials. Determine
whether these price hikes are the result of inadequate supply. If so, assess your client's vulnerability to delays
caused by the inability to obtain these materials on a regular and timely basis. Make inquiries to discover
what steps the client has taken to mitigate these risks.
Estimating Costs to Complete

.41 A contractor's ability to estimate job costs is critical both from an operational and a financial reporting
standpoint. Contractors that cannot accurately estimate job costs will be unable to manage their working
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capital and maintain consistent levels of profitability over an extended period of time. For most contractors,
the estimate of costs to complete a project drive revenue recognition. For that reason, inaccurate or
unsupported estimates of costs to complete jobs in progress can result in materially misstated financial
statements.

.42 Many contractors now operate in an environment in which the price of key materials can fluctuate
significantly in a short period of time. After years of relative stability, labor costs are now increasing—in a number
of instances, dramatically. For contracts in progress at the balance-sheet date, you should consider whether cost
estimates adequately consider the possibility of future price increases in both materials and labor. See the section
entitled "Auditing Estimated Costs to Complete" that appears later in this Audit Risk Alert.
Other Potential Audit Risks in the Current Environment

.43
•

Accounting systems and controls. Companies that expand quickly frequently outgrow the capabilities
of their accounting systems and controls. Contractors with a large backlog and demand for their work
tend to focus primarily on completing existing projects and bidding on new ones. Little thought may
be given to whether the accounting system and related controls are capable of handling the new
volume of business. In the current environment, this problem is exacerbated by either or both the
lack of sufficient staffing and the high turnover rate of employees. Employees in key control positions
may lack the necessary training or experience to effectively perform control functions.

The proper application of percentage-of-completion accounting requires the contractor to make
dependable estimates and properly accumulate costs on a contract-by-contract basis. A dependable
accounting and control system is the foundation of the contractor's estimating and cost accumulation
process. You should not underestimate the importance of accounting systems and controls in the
operation of their client's business. After nine years of frenetic growth, many contractors may be
relying on systems that were never designed to handle their current volume of business.

Help Desk—Refer to Statement on Auditing Standards (SAS) No. 55, Consideration of Internal
Control in a Financial Statement Audit, as amended by SAS No. 78, Consideration of Internal
Control in a Financial Statement Audit: An Amendment to Statement on Auditing Standards No.
55 (AICPA, Professional Standards, vol. 1, AU sec. 622), for details on your professional
responsibilities regarding internal control. In addition, the AICPA Audit Guide Considera
tion ofInternal Control in a Financial Statement Audit (Product No. 012451kk) provides valuable
implementation guidance.
•

Vulnerability to fraud. In general, entities are susceptible to two kinds of fraud: employee theft and
fraudulent financial reporting. Companies are vulnerable to fraud when the operating characteristics
of the business provide the opportunity and motivation for owners or employees to commit a
fraudulent act. Ineffective internal controls, as discussed previously, provide an opportunity for
management or employees to commit fraud.

The company's hiring policies also can affect its vulnerability to fraud. In today's tight labor market,
management may not have the time to thoroughly investigate and interview potential employees,
which increases the risk of fraud.
Finally, compensation plans that are tied to profitability or other financial goals may provide a
motivation for employees to commit acts that fraudulently misstate financial results. For example,
shifting costs out of one contract and into another may allow that contract to reach the profitability
threshold necessary to award bonuses. For additional comments on risks of fraud, see the section
titled "Client Fraud" that appears later in this Audit Risk Alert.
•

Surety issues. As described earlier in this Alert, the year 2000 marked some significant changes in the
surety industry that reversed trends of the last ten years. Because of these changes, it is likely that
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underwriting requirements and bond rates will change. When planning your audits you should take
into account the availability of surety credit and the criteria being used by surety providers to
determine the size of the bonding line. Planning activities for 2001 should include inquiry of clients
and bonding agents that include questions concerning the anticipated results upon which bonding
decisions are pending. Additionally, in going-concern considerations, you should review the likeli
hood of continued bonding credit.
•

Labor shortages. Earlier in this Alert we highlighted the effect that labor shortages may have on job
performance. The tight labor market has other consequences for contractors, including the following:

— If labor-to-labor is used in the percentage of completion calculation, the percent complete as well
as profit may be overstated, unless the estimates to complete have been revised for the anticipated
overrun in total labor hours or labor dollars.
— Labor-intensive contracts or tight margin contracts may be in loss positions that should be
recognized immediately. Additionally, the labor estimates need to be examined more closely if
contractors are now self-performing significantly more work than historically performed.
— Newer contractors (especially union contractors) may go bankrupt from this risk associated with
labor shortages. These are the companies with a disproportionate amount of new or inexperi
enced workers. More experienced or established contractors can function with their experienced
group of workers, but the smaller, newer contractors may not have this option.
— General contractors that are using small, new or inexperienced subcontractors may get stuck
covering unpaid payroll or material costs on contracts where troubled subcontractors fail. If the
general does not have the subcontractor bonded or have a control system in place to properly
monitor its subcontractors, they may even get to complete or have to subcontract to a new
subcontractor, the subs unfinished work. The procedures of general contractors for bonding,
managing, selecting, and monitoring subcontractors need to be looked at more closely.

Areas of Increased Scrutiny by Standards-Setting Bodies
What major audit issues addressed by standards-setting bodies
are likely to affect audits of construction contractors?
.44 During the past year, standards-setting bodies and others charged with protecting the public interest
have directed their scrutiny toward several important areas that will affect many construction contractors.

Revenue Recognition
.45 In December 1999, the Securities and Exchange Commission (SEC) released Staff Accounting Bulletin
(SAB) No. 101, Revenue Recognition in Financial Statements. SABs are not rules or interpretations of the SEC.
They represent interpretations and practices followed by the staff of the Office of the Chief Accountant and
the Division of Corporate Finance in administering the disclosure requirements of the federal securities laws.
Financial statement preparers and auditors of public construction companies are most directly affected by
SABs. However, auditors of nonpublic companies may find the information contained in the SAB No. 101
useful. The release of SAB No. 101 sends an important message to financial statement preparers and their
auditors that revenue recognition matters will continue to draw the scrutiny of regulators. In October 2000,
the SEC staff provided answers to frequently asked questions about the implementation of SAB No. 101. This
guidance can be found on the SEC Web site.

.46 SOP 81-1, Accounting for Performance of Construction-Type and Certain Production-Type Contracts,
provides guidance on revenue recognition for construction contractors. SOP 81-1 requires a contractor to use
the percentage-of-completion method for recognizing revenue whenever it can produce reasonably depend
able estimates. There is a rebuttable presumption that the contractor will meet this criterion for use of the
percentage-of-completion method.
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.47 The completed-contract method should be used only in instances in which reasonable, dependable
estimates of construction costs cannot be made. The completed-contract method may also be used if there
are no material differences between it and the percentage-of-completion method. This may occur when a
contractor performs primarily short-term contracts, for example, a small plumbing contractor whose projects
are completed in such a short time span that the work is somewhat analogous to the manufacture of shelf
production items for sale.
.48 The revenue recognition method should be disclosed in the financial statements. If the percentageof-completion method is used, the financial statements should disclose the method of computing percentage
of completion (for example, cost-to-cost). If the completed-contract method is used, the reason for selecting
that method should be indicated.

.49 SOP 81-1 allows unapproved change orders and claims made by the contractor against the owner to
be included in contract revenues to the extent contract costs relating to the change order or the claim has
been incurred and if all of the following conditions exist:
1.

The contract provides a legal basis for the change order/claim, or a legal opinion has been
obtained stating that under the circumstances, there is a reasonable basis to support the change
order or the claim.

2.

Additional costs are caused by circumstances that were unforeseen at the contract date and are
not the result of deficiencies in the contractor's performance.

3.

Costs associated with the claim are identifiable or otherwise determinable and are reasonable in
view of the work performed.

If some, but not all of these conditions are met, the claim is a contingent gain, and Financial Accounting Standards
Board Statement of Financial Accounting Standards No. 5, paragraph 17, prohibits recording those gains before
realization. If all of the preceding conditions are met, SOP 81-1 limits revenue recognition to costs recognized
under the particular contract accounting method (percentage-of-completion or completed contract).

.5 0 In the event management decides to recognize revenue (and the corresponding billed or unbilled
receivable), the following disclosures need to be made:
•

The total receivable

•

A description of the nature and status of the principal items comprising the amount

•

The portion, if any, expected to be collected after one year

•

Revenues from claims recognized

•

Total costs recognized in relation to the billed or unbilled amounts

•

The basis on which the items are recorded (e.g., cost or realizable amount)

The issuance of SAB No. 101 did not affect the guidance for revenue recognition contained in SOP 81-1.

Help Desk—Recently, the AICPA published A CPA's Guide to Accounting, Auditing, and Tax
for Construction Contractors. This book provides a comprehensive overview of all aspects of
a contractor's business, with a special emphasis on the accounting requirements for revenue
recognition.

Auditor Independence
. 51 Auditor independence continues to draw the attention of those responsible for oversight of the
profession. The second general standard (AICPA, Professional Standards, vol. 1, AU sec. 150.02) of generally
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accepted auditing standards (GAAS) requires that in all matters relating to the audit engagement, the auditor
is to maintain an independent mental attitude. SAS No. 1, Codification of Auditing Standards and Procedures
(AICPA, Professional Standards, vol. 1, AU section 220.03) provides that, "To be independent, the auditor must
be intellectually honest; to be recognized as independent, he must be free from any obligation to or interest
in the client, its management, or its owners."
. 52 This description of independence raises the following issues, which are addressed in a number of
detailed and at times complicated rules, Interpretations, and rulings.

. 53 Who must be independent. Individuals who meet the definition of a member must be independent.
There are several specific rules that define member, and you should be aware of the following.
•

The definition of member varies, depending on one's level (for example, partner, manager, or staff
professional) within the firm. Staff members are required to be independent only of the clients they
serve. Managers must be independent of all audit clients in the office in which they are located.
Partners must be independent of all audit clients of the entire firm. The definition of a member does
not vary depending on functional classification. For example, the independence rules relating to a
consulting partner are the same as those for an audit partner.

•

Certain family members meet the definition of a member. If you are a member under the independence
rules, then your immediate family members also are considered members. Immediate family mem
bers are defined as your spouse or spousal equivalent and any dependents.

. 54 From whom independence is required. You are required to be independent of all restricted entities.
Restricted entities include all clients for whom your firm provides services requiring independence. Audits
require independence and so do reviews and all engagements performed under the attestation standards,
such as agreed-upon procedures. The definition of restricted entity also includes certain related entities of the
firm's client, even if the related entity is not a client. For example, if your firm audits XYZ, then a member
must be independent of XYZ and all its subsidiaries.
. 55 Situations that are presumed to impair independence. The independence rules contain a myriad of
rulings on matters that are presumed to impair a member's independence. In general, these rulings focus on
the following kinds of matters.
•

Financial interests. Financial interests include investments in another company, for example, stock
ownership. A member is prohibited from owning or being committed to own any direct or material
indirect interest in a restricted entity. A loan from a client or any of its officers, directors, or senior
management members is another kind of financial interest. If your firm audits any financial institu
tions, you should become familiar with the rules regarding loans from restricted entities.

•

Business relationships. You are prohibited from having any joint, closely held business interests with
a restricted entity or its officers, directors, or senior management members.

•

Nonaudit services. The performance of nonaudit services for a restricted entity may impair you or
your firm's independence, as described in Interpretation No. 101-3, "Performance of Other Services,"
of ET section 101, Independence (AICPA, Professional Standards, vol. 2, ET sec. 101.05). That Interpreta
tion prohibits you from acting in the capacity of management when performing nonaudit services
for an audit client. For example, you may participate in a negotiation as an adviser to an audit client,
but you may not actually commit the entity to a transaction. Interpretation No. 101-3 also requires
you to establish an understanding with your client (preferably in writing) regarding the nature of the
nonaudit services you will perform and management's responsibilities with regard to those services.
The Interpretation includes numerous examples of the kinds of services that are presumed to impair
auditor independence and those that will not impair independence. These examples are broken into
the following categories.
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— Bookkeeping

— Corporate finance advisory services
— Technology consulting services

— Investment advisory or management services

— Payroll and other disbursements
— Benefit plan administration
— Appraisal, either valuation or actuarial

— Executive or employee search
— Business risk consulting
It is not unusual for auditors to provide nonaudit services to their construction contractor clients, especially
those that are small business entities. Before performing any nonaudit services for an audit client, you should
review the independence rules, particularly Interpretation No. 101-3 to be sure that the services you wish to
perform will not impair your independence.
Help Desk—A copy of Interpretation No. 101-3 can be found in the May 1999 issue of the
Journal of Accountancy or downloaded directly from the AICPA Web site at www.aicpa.org.

The AICPA recently released an interactive CD-ROM self-study course entitled Inde
pendence. This course gives you an in-depth understanding of the AICPA, SEC, and Inde
pendence Standards Board (ISB) rules relating to independence and provides you with an
opportunity to earn six hours of continuing professional education (CPE) credit.
Assessing independence can be a complex and time-consuming undertaking. The AICPA
can offer assistance. Call (888) 777-7077 to speak to a member of our Professional Ethics team
with your questions relating to AICPA independence standards. You may also submit your
question in an e-mail to: ethics@aicpa.org.
Public-Company Independence Initiatives

.56 Auditors of public companies will have to comply with the independence standards issued by the
SEC and the ISB, in addition to those of the AICPA. Conceptually, the SEC and ISB rules relating to
independence are similar to the AICPA rules, but they do differ in certain specific ways, usually by being
more restrictive.
.57 In June 2000, the SEC issued a rule proposal that would significantly change its existing independence
rules. Underlying the proposed new rule are four basic principles by which the SEC measures auditor
independence. These principles are rooted in the bedrock philosophy that auditors must be independent in
fact and in appearance. These principles provide that an auditor is not independent under any of the
following circumstances in which the auditor—

• Has a mutual or conflicting interest with the audit client.
• Audits his or her own work.
• Functions as management or an employee of the audit client.
• Acts as an advocate for the audit client.

.

58 The following is a brief overview of the major areas addressed by the SEC's proposal.
• Financial relationships—The proposal would significantly narrow the circle of people whose invest
ments trigger independence concerns to principally those who work on the audit or can influence
the audit.
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•

Employment relationships—The proposal would greatly reduce the pool of people within an audit firm
whose families would be affected by the employment restrictions necessary to maintain independence.

•

Business relationships—Consistent with existing rules, independence will be impaired if the auditor
or any covered person has a direct or material indirect business relationship with the audit client,
other than providing professional services or acting as a consumer in the ordinary course of business.

•

Nonaudit services—The proposal identifies certain nonaudit services that the SEC suggests are
inconsistent with independence. They include bookkeeping or other services related to the audit
client's accounting records or financial statements; financial information systems design and imple
mentation; appraisal or valuation services; fairness opinions; or contributions-in-kind reports where
there is a reasonable likelihood that the auditor will audit the results; internal audit outsourcing;
management functions; human resources, broker-dealer, investment adviser, or investment banking
services; legal services; and expert services.

•

Contingent fee arrangements—The proposal reiterates that an auditor cannot provide any service to an
audit client that involves a contingent fee.

•

Quality controls—The proposal provides a limited exception from independence violations to the firm
if the individual did not know, and was reasonable in not knowing the circumstances giving rise to
his or her violation, the violation was corrected promptly once the violation became apparent, and
the firm has quality controls in place that provide reasonable assurance that the firm and its
employees maintain their independence.

•

Proxy disclosure requirement—The proposal would require registrants to disclose in their annual proxy
statements information relating to services and fees provided by the auditor.

Help Desk—The above represents a summary of significant issues addressed by the
proposal. The full text of the proposed rule change can be obtained from the SEC's Web site
at www.sec.gov/news/audind2.htm.

. 59 In addition to the SEC's independence initiatives, the SEC Practice Section of the AICPA revised its
membership rules to focus on quality control issues related to independence matters. The new rules requires
member firms of the SEC Practice Section to—
•

Establish independence policies.

•

Make its independence policies available to each professional.

•

Provide independence training to professionals at the time of employment and periodically
thereafter.

•

Maintain a database to include all restricted entities.

•

Designate a partner responsible for overseeing the firm's independence matters and establish
procedures to follow up on violations.

•

Require that the "Restricted Entity List" be reviewed by each professional prior to the individual
acquiring any security, obtaining a loan, opening or modifying a brokerage account, or entering into
business relationships.

•

Require each professional to sign an independence confirmation near the time of employment and
annually thereafter.

•

Require each professional to report apparent violations and the related corrective action to be taken.

Only firms that are members of the SEC Practice Section need to comply with these rules; however, other
firms may find the recommendations to be useful in promoting an awareness of and appreciation for the
independence rules and in establishing policies to help ensure the independence of its professionals.
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Executive Summary—Audit Issues and Developments

•

The tight labor market and difficulty in scheduling overextended subcontractors may result in the
contractor's failure to complete jobs on time.

•

Unexpected variations in the price of key construction materials together with escalating labor
costs may increase the risks of misstated estimated costs to complete.

•

Continued growth and a shortage of qualified personnel may result in increased control risk
resulting from either or both of the following.
— Existing systems are no longer adequate to meet the increase in construction activity.
— New or inexperienced personnel are ill-equipped to execute stated procedures.

•

Standard setters have targeted auditor independence as an area of increased scrutiny. Auditors
of construction contractors should be especially mindful of the independence rules related to
nonaudit services.

Matters of Continuing Audit Importance
Auditing and Accounting for Contract-Related Balances
What are the most common deficiencies related to audits of
contractors that have been noted in the peer review process?
.60 The most common deficiencies noted in the peer review process all relate to the recognition,
measurement, and disclosure of contract-related accounts, including the following:
•

Use of improper revenue recognition methods

• Improper presentation and disclosure of over- and under-billings, contract costs, and estimated
revenue

•

Failure to adequately describe the accounting policies and methods for revenue and construction in
process

.61 In planning and performing your audits of construction contractors, you should recognize that the
traditional balance-sheet approach to auditing usually is not adequate when performing an audit of a
contractor. The financial statements of a contractor are built from the financial results of individual contracts.
The most effective audit approach is one in which you focus on the terms, financial estimates, and results of
individual contracts, rather than the contract-related balance-sheet accounts for the company as a whole.
.62 The authoritative guidance on auditing contractors is contained in the AICPA Audit and Accounting
Guide Audits of Construction Contractors. Included in this Audit and Accounting Guide (the Guide) is a copy
of SOP 81-1, Accounting for Performance of Construction-Type and Certain Production-Type Contracts. You should
make sure that your audit approach and procedures follow the guidance described in the Guide and that the
client's financial statements conform to the guidance contained in SOP 81-1. In particular, you should
determine that the financial statements properly reflect the requirements for revenue recognition as described
in the section entitled "Revenue Recognition" in this Audit Risk Alert. You should also determine that the
financial statements properly reflect the following.
•

Presentation of contract information. Although not required by SOP 81-1, it is customary for a
contractor's financial statements to include, as supplementary information, a schedule of completed
and uncompleted contracts. This schedule provides the contract amount, cost, billing, and estimated
revenue details for individual contracts, and the totals from this schedule should agree to the amounts
presented in the financial statements.

AAM §8090.60

Copyright © 2000, American Institute of Certified Public Accountants, Inc.

47

•

8265

Construction Contractors Industry Developments—2000/01

12-00

Under- and over-billing. The accounts "costs and estimated earnings in excess of billings" (under
billings) and "billings in excess of costs and estimated earnings" (over-billings) must be presented
separately on the balance sheet. These amounts may not be netted.

Auditing Estimated Costs to Complete
What are the most effective techniques for gathering audit
evidence to support estimated costs to complete?
. 63 To apply the percentage-of-completion method, the contractor must estimate the costs remaining to
complete the project for all jobs that are still in process at the balance-sheet date. Depending on the size of the contract
and its percentage complete, this estimate may have a material impact on the contractor's financial statements.

. 64 The contractor is responsible for preparing the estimate of costs to complete. You are not responsible
for making this estimate but only for determining that the client's estimate is supported adequately. To make
this determination, you may use one or a combination of the following approaches.
•

Review post-balance-sheet information. In most instances, the contractor will continue to work and
accumulate costs on in-process jobs after the balance-sheet date. You should review these post-balancesheet costs to determine whether they corroborate or conflict with the estimated costs to complete reported
in the financial statements. As a practical matter, it is normal for a contractor's financial statements to
include estimates of cost to complete based on the most current information available at the time the
statements are prepared, not amounts applicable or available at the balance-sheet date.

•

Assess the client's process for preparing the estimate. SAS No. 57, Auditing Accounting Estimates (AICPA,
Professional Standards, vol. 1, AU sec. 342), provides guidance on auditing estimates such as those
relating to a contractor's costs to complete. Included in this guidance is the principle that a reliable
estimation process based on supportable assumptions will produce reasonable estimates. You can
obtain substantial audit evidence about the estimated costs to complete by assessing the client's
estimation process including the underlying assumptions.

•

Perform substantive tests. Some of the information contained in a client's estimate may be easy to
corroborate; for example, wage rates or material prices. In other circumstances, analytical procedures
may be helpful in reducing detection risk to an acceptable level, for example, if the contract in process
is similar to other contracts that have been successfully completed by the contractor. See SAS No. 56,
Analytical Procedures (AICPA, Professional Standards, vol. 1, AU sec. 329), and AICPA Accounting
Practice Release, Analytical Procedures (Product No. 012069kk).
Help Desk—Marshall and Swift is a consulting firm that provides comprehensive cost data
for the construction industry. Included on their Web site is a cost estimator software program
that allows the user to estimate the cost of a construction project based on current costs in
the users' geographic area. You may find these estimates helpful in performing analytical
procedures on client estimates. Users are charged $10 for each estimate prepared. You can
access the cost estimator at www.construction.com.

Auditing Accounting Estimates and Other Soft Information (Product No. 010010kk), published
by the AICPA, provides nonauthoritative guidance on auditing accounting estimates such
as a contractor's cost to complete. This book can be ordered by calling the AICPA Order
Department at (888) 777-7077.

Client Fraud
What can I do to make sure I detect material misstatements caused by fraud?
. 65 SAS No. 82, Consideration of Fraud in a Financial Statement Audit (AICPA, Professional Standards, vol. 1
AU sec. 316), provides the primary guidance on your responsibilities for detecting fraud-related misstate
ments when performing a financial statement audit. In general, SAS No. 82—
AICPA Audit and Accounting Manual
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• Describes two kinds of misstatements that are relevant to your consideration in a financial statement
audit as misstatements arising from: (1) fraudulent financial reporting and (2) misappropriation of
assets.
• Requires you to specifically assess the risk of material misstatement arising from fraud on every audit
and provides categories of fraud risk factors that you should consider in making that assessment.
The Statement provides examples of fraud risk factors (in the subsequent list herein) that, when
present, might indicate the presence of fraud.
•

Provides guidance on how you should respond to the results of the assessment.

• Provides guidance on the evaluation of audit risk results as they relate to the risk of material
misstatements arising from fraud.
•

Describes related documentation requirements.

• Provides guidance regarding your communication about fraud to management, the audit committee,
and others.
66 Examples of fraud risk factors that may exist in construction contractors include the following:

.

•

Fraudulent financial reporting, including the following:

— A willingness to shift costs between completed and uncompleted contracts or to use other
techniques to manipulate percentage-of-completion estimates
— Excessive under- or over-billings on individual jobs
— Undue pressure to obtain additional bonding capacity

— A high number of contract performance problems
— A significant portion of employees' or owner's compensation represented by bonuses, the value
of which is contingent on the contractor achieving unduly aggressive financial targets

•

Misappropriation of assets, including the following:

— Tools, equipment, and supplies that are susceptible to misappropriation
— Lack of management review and control over disbursements such as payroll or materials
purchases that can be used to misappropriate cash
.67 SAS No. 82 was issued several years ago, but discussions about the auditor's responsibilities for
detecting fraud continue to occupy standards-setting bodies. Recently, the Auditing Standards Board (ASB)
commissioned a research report on fraud-related SEC enforcement sanctions. The report covered a ten-year
period and it provides valuable insight into potential audit pitfalls.
.68 The general Audit Risk Alert—2000/01 [AAM section 8010] provides a more detailed discussion of the
report. The following key findings of the project are limited to those items that are most likely to be relevant
to auditors of construction contractors.
• Smaller entities are vulnerable. In spite of recent consolidation, the construction industry remains
characterized by a large number of small entities. Auditors of contractors should note that the SEC
fraud-related enforcement actions tended to be against small companies, with assets averaging only
$62 million. The report suggests that the incidence of fraud at smaller entities may be attributable to
the potential lack of basic internal controls and the vulnerability of smaller entities to domination by
one individual.
• Watch for fraudulent financial reporting. Most of the frauds involved in the study were related to
fraudulent financial reporting. The methods used to perpetrate the fraud typically involved the
overstatement of assets or improper revenue recognition.

AAM §8090.66

Copyright © 2000, American Institute of Certified Public Accountants, Inc.

47

12-00

8267

Construction Contractors Industry Developments—2000/01

• Be alert for financial stress and new audit relationships. The risks of fraud seem to rise when the entity
is facing financial stress or the audit relationship is new. In light of this finding, the study recommends
that you be especially vigilant in planning and performing the first few audits, including rigorous
communications with predecessor auditors about management integrity and control environment
issues.
•

Avoid audit pitfalls. Among the alleged audit problems noted by the SEC are the following:
— Failure to gather sufficient evidential matter

— Failure to exercise due professional care
— Lack of sufficient professional skepticism
— Failure to properly interpret or apply GAAP
— Overreliance on inquiry as a form of evidence
— Failure to properly design audit programs and plan the engagement
— Lack of independence

— Failure to properly supervise and review the engagement
— Inadequate or inconsistent working papers

Help Desk—The complete report, Fraud-Related SEC Enforcement Sanctions Against Auditors:
1987-1997 (Product No. 990040kk), can be obtained by calling the AICPA Order Department
at (888) 777-7077.

Executive Summary—Matters of Continuing Audit Importance

•

Peer reviews indicate that an inordinate number of contractor financial statements contain
recognition, measurement, and disclosure deficiencies related to contract matters. You must be
thoroughly familiar with the guidance contained in the Audit and Accounting Guide Construction
Contractors, as well as in SOP 81-1, to be sure that contractor audits are conducted in accordance
with GAAS and the financial statements are prepared in accordance with generally accepted
accounting principles (GAAP).

• Estimated costs to complete may have a significant impact on the contractor's financial statements.
You will have to assess the risk of material misstatement associated with this estimate and may
use a variety of audit tests to reduce this risk to an acceptable level.
•

Fraud and the auditor's responsibilities for detecting it continues to be a topic of much discussion.

• SAS No. 82 continues to be the primary guidance on the auditor's responsibilities for detecting
fraud in a financial statement audit.
•

However, a research report commissioned by the ASB provides valuable insight on the
characteristics of client fraud and the possible audit failures that allowed the related misstatements
from being detected.

Beyond the Audit
What relevant assurance services can I offer my clients that extend beyond the audit?
.69 Practitioners now have an opportunity to broaden their traditional service offerings by considering
an emerging practice area called assurance services. The AICPA, in conjunction with the Canadian Institute
of Chartered Accountants (CICA), has developed WebTrustSM and SysTrustSM assurance services. Assurance
service engagements allow practitioners to build on their reputation for independence, objectivity, and
integrity to provide assurance that an entity is complying with an established set of principles and criteria.
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WebTrustSM Assurance Service
.70 The topic of privacy and security on the Internet is often in the news these days. The benefits of
worldwide commerce at the click of a mouse are sometimes offset by the lack of security and privacy that
users might experience when using this worldwide marketplace. We read again and again about everything
from Internet businesses selling or sharing private customer information to consumer fraud. Internet users
and the businesses that service them have a right to be very concerned about the integrity of the businesses
with which they're dealing on the Internet.
.71 Concerns about such Internet issues as security and privacy, among others, are growing, especially
as the amount of electronic business (e-business) conducted continues to develop at such a rapid pace. There
is a service that you can offer your clients who conduct or participate in e-commerce on the Web that can
help allay their fears and those of their customers regarding some of their concerns.

.72 Practitioners of WebTrust engagements provide assurance that a business entity conducting
e-commerce is in compliance with stated principles and criteria the entity selects. Clients and their CPA make
a selection of the principles that are most relevant to their businesses. Entities may choose from among the
following principles: business practices, security, privacy, confidentiality, nonrepudiation, or availability.
The CPA, who must follow certain engagement requirements in addition to professional standards, then
conducts the WebTrust engagement and issues a report and certification that the site is in compliance with
the selected stated principles and criteria.
.73 In addition to WebTrust certification for consumers conducting e-business, the AICPA/CICA most
recently developed the WebTrust On-Line Privacy Program. The most recent program was developed to
allay consumer fears and provide companies with a way to differentiate themselves and lower risk. The
privacy program—
•

Is based on the first and most comprehensive standards for conducting online commerce, including
protecting personally identifiable information.

•

Encompasses all key facets of online privacy.

•

Complies with significant U.S. and international privacy guidelines, regulations, and recommendations.

Other WebTrust programs also include WebTrust principles and criteria for Internet service providers in
electronic commerce and WebTrust principles and criteria for certification authorities (who verify the link
between the party conducting an e-business transaction and that party's identification means). The
AICPA/CICA also anticipates releasing principles and criteria that relate to business-to-business transac
tions in the near future.

SysTrustSM
.74 The SysTrustSM assurance engagement provides you with the opportunity to offer your clients a
valuable service that goes well beyond the work conducted in the traditional audit. If a client requires an
evaluation of the effectiveness of controls enabling its information systems to function reliably, a SysTrust
engagement can provide the answer. In a SysTrust engagement, the CPA evaluates a system against relevant
and reliable SysTrust principles and criteria and determines whether controls over the system exist.
.75 The principles and criteria include (1) four broad principles identifying parameters and attributes of a
reliable system and (2) criteria underlying the principles that establish the specific control objectives a system
must meet to be considered reliable. The principles address the concerns of availability, security, integrity, and
maintainability. Then, the CPA tests the system to determine whether the controls were operating effectively
during a specified period and issues a report attesting to the effectiveness of controls over the availability, security,
integrity, and maintainability. If a client is concerned only about the effectiveness of the controls over one principle,
such as availability, the CPA can issue a report on one principle or a combination of principles.
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Help Desk—For more information on the assurance services, visit the Web site for WebTrust
at http://www.aicpa.org and the Web site for SysTrust at http://www.aicpa.org/assurance/
systrust/index.htm.

New Accounting and Auditing Pronouncements
What new accounting and auditing pronouncements were issued this year?

Accounting
.76 The following table summarizes the FASB Statements of Accounting Standards and Interpretations,
and Accounting Standards Executive Committee (AcSEC) Statements of Position issued during the past year.

.77 You should consult the general Audit Risk Alert—2000/01 [AAM section 8010] for a more detailed
discussion of all new standards not discussed in this Audit Risk Alert. The general Audit Risk Alert—2000/01
[AAM section 8010] also describes recently issued Independence Standards, Auditing Interpretations, and
Emerging Issues Task Force (EITF) Consensus Positions.

FASB Pronouncements
Statement No. 140

Accounting for Transfers and Servicing of Financial Assets and
Extinguishments of Liabilities

Statement No. 139

Rescission of FASB Statement No. 53 and Amendments to FASB
Statements No. 63,89, and 121

Statement No. 138

Accounting for Certain Derivative Instruments and Certain Hedging
Activities

Interpretation No. 44

Accounting for Certain Transactions Involving Stock Compensation
AcSEC Statements of Position

SOP 00-1

Auditing Health Care Third-Party Revenue and Related Receivables

SOP 00-2

Accounting by Producers or Distributors of Films

.78 Additionally, during 2000 the EITF reached a consensus on Issue No. 00-1, "Balance Sheet and Income
Statement Display under the Equity Method for Investments in Certain Partnerships and Other Unincorpo
rated Noncontrolled Ventures." That issue addressed whether there are circumstances in which an invest
ment in a partnership or other joint venture is so similar to an investment in an undivided interest in the
underlying net assets (that is, a synthetic undivided interest) that pro rata consolidation is permitted or
required. In general, the consensus clarifies that pro rata consolidation is prohibited unless certain specific
conditions have been met.

Auditing
.79 In last year's Audit Risk Alert, we indicated that issues related to financial statement materiality were
receiving increased scrutiny from standards-setting bodies. In particular, the SEC expressed concern that a
number of entities were misapplying the concept of materiality in the application of accounting principles
in order to manage their earnings. For example, an entity might record accounting entries that contained
intentional errors of amounts that fall below specified materiality ceilings and then justify the practice by
arguing that the effect on earnings was too small to matter.
.80 SAS No. 89, Audit Adjustments (AICPA, Professional Standards, vol. 1, AU secs. 310,333, and 380), was
issued in response to issues relating to the misuse of materiality. The SAS encourages client management to
record adjustments aggregated by the auditor and requires you to—
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•

Add an item to your engagement letter that indicates that management is responsible for (1) adjusting
the financial statements to correct material misstatements and (2) affirming to the auditor in its
representation letter that the effects of any uncorrected misstatements are immaterial.

•

Obtain written representation from management that it believes the uncorrected misstatements are
immaterial.

•

Inform the audit committee about uncorrected misstatements.

.81 The following table summarizes the three new auditing standards issued during the past year. You
should consult the general Audit Risk Alert—2000/01 [AAM section 8010] for a more detailed discussion of
all new standards not discussed in this Audit Risk Alert.

Statements on Auditing Standards
SAS No. 93

Omnibus Statement on Auditing Standards—2000

SAS No. 92

SAS No. 92, Auditing Derivative Instruments, Hedging Activities,
and Investments in Securities (AICPA, Professional Standards, vol. 1,
AU sec. 391)

SAS No. 91

SAS No. 91, Federal GAAP Hierarchy (AICPA, Professional
Standards, vol. 1, AU sec. 411)

SAS No. 90

SAS No. 90, Audit Committee Communications (AICPA, Professional
Standards, vol. 1, AU secs. 380 and 722)

SAS No. 89

SAS No. 89, Audit Adjustments (AICPA, Professional Standards,
vol. 1, AU secs. 310,333, and 380)

SAS No. 88

SAS No. 88, Service Organizations and Reporting on Consistency
(AICPA, Professional Standards, vol. 1, AU secs. 324 and 420)

Statements on Standards for Attestation Engagements
SSAE No. 10

Attestation Standards: Revision and Recodification (available January 2000)

On the Horizon
What exposure drafts are currently outstanding?
.82 Practitioners should note that the purpose of exposure drafts is to solicit comments from preparers,
auditors, users of financial statements, and other interested parties. They are nonauthoritative and cannot be
used as a basis for changing GAAS or GAAP. The following is a listing of some of the more significant exposure
drafts outstanding at the time this Alert was written. Please note that AICPA standard-setting committees are
now publishing exposure drafts of proposed professional standards exclusively on the AICPA's Web site.

ASB Exposure Draft
.83 Issued in October 2000, the proposed SAS amends SAS No. 55, Consideration of Internal Control in a
Financial Statement Audit (AICPA, Professional Standards, vol. 1, AU sec. 319), as amended by SAS No. 78,
Consideration of Internal Control in a Financial Statement Audit: An Amendment to Statement on Auditing Standards
No. 55 (AICPA, Professional Standards, vol. 1, AU sec. 319) to provide guidance to auditors about the effect of
information technology (IT) on internal control, and on the auditor's understanding of internal control and
assessment of control risk. The ASB believes the guidance is needed because entities of all sizes increasingly
are using IT in ways that affect their internal control and the auditor's consideration of internal control in a
financial statement audit. Consequently, in some circumstances, auditors may need to perform tests of
controls to perform effective audits.
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.84 This proposed SAS amends SAS No. 55, as amended by SAS No. 78, to—
1. Incorporate and expand on the concept from SAS No. 80, Amendment to Statement on Auditing
Standards No. 31, Evidential Matter (AICPA, Professional Standards, vol. 1, AU sec. 326.14), that in
circumstances where a significant amount of information supporting one or more financial statement
assertions is electronically initiated, recorded, processed, and reported, the auditor may determine
that it is not practical or possible to restrict detection risk to an acceptable level by performing only
substantive tests for one or more financial statement assertions. In such circumstances, the auditor
should obtain evidential matter about the effectiveness of both the design and operation of controls
to reduce the assessed level of control risk.
2. Describe how IT may affect internal control, evidential matter, and the auditor's understanding of
internal control and assessment of control risk.

3. Describe both benefits and risks of IT to internal control, and how IT affects the components of internal
control, particularly the control activities and information and communication components.
4. Provide guidance to help auditors determine whether specialized skills are needed to consider the
effect of computer processing on the audit, to understand the controls, or to design and perform audit
procedures.
5. Clarify that in obtaining an understanding of the entity's financial reporting process, the auditor
should understand how both standard, recurring entries and nonstandard, nonrecurring entries are
initiated and recorded, and the auditor should also understand the controls that have been placed in
operation to ensure that such entries are authorized, complete, and correctly recorded.

6. Update terminology and references to IT systems and controls.

The proposed SAS does not—
1. Eliminate the alternative of assessing control risk at the maximum level and performing a substantive
audit, if that is an effective approach.
2. Change the requirement to perform substantive tests for significant account balances and transaction
classes.

Help Desk—See the ASB Exposure Drafts Web site at www.aicpa.org/members/div/
auditstd/drafts.htm for information on the status of these and other exposure drafts issued
by the ASB. Note that the AICPA's standard-setting committees are now publishing expo
sure drafts of proposed professional standards exclusively on the AICPA Web site. The
AICPA will notify interested parties by e-mail about new exposure drafts. To have your
email address put on the notification list for all AICPA exposure drafts, send your e-mail
address to memsat@aicpa.org. Indicate "exposure draft email list" in the subject header field
to help process the submissions more efficiently. Include your full name, mailing address
and, if known, your membership and subscriber number in the message.

AcSEC Exposure Drafts
.85 Following are recent AcSEC exposure drafts.
•

Proposed Statement of Position—Accounting for Discounts Related to Credit Quality (The final SOP is
expected to be titled "Accounting for Certain Purchased Loans"); December 30,1998

•

Proposed Statement of Position—Amendment to Scope of Statement of Position 95-2, Financial Reporting
by Nonpublic Investment Partnerships, to Include Commodity Pools; August 15, 2000

•

Proposed Statement of Position—Accounting by Certain Financial Institutions and Entities That Lend to
or Finance the Activities of Others; May 30, 2000

AICPA Audit and Accounting Manual

AAM §8090.85

8272

Audit Risk Alerts

47

12-00

•

Proposed Statement of Position—Accounting by Insurance Enterprises for Demutualizations and For
mations of Mutual Insurance Holding Companies and for Certain Long-Duration Participating Contracts;
April 3, 2000

•

Proposed Statement of Position—Accounting for and Reporting of Certain Health and Welfare Benefit Plan
Transactions; March 22,2000

Help Desk—See the AcSEC Exposure Drafts Web site at www.aicpa.org/members/div/
acctstd/edo/index.htm for information on the status of these and other exposure drafts
issued by AcSEC.

Professional Ethics Executive Committee Exposure Draft
.86 On April 15, 2000, the Professional Ethics Division issued an exposure draft, Omnibus Proposal of
Professional Ethics Division Interpretations and Rulings, containing proposed revisions to four ethics
pronouncements:
1. Interpretation No. 101-11, "Independence and the Performance of Professional Services Under the
Statements on Standards for Attestation Engagements and Statement on Auditing Standards No. 75,
Engagements to Apply Agreed-Upon Procedures to Specified Elements, Accounts, or Items of a Financial
Statement" of ET section 101 (AICPA, Professional Standards, vol. 2, ET sec. 101.13).

2. Ruling 100 under rule 101: Actions Permitted When Independence Is Impaired
3. Ruling 108 under rule 101: Participation of Member, Spouse or Dependent in Retirement, Savings, or Similar
Plan Sponsored by, or That Invest in, Client1

4. Interpretation No. 501-5, "Failure to Follow Requirements of Government Bodies, Commissions, or Other
Regulatory Agencies in Performing Attest or Similar Services," of ET section 501 (AICPA, Professional
Standards, vol. 2, ET sec. 501.06)2

Help Desk—See the AICPA Professional Ethics section of the AICPA Web site, www.aicpa.
org/members/div/ethics/index.htm for information on the status of these and other
exposure drafts, along with other ethics-related matters.

FASB Statement Exposure Drafts
.87 Following are recent exposure drafts issued by the FASB.

•

Proposed Statement of Financial Accounting Standards—Accounting for the Impairment or Disposal of
Long-Lived Assets and for Obligations Associated with Disposal Activities; July 12,2000

•

Proposed Statement of Financial Accounting Standards—Accounting for Obligations Associated with
the Retirement of Long-Lived Assets; February 17,2000

•

Proposed Statement of Financial Accounting Standards—Business Combinations and Intangible Assets;
September 7,1999

•

Proposed Statement of Financial Accounting Standards—Consolidated Financial Statements: Purpose
and Policy; February 23,1999

Help Desk—See the FASB Web site www.rutgers.edu/Accounting/raw/fasb/draft/
draftpg.html for information on the status of these and other exposure drafts issued by the FASB.
1 Adopted in October 2000. See the "AICPA Professional Ethics Rulings and Interpretations" subsection of this Alert.

2 See footnote 1.
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Resource Central
On the Bookshelf
What other AICPA publications may be of value to my practice?
.88 We include here some of the numerous AICPA publications that might be of interest to you.
AICPA Audit and Accounting Guides

.89 Audit and Accounting Guides summarize the practices applicable to specific industries and describe
relevant matters, conditions, and procedures unique to these industries. The accounting guidance included
in AICPA Audit and Accounting Guides is in the GAAP hierarchy as authoritative GAAP. As an auditor of
a construction company you might find Construction Contractors 2000 Guide (Product No. 012097kk) to be
useful to your practice.
.90 The following general Audit Guides also may be of interest to CPAs performing audit and attest
engagements of construction contractors (product numbers are shown in parentheses):
•

Consideration of Internal Control in a Financial Statement Audit 1997—(012451kk)

•

Personal Financial Statements 1999—(011136kk)

•

Prospective Financial Information 1999—(011179kk)

•

Use of Real Estate Appraisal Information 1997—(013159kk)

•

NEW GUIDE! Auditing Derivative Instruments, Hedging Activities, and Investments in Securities—
Practical Guidance for Applying SAS No. 92 (012520kk)

AICPA Industry Audit Risk Alerts

.91 The annual industry Audit Risk Alert series provides information about current economic, regula
tory, and professional developments in specified industries and practice areas. They assist CPAs in planning
and performing audit engagements. The 2000/01 Audit Risk Alerts are available from the AICPA for the
following industries:
•

The ABCs of Independence (022271kk). This is a must-read basic primer on the fundamentals of
independence. Whether you're unfamiliar with the standards or need a user-friendly refresher
course, this Alert is for you.

•

SEC Alert (022272kk). This Alert provides valuable insights into staff perspectives on numerous
accounting and auditing issues. The Alert also includes updates on recent SEC activities.

•

E-Business Industry Developments (022273kk). The e-world awaits. Are you ready? Find out what's
happening in the realm of e-business and how it will affect your audits in this new Alert.

•

Practical Guidance for Implementing SSARS No. 8 (022274kk). This new Alert is filled with practical
guidance to help you understand and apply the new amendments to SSARS No. 1.

Other Accounting and Auditing Team Publications

.92 Audit and Accounting Manual—(007258kk). The manual is a valuable nonauthoritative practice tool
designed to provide assistance for audit, review, and compilation engagements. It contains numerous
practice aids, samples, and illustrations—including audit programs; sample opinions; checklists; and sample
engagement, management representation, and confirmation letters. Also included is a special section for
state and local governmental engagements.
AICPA Audit and Accounting Manual
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. 93 AICPA Practice Aid Series. The publications that constitute the AICPA Practice Aid Series have been
designed to address a broad range of topics that affect today's CPA. From enhancing the efficiency of your
practice to developing the new skill sets required for a successful transition to meet the challenges of the new
millennium, this series provides practical guidance and information to assist in making sense out of a
changing and complex business environment. The series includes the following:
•

Preparing and Reporting on Cash- and Tax-Basis Financial Statements—(006701kk)

• Considering Fraud in a Financial Statement Audit: Practical Guidance for Applying SAS No. 82—
(008883kk)
•

Auditing Estimates and Other Soft Accounting Information—(010010kk)

•

Make Audits Pay—Leveraging the Audit into Consulting Services—(006704kk)

•

NEW! CPA WebTrust Practitioners Guide—(006604kk)

•

NEW! CPA Performance View Services—(00606kk)

. 94 Assurance Services Alerts. The newly introduced Assurance Services Alert series provides practi
tioners with information about the emerging practice areas of CPA ElderCare services, CPA WebTrust, and
CPA SysTrust. Assurance Services Alerts provide both an introduction to those who are unfamiliar with
assurance services and an update of important new developments for those who have expanded their
practice to include these assurance services. The 2000 Assurance Services Alerts are available from the AICPA
for the following services:
•

CPA WebTrust—2000—(022249kk)

•

CPA ElderCare Services—2000—(022248kk)

•

CPA SysTrust—2000—(022253kk)

.95 Financial Statement Preparation Manual/Disclosure Checklists—(G01027kk). This manual is a loose-leaf
service consisting of nineteen industry-specific disclosure checklists and includes sample financial state
ments. It is updated annually to reflect the issuance of new authoritative guidance. Most of the checklists are
also available in individual paperback versions.
.96 Accounting Trends and Techniques—2000—(009892kk). This publication offers highlights of the latest
trends in corporate financial statements presented for practitioners in industry and public practice. The
publication, which is based on a survey of over 600 public companies, illustrates accounting practices and
trends, including presentations and disclosures.
Auditing Practice Releases

.97 Auditing Practice Releases provide auditors of financial statements with practical guidance on
specific subject areas. These nonauthoritative publications help auditors understand complex issues encoun
tered and suggest procedures to accomplish audit objectives.
•

Audit Implications of Electronic Data Interchange—(021060kk)

•

The Information Technology Age: Evidential Matter in the Electronic Environment—(021068kk)

•

Confirmation of Accounts Receivable—(021064kk)

•

Audit Implications of Electronic Document Management—(021066kk)

•

Service Organizations: Applying SAS No. 70—(021056kk)

•

Analytical Procedures—(021069kk)
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•

Auditing in Common Computer Environments—(021059kk)

•

Auditing with Computers—(021057kk)

•

Consideration of the Internal Control Structure in a Computer Environment: A Case Study—(021055kk)

AICPA—At Your Service
How can I order AICPA products?
What other AICPA services may be of interest to me?
Order Department (Member Satisfaction)

.98 To order AICPA products, call (888) 777-7077; write AICPA Order Department, CLA10, P.O. Box
2209, Jersey City, NJ 07303-2209; fax (800) 362-5066. For best results, call Monday through Friday between
8:30 a.m. and 7:30 p.m. EST. Obtaining product information and placing online orders can be done at the
AICPA's Web site, www.aicpa.org.

Construction Industry CPE

.99
•

Self-Study—Construction Contractors, Accounting, Auditing and Tax, by Michael Ramos—(736421kk)

•

Group Study—Construction Contractors, Accounting, Auditing and Tax, by Michael Ramos (Check with
your state society for further information about this course.)

•

Conferences—AICPA Construction Industry Conference, held annually in early December. For further
information, visit the AICPA Web site. (Contact information appears in appendix A, "The Internet—
An Auditor's Research Tool," of this Audit Risk Alert.)

Accounting and Auditing Technical Hotline
.100 The AICPA Technical Hotline answers members' inquiries about accounting, auditing, attestation,
compilation, and review services. Call (888) 777-7077.

Ethics Hotline

.101 Members of the AICPA's Professional Ethics Team answer inquiries concerning independence and other
behavioral issues related to the application of the AICPA Code of Professional Conduct. Call (888) 777-7077.

World Wide Web Site
.102 The AICPA has a home page on the World Wide Web. AICPA Online, the Web site (www.aicpa.org),
offers CPAs the unique opportunity to stay abreast of developments in accounting and auditing, including
exposure drafts. The Web site includes In Our Opinion, the newsletter of the AICPA Audit and Attest
Standards Team. The newsletter provides valuable and timely information on technical activities and
developments in auditing and attestation standard setting.

New! Online CPE Offer!
.103 The AICPA has launched a new online learning library, AICPA InfoBytes. An annual fee ($95 for
members and $295 for nonmembers) will offer unlimited access to over one thousand hours of online CPE
in one- and two- hour segments. Register today as our guest at www.infobytes.aicpaservices.org.
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.104 The AICPA is currently offering a new CD-ROM product, entitled reSource: AICPA's Accounting and
Auditing Literature. This CD-ROM enables subscription access to the following AICPA Professional Literature
products in a Windows format: Professional Standards, Technical Practice Aids, and Audit and Accounting Guides
(available for purchase as a set that includes all Guides and the related Audit Risk Alerts, or as individual
publications). This dynamic product allows you to purchase the specific titles you need, and includes
hypertext links to references within and between all products. To order any publications included on the
CD-ROM, call (888) 777-7077.
.105 Practitioners Publishing Company (PPC) and the AICPA are currently offering publications issued
by PPC, the AICPA, and the FASB on one CD-ROM disk, titled The Practitioner's Library—Accounting and
Auditing. The FASB publications include Original Pronouncements, Current Text, Emerging Issues Task Force
Abstracts, and FASB Implementation Guides; and the AICPA publications include Professional Standards,
Technical Practice Aids, Audit and Accounting Guides, and Peer Review Program Manual. The disk also contains
eighteen PPC engagement manuals. The disk may be customized so that purchasers pay for and receive only
selected segments of the material. For more information about this product call (800) 323-8724.
.106

This Audit Risk Alert replaces Construction Contractors Industry Developments—1999/2000.

.107 The Audit Risk Alert Construction Contractors Industry Developments [AAM section 8090] is published
annually. As you encounter audit or industry issues that you believe warrant discussion in next year's Audit
Risk Alert, please feel free to share those with us. Any other comments that you have about this Audit Risk
Alert would also be greatly appreciated. You may send these comments to:
Yelena Mishkevich
AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
Or email to YMishkevich@aicpa.org
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Appendix A
The Internet—An Auditor's Research Tool
The Internet contains a vast amount of information that may be valuable to auditors of construction
contractors, including the following:
•

Market segment performance, forecasts, and analyses

•

Discussions of current industry trends

•

Cost studies

•

Articles and press releases relating to current industry items of interest

•

Links to other construction Internet sites

The general Audit Risk Alert—2000/01 [AAM section 8010] contains a list of general auditing and accounting
sites. Auditors with clients in the construction industry also may want to consider the following.
Organization

Internet Address

Building Owners and Managers Association

www.boma.org

Construction Cost Estimator

www.construction.com

Engineering News-Record

www.enr.com

F.W.Dodge

www.mag.fwdodge.com

Marshall & Swift

www.marshallswift.com

Society of Industrial and Office Realtors

www.sior.com

Construction Financial Managers Association

www.cfma.org
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Appendix B
Listing of Construction Cost Indexes
The construction industry publishes a great deal of information about the cost of materials and labor. You
may find this information extremely valuable, for example, to—
•

Perform analytical procedures related to job cost or profitability.

•

Test the client's estimated costs to complete.

•

Identify unusual financial statement relationships or other anomalies that require further audit
attention.

The following is a list of entities that publish the more popular construction cost indexes, some of which may
be available on line. This list originally appeared in the May 27,2000, issue of the Engineering News Record.
For a more detailed discussion of these indexes, please refer to the originally published article.
•

The Austin Co., Cleveland

•

E.H. Boeckh Co., Milwaukee

•

Bureau of Reclamation, Denver

•

Chemical Engineering magazine

•

Factory Mutual Engineering, Norwood, Massachusetts

•

Fru-Con Corp., Ballwin, Missouri

•

Handy Whitman, Baltimore

•

Marshall and Swift, Los Angeles

•

R.S. Means Co., Inc., Koingston, Massachusetts

•

Nelson-Farrar Refinery Cost Index, Tulsa, Oklahoma

•

Smith, Hinchman & Grylls Inc., Detroit

•

Turner Construction Co., Inc., New York

[The next page is 8311.]
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AAM Section 8100
Investment Companies Industry
Developments—2000/01
In This Year's Alert . . .
•

What are the industry and economic conditions facing investment companies in the current year?

•

What are some of the final rules issued during the past year by the SEC that auditors of investment
companies should be aware of?

•

What are the significant issues raised in the most recent "Dear CFO" letter?

•

What are some of the highlights of the new AICPA Audit and Accounting Guide Audits of Investment
Companies?

•

What guidance is available for auditing derivative instruments?

•

What are some of the audit considerations in an e-business environment?

•

What are the requirements of the ISB's Standard No. 2, Certain Independence Implications of Audits of
Mutual Funds and Related Entities?

•

What is money laundering?

•

What are the responsibilities of predecessor and successor auditors under SAS No. 84?

•

What are the AICPA's new Statements on Auditing Standards, Statements on Standards for Attesta
tion Engagements, and Audit Interpretations that auditors of investment companies should know
about?

•

What are the requirements of the new FASB Statement No. 140, Accounting for Transfers and Servicing
of Financial Assets and Extinguishments of Liabilities?

•

What are some of the recent developments affecting the accounting for derivatives and hedging
activities?

•

What are some of the recent SEC accounting-related developments?

•

What are some of the outstanding exposure drafts that have been issued by the FASB for comment?

•

What are some of the outstanding exposure drafts relevant to investment companies that have been
issued by AcSEC for comment?

•

What exposure draft has been issued by the ASB for comment?

•

What other AICPA publications, products, and services can be of value to auditors of investment
companies?
*

AICPA Audit and Accounting Manual
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*
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Economic and Industry Developments
What are the industry and economic conditions facing
investment companies in the current year?

.01 The growth in the U.S. economy in recent years continued through the end of 1999 and into 2000,
fueled in part by increased workforce productivity and consumer spending. In February 2000, the current
period of economic expansion became the longest in history, at 107 months. Among the economic statistics
and other developments through the first three quarters of 2000 are the following:
•

The equities markets continued to display periods of volatility. Both the Dow Jones Industrial
Average (DJIA) and the National Association of Securities Dealers Automated Quotation (NASDAQ)
composite ended 1999 at record highs, nearly 11,500 for the DJIA and over 4,000 for the NASDAQ.
By March 2000, the NASDAQ reached a new milestone, closing at over 5,000 for the first time. After
reaching these milestones, however, both the DJIA and the NASDAQ experienced steep declines from
their record highs, as well as periodic gains back toward these earlier milestones.

•

The much-anticipated Year 2000 Issue, with its potential for negative economic implications, has so
far passed without any major impact.

•

Gross domestic product (GDP), which measures the output of goods and services produced by labor
and property located in the United States—increased at a rate of 4.8 percent in the first quarter of
2000. GDP then rose to 5.6 percent in the second quarter. Third quarter GDP estimates, however, have
indicated a rate of less than 3 percent.

•

The euro has weakened significantly against the U.S. dollar.

•

The U.S. jobless rate remained under 4.5 percent, reaching a thirty-year low of 3.9 percent in April
and September.

•

The Federal Reserve Board (Fed) raised the federal funds rate three times so far during 2000, to 6.5
percent.

.02 Auditors should review the guidance in Statement on Auditing Standards (SAS) No. 22, Planning and
Supervision (AICPA, Professional Standards, vol. 1, AU sec. 311), regarding the specific procedures that should
be considered in planning an audit in accordance with generally accepted auditing standards (GAAS). The
auditor should obtain a knowledge of matters that relate to the nature of the entity's business, its organiza
tion, and its operating characteristics, and consider matters affecting the industry in which the entity operates,
including, among other matters, economic conditions, as they relate to the specific audit.

.03 Keep in mind that this section of this Audit Risk Alert notes just a few recent economic statistics and
developments. Also, there are regional differences that may need to be taken into consideration. For example,
unemployment statistics may show a variation when comparing one region of the United States with another.
Also, not all industries may benefit equally during a period of economic prosperity.

.04 Fund performance varied greatly in 2000. Certain technology funds were very strong performers in 1999
and early 2000. However, beginning in March 2000, many technology stocks experienced severe price declines
and a number of these funds have recently experienced negative portfolio performance. Investors in some of
these strong performers, having expectations for a continuation of the exceptional returns they received in 1999,
were quick to switch to other funds or seek investment options when their expectations were not met. Other
funds, such as certain "value oriented" funds, experienced a significant number of redemptions in early 2000 as
investors sought out higher returns. A number of these funds reported improved performance later in 2000, as
equity investors began to focus their attention on non-technology market sectors.
.05 Auditors of investment companies should consider the increased pressures that some investment
companies may face to meet aggressive performance expectations. When auditing a client subject to increased
AAM §8100.01
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pressures, auditors should consider whether such pressures could indicate a fraud risk factor. SAS No. 82,
Consideration of Fraud in a Financial Statement Audit (AICPA, Professional Standards, vol. 1, AU sec. 316) provides
guidance to auditors in fulfilling the responsibility to plan and perform the audit to obtain reasonable
assurance about whether the financial statements are free of material misstatement, whether caused by error
or fraud. SAS No. 82 states that the significance of risk factors varies widely for a particular entity. The auditor
should exercise professional judgment when considering risk factors individually or in combination and
whether there are specific controls that might mitigate the risk.
Help Desk—Further information on implementing SAS No. 82 is available in the AICPA
publication Considering Fraud in a Financial Statement Audit: Practical Guidance for Applying
SAS No. 82 (Product No. 008883kk). This publication provides an in-depth understanding
of SAS No. 82, supplemented by practice aids and examples including common fraud
schemes and expanded audit procedures; sample engagement letters, representation letters,
and workpaper documentation; and industry-specific fraud risk factors and guidance for
several specialized industries, including investment companies. See the "Resource Central"
section of this Audit Risk Alert for information on ordering AICPA publications.
Competitive Environment

.06 Investment companies continue in 2000 to operate in an industry crowded with competitors, and to
face competition from other financial institutions, such as broker-dealers, banks, and insurance companies,
for the available pool of investor funds. Investors who previously looked to professional money managers
to invest in the securities markets continue to feel empowered to direct their own equity trading activities.
In recent years, the number of investors who trade online has grown rapidly, and this rapid growth is
expected to continue over the next few years, as well. The availability of financial information through
sources such as the Internet has provided investors with expanded access to financial information previously
available only to professional money managers.

.07 The Gramm-Leach-Bliley Financial Services Modernization Act of 1999 (the Act) among other
matters eliminates many of the existing barriers (notably the Glass-Steagall Act) that prohibited affili
ations among organizations in the financial services industry, such as securities firms, banks, and
insurance companies. The Act provides for a financial holding company structure (with the Fed serving
as an umbrella regulator). The Act may provide opportunities as well as challenges for investment
companies. For example, to the extent that this legislation allows financial institutions to enter into new
lines of business and affiliate with banks or insurance companies, there may also be additional challenges
from an increase in competition from other financial services organizations that are similarly expanding
their product lines. Auditors should be alert for any changes in the investment company's business,
including its products and services, related parties, and changes to applicable regulations that may
follow in the wake of the Act.
.08 The Act also requires that financial institutions must provide its customers with a notice of its privacy
policies and practices. The Act restricts the disclosure of nonpublic customer information by financial
institutions. All financial institutions must provide customers the opportunity to "opt-out" of the sharing of
the customers' nonpublic information with unaffiliated third parties. See a related discussion "SEC Regula
tions" in the "Regulatory Developments" section of this Audit Risk Alert.
.09 Some investment companies have responded to competitive pressures by seeking new ways to
distribute their products to investors and maintain fund growth, including providing more information to
investors through the Internet, a development that has changed how investors buy, sell, and research mutual
funds. To meet the needs of investors and to implement the technological improvements needed to facilitate
the rapid growth of electronic business (e-business), investment companies continue in 2000 to focus on
information technology systems enhancements. See the related discussion "E-Business" in the "Audit Issues
and Developments" section of this Audit Risk Alert.
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.10 To meet investor needs, certain load funds have changed to no-load versions, and conversely some
investment companies that traditionally sold no-load funds directly to investors have started adding load
funds. Other fees structures have been established in which the investor can choose to pay a set fee based on
a percentage of assets, rather than a front-end load for an individual fund purchase. Also, some mutual funds
have added redemption fees to discourage "in and out" activity from market timers.
.11 Because of the heightened investor interest in technology investments in 1999 and early 2000, a number
of technology-oriented or aggressive-growth mutual funds began to invest in venture-capital type investments,
in the form of either unregistered shares in already-public companies or "pre-IPO" holdings. Such investments
are inherently more difficult to value than shares that are freely traded on a quoted market. Also, in some cases,
these investments later became freely tradable in a public market, through either a public registration or other
means. The guidance provided in Securities and Exchange Commission (SEC) Accounting Series Releases Nos.
113 and 118 and a recent SEC Division of Investment Management staff interpretive letter (see the related
discussion "SEC Staff Interpretive Letter—Securities Valuation" in the "Regulatory Developments" section of
this Audit Risk Alert), and concerns expressed by the Financial Accounting Standards Board (FASB) in the
clearance of the new AICPA Industry Audit Guide Audits of Investment Companies (see the related discussion
"New AICPA Audit and Accounting Guide, Audits of Investment Companies" in the "Audit Issues and Develop
ments" section of this Audit Risk Alert), should be considered by preparers and auditors in assessing the valuation
of these investments, as well as other illiquid or "fair-valued" investments.

Merger Activity
.12 The increased number of mergers of investment companies of recent years continued in 2000.
Auditors involved in fund mergers should consult the instructions in SEC Form N-14 and Article 11 of
Regulation S-X, as well as prior SEC "Dear CFO" letters, to understand the requirements for pro forma
financial statements in merger proxy statement and prospectus filings. Additionally, the determination of
the accounting survivor in a fund merger may be complex, and at times the legal survivor may not be the
accounting survivor. The SEC staff has stated that continuity and dominance in the following criteria should
be considered in identifying the accounting survivor:
•

Portfolio management

•

Portfolio composition

•

Investment objectives, policies, and restrictions

•

Expense structures and ratios

•

Relative asset size

.13 Auditors should consider the impact of structural changes resulting from merger activity on the
investment company's internal control. SAS No. 55, Consideration of Internal Control in a Financial Statement
Audit1 (AICPA, Professional Standards, vol. 1, AU sec. 319), as amended by SAS No. 78, Consideration of Internal
Control in a Financial Statement Audit: An Amendment to SAS No. 55 (AICPA, Professional Standards, vol. 1, AU
sec. 319), provides guidance on the independent auditor's consideration of an entity's internal control in an
audit of financial statements in accordance with GAAS. SAS No. 55 states, among other matters, that the
auditor should obtain sufficient knowledge of the entity's risk assessment process to understand how
management considers risks relevant to financial reporting objectives and decides about actions to address
those risks. Because a merger can result in the gain or loss of an investment company client, auditors should
also be familiar with the guidance in SAS No. 84, Communications Between Predecessor and Successor Auditors
(AICPA, Professional Standards, vol. 1, AU sec. 315). SAS No. 84 provides guidance on communications between
predecessor and successor auditors when a change of auditors is in progress or has taken place. See the discussion
"A Change of Auditors" in the "Audit Issues and Developments" section of this Audit Risk Alert.
1 See the "On the Horizon" section of this Audit Risk Alert for a discussion of the proposed Statement on Auditing Standards (SAS) that
would amend SAS No. 55, Consideration of Internal Control in a Financial Statement Audit (AICPA, Professional Standards, vol. 1, AU sec. 319).
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Decimalization
.14 Decimalization refers to the conversion of securities from fractional pricing (eighths and sixteenths
of a dollar) to decimal pricing (dollars and cents). Under decimalization, securities can be priced in smaller
increments. (See the related discussion of the timetable for conversion to decimal pricing in "Other Recent
SEC Developments" in the "Regulatory Developments" section in this Audit Risk Alert.)
.15 Investment companies will likely be addressing the impact of decimalization on their organizations.
Investment companies, for example, may have implemented, and may be continuing to implement, system
changes necessary to convert to decimal pricing.
Executive Summary—Economic and Industry Developments
• The auditor should obtain a knowledge of matters that relate to the nature of the entity's business, its
organization, and its operating characteristics, and consider matters affecting the industry in which
the entity operates, including, among other matters, economic conditions, as they relate to the audit.
• Fund performance varied greatly in 2000. Certain technology funds, which were very strong
performers in 1999 and early 2000, experienced negative portfolio performance later in 2000. Auditors
of investment companies should consider the increased pressures that some investment companies
may face to meet aggressive performance expectations. When auditing a client subject to increased
pressures, auditors should consider whether such pressures could indicate a fraud risk factor.
• Investment companies continue in 2000 to operate in an industry crowded with competitors, and
to face competition from other financial institutions, such as broker-dealers, banks, and insurance
companies, for the available pool of investor funds.
• The Gramm-Leach-Bliley Financial Services Modernization Act of 1999 among other matters
eliminates many of the existing barriers (notably the Glass-Steagall Act) that prohibited affiliations
among organizations in the financial services industry, such as securities firms, banks, and
insurance companies.
• The increased number of mergers of investment companies of recent years continued in 2000.
Auditors should consider the impact of structural changes resulting from merger activity on the
investment company's internal control. Because a merger can result in the gain or loss of an
investment company client, auditors should also be familiar with the guidance in SAS No. 84,
Communications Between Predecessor and Successor Auditors.
•
Investment companies will likely be addressing the impact of decimalization on their
organizations. Investment companies, for example, may have implemented, and may be
continuing to implement, system changes necessary to convert to decimal pricing.

Regulatory Developments2
SEC Regulations
What are some of the final rules issued during the past year by the
SEC that auditors of investment companies should be aware of?

.16 SAS No. 22, Planning and Supervision, states that in planning the audit, the auditor should consider
matters affecting the industry in which the entity operates as they relate to the audit, including, among other
matters, government regulations. Auditors should note that investment companies are subject to a number of
regulatory requirements. For example, many investment companies are required to register under the Investment
2 Readers should be alert for updates, amendments, or other changes to the rules discussed in this section of the Alert and other
recent developments related to regulatory activities. The brief summaries provided in this section of the Alert are for informational
purposes only. Readers should refer to the full text of the regulations and other documents that are discussed in this section of the Alert.
The complete text of Securities and Exchange Commission (SEC) final and proposed rules, including the final rules discussed in this
section of the Alert and rules adopted subsequent to the writing of this Alert, as well as other SEC information, can be obtained from
the SEC Web site at www.sec.gov. See the "Information Sources" section of this Alert for a list of Internet resources, including some Web
sites, that can provide additional information on regulatory issues and developments.
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Company Act of 1940 (Investment Company Act), the Securities Act of 1933 (Securities Act), the Securities
Exchange Act of 1934 (Exchange Act), and with various state security commissions. Also, the Investment Advisers
Act of 1940 (Advisers Act) requires persons paid to render investment advice to individuals or institutions,
including investment companies, to register, and it regulates their conduct and contracts.

.17 The federal securities laws are supplemented by formal rules and regulations. The SEC also issues a
variety of other releases and statements, including its financial reporting releases and releases under the
Securities Act, the Exchange Act, the Investment Company Act, and the Advisers Act. Many apply to the
investment company industry. The auditor should be familiar with them and with the SEC registration and
reporting forms.
.18 In addition, auditors of investment companies should be aware of the requirements of SAS No. 54, Illegal
Acts by Clients (AICPA, Professional Standards, vol. 1, AU sec. 317). SAS No. 54 prescribes the nature and extent of
the consideration that the auditor should give to the possibility of illegal acts by a client in audits of financial
statements in accordance with GAAS. The term illegal acts refers to violations of laws or governmental regulations.
SAS No. 54 states, in part, that the auditor considers laws and regulations that are generally recognized by auditors
to have a direct and material effect on the determination of financial statement amounts. Entities may be affected
by many other laws or regulations relating more to an entity's operating aspects than to its financial and
accounting aspects, and their financial statement effect is indirect. Their indirect effect is normally the result of
the need to disclose a contingent liability because of the allegation or determination of illegality.
.19 When an auditor concludes, based on information obtained and, if necessary, consultation with legal
counsel, that an illegal act has or is likely to have occurred, the auditor should consider the effect on the
financial statements as well as the implications for other aspects of the audit.
.20 The following is a summary of some of the rules that the SEC issued during the past year.

•

EDGAR System and EDGAR Filer Manual. The SEC adopted several final rules in 2000 related to the
Electronic Data Gathering, Analysis and Retrieval (EDGAR) System and the EDGAR Filer Manual,
including the discontinuing of financial data schedules for investment company filings.

•

Adoption of updated EDGAR Filer Manual. The SEC issued a final rule adopting an updated edition
of the EDGAR Filer Manual and providing for its incorporation by reference into the Code of Federal
Regulations. The updated EDGAR Filer Manual describes the technical formatting requirements for
the preparation and submission of electronic filings through the EDGAR System. The purpose of the
new version of EDGAR and the Filer Manual (Release 6.75) is to add new form types and delete
several old ones. Effective date: January 24,2000.

•

Rulemaking for EDGAR System. The SEC implemented the next stage of modernization of the EDGAR
System (EDGAR Release 7.0) for filers. The SEC adopted amendments to its rules to reflect changes
in filing requirements attributable to the EDGAR Release 7.0, as well as certain other changes to clarify
or update rules. Effective date: May 30, 2000; applies to filings submitted on or after that date, with
certain specified exceptions.

•

Adoption of updated EDGAR Filer Manual. The SEC adopted revisions to the EDGAR Filer Manual and
provided for their incorporation by reference into the Code of Federal Regulations. The SEC adopted a
new Volume II of the EDGAR Filer Manual, which describes the technical formatting requirements for
the preparation and submission of filings through the EDGAR system and describes the requirements
for filing using the EDGARLink. Effective date: May 30,2000. The SEC subsequently adopted a final rule
updating the provisions of the EDGAR Filer Manual governing the old Legacy EDGAR system (Volume
1) and the filing of Form N-SAR documents (Volume III), to reflect the limited changes being made to
these systems with the implementation of EDGAR Release 7.0. Effective date: June 23,2000.

•

Privacy of consumer financial information. The SEC adopted regulation S-P, privacy rules promulgated
under section 504 of the Gramm-Leach-Bliley Financial Services Modernization Act of 1999. Section 504
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requires the SEC and other federal agencies to adopt rules implementing notice requirements and
restrictions on a financial institution's ability to disclose nonpublic personal information about consum
ers. The Act requires the SEC to establish for financial institutions appropriate standards to protect
consumer information. The final rules implement these requirements of the Act with respect to investment
advisers registered with the SEC, brokers, dealers, and investment companies, which are financial
institutions subject to the SEC's jurisdiction under the Act. Effective date: November 13,2000.

•

Selective disclosure and insider trading. The SEC adopted new Regulation FD (Fair Disclosure), rule
10b5-l, rule 10b5-2, and amendments to Form 8-K. The rules are designed to promote the full and
fair disclosure of information by issuers of material nonpublic information, and to clarify and enhance
existing prohibitions against insider trading. Regulation FD is a new issuer disclosure rule that
addresses selective disclosure. Regulation FD provides that when an issuer, or person acting on its
behalf, discloses material nonpublic information to certain enumerated persons (in general, securities
market professionals and holders of the issuer's securities who may well trade on the basis of the
information), it must make public disclosure of the information. The timing of the required public
disclosure depends on whether the selective disclosure was intentional or nonintentional. The
required public disclosure may be made by filing or furnishing a Form 8-K or by another method or
combination of methods that is reasonably designed to effect broad, nonexclusionary distribution of
the information to the public. Effective date: October 23, 2000.

•

Exemption from section 101(c)(1) of the Electronic Signatures in Global and National Commerce Act for
registered investment companies. The SEC adopted an interim final rule, rule 160 under the Securities Act,
to exempt from the consumer consent requirements of the Electronic Signatures in Global and National
Commerce Act prospectuses of registered investment companies that are used only to permit supple
mental sales literature to be provided to prospective investors. The rule permits a registered investment
company to provide its prospectus and supplemental sales literature on its Web site or by other electronic
means without first obtaining investor consent to the electronic format of the prospectus. The SEC also
clarified its interpretation on the responsibility of registered investment companies for hyperlinks to
third-party Web sites from their advertisements or sales literature. Effective date: October 1,2000, except
for parts 231 and 271, which are effective July 27,2000.

•

Offer and sale of securities to Canadian tax-deferred retirement savings accounts. The SEC has adopted rule
7d-2 under the Investment Company Act that provides that a foreign fund's offer of securities to
Canadian/U.S. Participants (individuals who have established Canadian retirement accounts and
later moved to the United States), and a sale to their accounts, are not "public offerings" that would
require the fund to register as an investment company under that Act. Effective date: June 23,2000.

•

Custody of investment company assets outside the United States. The SEC adopted a new rule 17f-7 and
conforming amendments to rule 7d-1 and 17f-4 under the Investment Company Act to establish new
standards governing the maintenance of an investment company's assets with a foreign securities
depository. These standards are established to provide a framework under which an investment
company can protect its assets while maintaining them with a foreign securities depository. Effective
date: June 12,2000. Compliance date: July 2, 2001.

•

Audit committee disclosure. The SEC adopted new Item 306 of Regulation S-K and item 306 of
Regulation S-B, as well as amendments to rule 10-01 of Regulation S-X; item 310 of Regulation S-B;
item 7 of Schedule 14A under the Exchange Act; and item 302 of Regulation S-K. The new rules and
rule amendments, which are based in large measure on recommendations made by the Blue Ribbon
Committee on Improving the Effectiveness of Corporate Audit Committees, are designed to improve
disclosure relating to the functioning of corporate audit committees and to enhance the reliability
and credibility of financial statements of public companies. These rules apply to closed-end invest
ment companies registered under the Securities Act.3 Effective date: January 31, 2000.

3 The SEC has a separate initiative relating to the boards of directors of all investment companies, including open-end investment
companies. Proposed rules, which were published on October 14,1999, can be found on the SEC Web site, www.sec.gov.
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•

Cross-border tender and exchange offers, business combinations, and rights offerings. The SEC adopted
tender offer and Securities Act registration exemptive rules for cross-border tender and exchange
offers, business combinations, and rights offerings related to the securities of foreign companies. The
purpose of the exemptions is to facilitate U.S. investor participation in these types of transactions.
The registration exemptions for rights offerings, business combinations, and exchange offers pro
vided by new rules 801 and 802 adopted under the Securities Act are available for securities issued
by closed-end investment companies that are registered under the Investment Company Act. The
Tier I and Tier II tender offer exemptions are also available if the subject company is a closed-end
investment company that is registered under the Investment Company Act. Effective date: January
24,2000, with certain exceptions.

•

Delivery of disclosure documents to households. The SEC adopted amendments to rules 30d-l and 30d-2
under the Investment Company Act to permit householding (the delivery of one prospectus or
shareholder report to investors who share an address) of annual and semiannual reports under
substantially the same conditions as those in the new rule 154 under the Securities Act. Under the
new rule 154, a prospectus is considered delivered to all investors at a shared address, for the
purposes of the federal securities laws, if the person relying on the rule delivers the prospectus to the
shared address and the investors consent to the delivery of a single prospectus. The rule applies to
prospectuses and to prospectus supplements. Effective date: December 20,1999.

. 21 The following is a summary of some of the rules that the SEC issued during the past year for
investment advisers.

•

Electronic filing by investment advisers, amendments to Form ADV. The SEC adopted new rules and
rule amendments under the Advisers Act to require that advisers registered with the SEC make
filings with the SEC under the Advisor's Act electronically through the Investment Adviser
Registration Depository (IARD). Amendments to Forms ADV and ADV-W that prepare those
forms for electronic filing were also adopted. The new rules implement the SEC's statutory
mandate to create a one-stop electronic filing system for investment advisers and provide
investors with a readily accessible database of information about investment advisers and
persons associated with them. Effective date: October 10, 2000. The transition to electronic filing
will begin in January 2001.

•

Temporary exemption for certain investment advisers. The SEC adopted amendments to the rule under
the Investment Company Act that permits an investment adviser to advise an investment company
under a temporary contract that the investment company's shareholders have not approved. The
amendments expand the circumstances in which the exemption provided by the rule is available, to
include a merger or similar business combination involving an investment company's adviser. The
maximum duration of a temporary contract is also lengthened by the amendments. The amendments
permit more investment advisers to rely on the rule, rather than seek individual exemptions from
the SEC, and will continue to protect the interest of the investors pending their vote on a new advisory
contract. Effective date: December 13,1999.

SEC—Auditor Independence Requirements
.22 In November 2000 the SEC adopted amendments to its auditor independence requirements. Specifi
cally, it amended Rule 2-01 of regulation S-X and Item 9 of Schedule 14A under the Securities Exchange Act
of 1934. These amendments are intended to modernize the SEC's rules for determining whether an auditor
is independent in light of—

•

Investments by auditors or their family members in audit clients.

•

Employment relationships between auditors or their family members and audit clients.

•

The scope of services provided by audit firms to their audit clients.
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Help Desk—Visit the SEC's Web site at www.sec.gov/rules/final/33-7919.htm for the
final rules. Also, see the new AICPA Audit Risk Alert, The ABCs of Independence—2000/01
for additional discussions about the amendments.
Other Recent SEC Developments

SEC Interpretative Release—Interpretive Matters Concerning Independent Directors of
Investment Companies4

.23 The SEC published their views concerning particular issues under the Investment Company Act that
pertain to the independent directors of registered investment companies. Interpretive Matters Concerning
Independent Directors of Investment Companies addresses the views of the SEC staff concerning a number of
interpretive issues under the Investment Company Act that relate to independent directors, and also briefly
describes the role of the SEC in connection with certain disputes between independent fund directors and
fund management. Effective date: October 14,1999.

SEC Interpretive Release—Use of Electronic Media5
.24 In April 2000, the SEC issued the Interpretive Release Use of Electronic Media, discussing the applica
tion of the federal securities laws to electronic media. The Interpretive Release is designed to provide
guidance to issuers of all types, and addresses the use of electronic media in three areas—
1. Updates previous SEC guidance on the use of electronic media to deliver documents under the federal
securities laws.

2. Discusses an issuer's liability for Web site content.
3. Outlines basic legal principles that issuers and market intermediaries should consider in conducting
online offerings.
The Interpretive Release includes a section on online offerings, which among other matters notes that the
SEC Division of Corporate Finance has reviewed numerous procedures in connection with online distribu
tions of initial public offerings (IPOs), and has issued a no-action letter regarding permissible procedures for
the use of the Internet in IPOs. Effective date: May 4,2000.
SEC Staff Interpretive Letter—Securities Valuation

.25 In December 1999, the staff of the SEC Division of Investment Management issued an interpretive
letter discussing three issues relating to funds' responsibilities for pricing portfolio securities.6 The letter
clarified that market quotations for portfolio securities are not readily available when the exchanges or
markets on which those securities trade do not open for an entire day, and that funds accordingly must price
those securities based on a determination of fair value; provided additional guidance regarding the process
of fair value pricing, and described certain factors that funds should consider when pricing portfolio
securities at fair value; and discussed the obligations of fund boards of directors for pricing portfolio
securities at fair value, and measures that boards may take when discharging those responsibilities. The letter
reaffirmed that SEC Accounting Series Releases Nos. 113 and 118 continue to represent the views of the SEC
on securities valuation.
4 The SEC from time to time will provide guidance relating to topics of general interest to the business and investment communities
by issuing an interpretive release in which it publishes its views on the subject matter and interprets the federal securities laws and its
own regulations. SEC interpretive releases are available on the SEC Web site www.sec.gov.

5 See footnote 4.
6 Letter from Douglas Scheidt, associate director and chief counsel, SEC Division of Investment Management, to Craig S. Tyle,
Investment Company Institute, December 8,1999.
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Decimalization

.26 In June 2000 the SEC issued an order requiring the exchanges and the National Association of
Securities Dealers (NASD) to submit a plan for—
•

Phasing in decimal pricing for listed stocks and certain options starting no later than September 5,2000.

•

Phasing in decimal pricing for all NASDAQ securities beginning no later than March 12, 2001.

•

Pricing all securities in decimals no later than April 9, 2001.

A comprehensive phase-in plan was submitted to the SEC in July 2000 that called for the decimal pricing to begin
in thirteen exchange-listed securities and options on those securities on August 28, 2000; expanded decimal
pricing to fifty to one hundred additional exchange-listed securities and their options on September 25,2000; and
provided that the decimal pricing for all remaining exchange-listed securities and all options potentially could
begin as early as December 2000. The decision to convert all remaining exchange-listed securities and options
between the period December 2000 and April 9,2001, would be based on an assessment of industry readiness.
The plan also calls for limited decimal pricing in NASDAQ securities no later than March 12, 2001, and the
completion of the decimal conversion for all equity securities and options on or before April 9,2001.
Consolidated Tape Association

.27 Over the last year, the SEC has received a number of complaints from investors and issuers about
confusing end-of-day securities prices. The confusion has arisen from inconsistencies among market vendors
and media concerning when they take end-of-day "snapshots" of stock prices. In October 2000, the SEC
announced that the stock markets that comprise the Consolidated Tape Association (CTA) have agreed to
implement a plan that would help investors distinguish after-hours and regular session trades. Market data
vendors supply tape data to subscribers. Financial news services and Internet sites use the data to display
price and volume information. Newspapers use the data for daily stock tables. Additional information on
the consolidated tape is available on the SEC Web site at www.sec.gov.

SEC Annual "Dear CFO" Letter
What are the significant issues raised in the most recent "Dear CFO" letter?

.28 The accounting staff of the Division of Investment Management of the SEC periodically issues a
generic letter addressed to the chief financial officers (CFOs) of investment company registrants and their
independent public accountants outlining key issues addressed by the SEC during the year. These letters
point out the SEC's areas of concern and accordingly may alert the auditor to high-risk issues that could
affect assertions contained in the financial statements of investment companies. The following summary
highlights the areas of concern cited in the December 1999 letter.7
Management's Statement Regarding Compliance

.29 The letter addresses rules under the Investment Company Act and the Advisers Act that require that
an independent accountant conduct an examination of the securities held by a regulated entity. Specifically,
rules 17f-1 and 17f-2 under the Investment Company Act require examinations by independent accountants
when securities are maintained in the custody of a member of a national securities exchange, or the
investment company itself maintains custody, respectively. Rule 206(4)-2 of the Advisers Act similarly
requires an examination when the adviser maintains custody or possession of client funds or securities. In
examining filings on forms N-17f-l, N-17f-2 and ADV-E, the SEC noted that many registrants had not
included Management's Statement Regarding Compliance in their filings. The letter reminds registrants that
to be a complete filing, registrants must attach Management's Statement Regarding Compliance to the Report
of Independent Accountants in filings on forms N-17f-l, N-17f-2 and ADV-E.
7 Look for the next "Dear CFO" letter, expected in early 2001, on the SEC Web site at www.sec.gov.
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Accounting for Reimbursement of Expense Waivers

.30 The letter states that during examinations of registrants, the SEC staff has noted receivables from
fund advisers under expense reimbursement plans, which have been outstanding for periods extending
beyond one year, and which did not have corresponding valuation reserves reducing the outstanding
receivable balance for potentially uncollectible amounts. Consistent with generally accepted accounting
principles (GAAP), fund management should consider the collectibility of any receivable from an adviser,
particularly in circumstances where the receivable is not fully paid as frequently as the adviser receives
payment for services provided under the advisory agreement. Also, the letter reminds auditors of the
requirement under GAAS to satisfy themselves that receivables from an adviser or third party are properly
valued to reflect collectibility concerns.
Financial Highlights and Fee Table Disclosures

.31 The letter discusses the reviews of a number of financial highlight tables where registrants have
incorrectly calculated the ratio of expenses to average net assets (the expense ratio). A number of registrants
are incorrectly reducing total expenses by brokerage offsets, custodial credits and/or other expense reduc
tions. Certain registrants are excluding interest and dividend expenses attributable to securities sold short
from total expenses. Only fee waivers or reimbursements may reduce total expenses. The letter also states
that in reviewing prospectuses, it was noted that some registrants were reducing the fee table expense
percentages with custodial credits and/or other third-party offset arrangements. The use of these credits and
offsets to reduce fund expense ratios is inconsistent with the requirements of the form. Only contractual
waivers or reimbursements may be used to reduce expense percentages in the fee table.

Holding Period for Seed Capital Shares
.32 The letter addresses questions received regarding the holding period for shares purchased pursuant
to section 14(a) of the Investment Company Act as part of a fund's initial registration with the SEC. Some
registrants and their sponsors believe that the holding period for seed capital shares is related to the period
over which a fund amortizes organization costs. With the implementation of Statement of Position (SOP)
98-5, Reporting on the Costs of Start-Up Activities, the ability to capitalize and amortize organization costs over
a five-year period was eliminated. Many registrants and sponsors have asked if they may redeem seed capital
shares shortly after the fund becomes effective. The letter reminds registrants and their sponsors that the
redemption of the seed capital shares is subject to the requirements of section 14(a) of the Investment
Company Act. The legality of a sponsor redeeming seed capital shares depends on the facts and circum
stances of the redemption and is not based on the accounting for organization costs.
Adviser Accounting for Offering Costs

.33 The letter notes that the accounting treatment for initial offering costs of closed-end funds is
addressed in Emerging Issues Task Force (EITF) Topic D-76, Accounting by Advisors for Offering Costs Paid on
Behalf of Funds, When the Advisor Does Not Receive Both 12b-1 Fees and Contingent Deferred Sales Charges, and
states that the FASB staff concluded that an adviser could not capitalize the offering costs of closed-end funds
because the adviser was not receiving both a continuing distribution fee and a contingent deferred sales
charge (CDSC). The letter also states that under EITF Issue No. 85-24, Distribution Fees by Distributors ofMutual
Funds That Do Not Have a Front-End Sales Charge, advisers of open-end funds are allowed to capitalize offering
costs if the adviser is compensated for the offering costs though both rule 12b-1 fees (a continuing distribution
fee) and CDSCs. The letter states that certain closed-end funds, such as hybrid or interval funds (hybrid
funds), objected to the FASB staff's position on the basis that hybrid funds have many of the same features
as open-end funds, and that in an update to Topic D-76, the FASB staff concluded that an adviser to a hybrid
fund may capitalize initial offering costs if the adviser receives both a distribution fee and early withdrawal
charges. The letter states that the SEC staff would not object to the capitalization of initial offering costs in
these situations provided the investment company registrant has received an exemptive order allowing both
distribution fees and early withdrawal charges.
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Independence Standards Board Recordkeeping Requirements
.34 The letter discusses the Independence Standards Board's (ISB's) first standard, Independence Discus
sions with Audit Committees.8 The standard requires auditors to discuss their independence with either the
company's board of directors or audit committee. All relationships between the auditor and its related
entities, and the company and its related entities, that may affect an auditor's independence must be disclosed
by the auditor in writing. Also, the auditor must affirm, in writing, that in their judgment they are
independent of the company. The letter reminds registrants that this correspondence is subject to inspection
during periodic and other reviews.

Issuance of AICPA Audit and Accounting Guide9
.35 The letter states that on September 14, 1999, the AICPA Accounting Standards Executive Committee
(AcSEC) approved the AICPA Audit and Accounting Guide for investment companies. The Audit Guide outlines
changes to existing practice that, in certain areas, differs from the requirements of Regulation S-X under the federal
securities laws. The letter reminds registrants that notwithstanding the Audit Guide, the financial statements of
registered investment companies must be prepared in accordance with the requirements of Regulation S-X.

Financial Statements Submitted via EDGAR
.36 The letter reminds registrants that within ten days of distribution to the shareholders, all semi-annual
and annual reports must be filed with the SEC via EDGAR. The letter also states that financial statements
can be incorporated into a registration statement, post-effective amendment or other document by reference,
but only if the requirements of rule 303 of Regulation S-T are met.

Audit Issues and Developments10
New AICPA Audit and Accounting Guide, Audits

of Investment Companies

What are some of the highlights of the new AICPA Audit and
Accounting Guide Audits of Investment Companies?
.37 The AICPA has issued a new Audit and Accounting Guide, Audits of Investment Companies. This new
Guide was prepared by the AICPA Investment Companies Guide Task Force to assist investment companies
in preparing financial statements in conformity with GAAP and to assist independent auditors in auditing
and reporting on those financial statements in accordance with GAAS.
.38 The Guide describes operating conditions and auditing procedures unique to the investment com
pany industry and illustrates the form and content of various investment company financial statements and
related disclosures. The preface to the Guide includes a "Summary of New Accounting Standards."
.39 Chapter 1 in the Guide discusses the kinds of companies considered to be investment companies to
which the provisions of the Guide apply. The FASB has expressed concerns regarding both the clarity of the
scope of the Guide and the use of a blockage factor in estimating the fair value of certain unrestricted
investments that have a quoted market price in an active market. As a result, AcSEC is undertaking two
separate projects to address those concerns. For both issues, the new Guide includes "standstill" provisions
on current accounting practice as follows:
8 Additional information on the activities of the Independence Standards Board (ISB) is available on the ISB Web site at
www.cpaindependence.org.

9 See a related discussion "New AICPA Audit and Accounting Guide, Audits of Investment Companies," in the "Audit Issues and
Developments" section of this Audit Risk Alert.

10 Readers should refer to the full text of the auditing standards and other pronouncements that are discussed in this section of the
Audit Risk Alert.
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• Until the project to clarify the scope of the Guide is finalized, entities should consistently follow their
current accounting policies for determining whether the provisions of the Guide apply to investees
of the entity or to subsidiaries that are controlled by the entity. Further discussion of this matter
appears in the FASB staff announcement in EITF Topic D-74, Issues Concerning the Scope of the AICPA
Audit Guide on Investment Companies.
•

If it was an entity's accounting policy in investment company financial statements issued for fiscal
years ending on or before May 31,2000, to apply a blockage factor to estimate the fair value of certain
unrestricted investments that have a quoted market price in an active market, the entity may continue
to apply that policy to those and similar investments. However, disclosure of the existence of such a
policy is required. Otherwise, an entity may not elect to adopt such a policy pending the completion
of AcSEC's project on this matter or FASB's project on measuring financial instruments at fair value.

Additional information on AcSEC projects is available on the AICPA Web site at www.aicpa.org.

Impact on Other Literature
. 40 The Guide supersedes the AICPA Audit and Accounting Guide Audits of Investment Companies (with
conforming changes as of May 1, 1998), and SOP 93-2, Determination, Disclosure, and Financial Statement
Presentation of Income, Capital Gain, and Return of Capital Distributions by Investment Companies. The Guide
incorporates the following authoritative material specific to investment companies:
•

SOP 89-2, Reports on Audited Financial Statements of Investment Companies

•

SOP 89-7, Report on the Internal Control Structure in Audits of Investment Companies

•

SOP 93-1, Financial Accounting and Reporting for High-Yield Debt Securities by Investment Companies

•

SOP 93-4, Foreign Currency Accounting and Financial Statement Presentation for Investment Companies

•

SOP 95-2, Financial Reporting by Nonpublic Investment Partnerships

•

SOP 95-3, Accounting for Certain Distribution Costs of Investment Companies

Effective Date and Transition
.41 The accounting and financial reporting provisions of the Guide that describe changes required by
other new authoritative literature should be applied using the effective dates specified in that literature.
Except as described in the Guide, changes in accounting and financial reporting required by the Guide shall
be applied prospectively and shall be effective for annual financial statements issued for fiscal years
beginning after December 15,2000, and for interim financial statements issued after initial application. Earlier
application is permitted. Restatement of previously issued financial statements is not permitted.

.42 See the "Resource Central" section of this Audit Risk Alert for order information.

Auditing Derivatives
What guidance is available for auditing derivative instruments?
.43 The topic of derivatives takes center stage this year, from both the accounting and auditing perspec
tives. FASB Statement No. 133, Accounting for Derivative Instruments and Hedging Activities (as amended),
issued in June 1998, became effective for all fiscal quarters of all fiscal years beginning after June 15,2000. In
September of this year, the Auditing Standards Board (ASB) issued SAS No. 92, Auditing Derivative Instru
ments, Hedging Activities, and Investments in Securities (AICPA, Professional Standards, vol. 1, AU sec. 391). SAS
No. 92, which will supersede SAS No. 81, Auditing Investments (AICPA, Professional Standards, vol. 1, AU sec.
332), is effective for audits of financial statements for fiscal years ending on or after June 30, 2001. Early
application of the SAS is permitted.

AICPA Audit and Accounting Manual

AAM §8100.43

8324

Audit Risk Alerts

48

1-01

Guidance for Auditors

.44 SAS No. 92 provides guidance for auditors in planning and performing auditing procedures for
financial statement assertions about derivative instruments, hedging activities, and investments in securities.
The guidance in the SAS applies to (1) derivative instruments, as defined by FASB Statement No. 133; (2)
hedging activities in which the entity designates a derivative or a nonderivative financial instrument as a
hedge of exposure for which FASB Statement No. 133 permits hedge accounting; and (3) debt and equity
securities, as those terms are defined in FASB Statement No. 115, Accounting for Certain Investments in Debt
and Equity Securities. The matters addressed by SAS No. 92 include—
•

The need for special skills or knowledge. Auditors may need special skills or knowledge to plan and
perform procedures for certain assertions about derivatives and securities, such as the ability to
identify a derivative that is embedded in a contract or agreement.

•

Consideration of audit risk and materiality. SAS No. 92 offers examples of factors that affect inherent
risk (that is, the susceptibility of an assertion to a material misstatement, assuming there are no related
controls) for assertions about derivatives or securities. Such factors include the complexity of the
features of the derivative or security, or the entity's experience with the derivative or security. The
SAS also discusses control risk assessment; control risk is the risk that a material misstatement that
could occur in an assertion will not be prevented or detected on a timely basis by an entity's internal
control.

•

Designing substantive procedures based on risk assessment. Auditors assess inherent and control risk for
assertions about derivatives and securities to determine the nature, timing, and extent of the
substantive procedures to be performed. Substantive procedures for derivatives and securities
should address the five categories of assertions presented in SAS No. 31, Evidential Matter (AICPA,
Professional Standards, vol. 1, AU sec. 326):
1.

Existence or occurrence—Existence assertions address whether the derivatives and securities
reported in the financial statements exist at the balance sheet date. Occurrence assertions address
whether derivatives and securities transactions reported in the financial statements (as a part of
earnings, other comprehensive income, or cash flows) occurred.

2.

Completeness—Completeness assertions address whether all of the entity's derivatives and secu
rities and the related transactions are reported in the financial statements.

3.

Rights and obligations—Assertions about rights and obligations address whether the entity has
the rights and obligations associated with derivatives and securities reported in the financial
statements.

4.

Valuation—Assertions about the valuation of derivatives and securities address whether the
amounts reported in the financial statements were determined in conformity with GAAP.
GAAP may require that a derivative or security be valued based on cost, the investee's
financial results, or fair value. Also, GAAP for securities may vary depending on the type of
security, the nature of the transaction, management's objectives related to the security, and
the type of entity.

5.

Presentation and disclosure—Assertions about presentation and disclosure address whether the
classification, description, and disclosure of derivatives and securities in the entity's financial
statements are in conformity with GAAP.

SAS No. 92 also discusses hedging activities and management representation issues.

.45 An Audit Guide to complement the SAS has been developed by the ASB and is expected to be
available in January 2001. The Guide provides practical guidance for implementing the SAS in all types of
audit engagements. The objective of the Guide is both to explain SAS No. 92 and to provide practical
illustrations through the use of case studies.
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.46 The Guide will include an overview of derivatives and securities, and the general accounting
considerations for them, as well as case studies that address topics such as the use of interest rate futures
contracts to hedge the forecasted issuance of debt, the use of put options to hedge available-for-sale securities,
the use of interest rate swaps to hedge existing debt, control risk considerations when service organizations
provide securities services, inherent and control risk assessment, and designing substantive procedures
based on risk assessments. See the "Resource Central" section of this Audit Risk Alert for order information.
E-Business

What are some of the audit considerations in an e-business environment?
A7 The growth of e-business has been widespread and rapid in the financial services industry. It is likely
that your investment company audit clients are feeling the impact. Even if the investment company itself
hasn't begun to develop an e-business strategy, it may still be affected by increased competition from those
financial institutions that have implemented one.

.48 As investors continue to become increasingly familiar and comfortable with using the Internet to get
financial information and conduct business transactions, financial institutions continue to look for ways to
use the Internet and other distribution channels to provide investors with product information and conduct
financial transactions. Some investment companies, for example, may set up a Web site to provide customers
with information about their investments. Other investment companies may take advantage of an e-business
strategy in anticipation of lower transaction costs. Also, an investment company may establish a Web site to
broaden its market reach beyond its traditional borders.
.49 Transactions conducted in an e-business environment may have a significant effect on the audit
process.11 For example—
•

Audit evidence that exists in electronic form may not be available for an indefinite period of time.
Therefore, performing certain procedures after year end may be too late to gather sufficient, compe
tent evidential matter.

•

Electronic evidence may exist in a form that demands specialized skills and knowledge to access and
interpret. Auditors without such skills are likely to require the assistance of a specialist.

•

Because e-businesses may lack much of the physical evidence found in "old economy" clients, the
auditor's understanding of internal control will be especially critical in planning the audit and
determining the nature, timing, and extent of substantive testing.

.50 What are some of the professional standards that may take on increased importance in an e-business
environment?
•

SAS No. 31, Evidential Matter, as amended by SAS No. 80. SAS No. 31, as amended, provides
guidance to auditors who have been engaged to audit financial statements of an entity that
transmits, processes, maintains, or accesses significant information electronically. SAS No. 31, as
amended, states that the auditor's specific objectives are the same whether information is
processed manually or electronically.

•

SAS No. 22, Planning and Supervision, points out some of the important considerations that should be
addressed in the planning phase of the audit. Among those considerations are the need for the auditor
to obtain knowledge about the entity's business, its operating characteristics, types of products and*

11 Although not all traditional brick-and-mortar businesses are moving toward e-business platforms, there is still a huge push toward
adopting information technology (IT) solutions. Auditors should be alert to the risks that are likely to arise in such environments.
Careful consideration should be given to the controls that surround IT systems, including proper segregation of key IT duties, systems
design, software purchase and implementation, security, and backup and contingency planning.
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services, production, distribution, and compensation methods, matters affecting the industry in
which the client operates, changes in technology, and other matters. Given the unique characteristics
of e-business entities, a sound understanding of these matters at the planning stage will be especially
critical. Attention should also be given to the planning considerations discussed in SAS No. 48, The
Effects of Computer Processing on the Audit of Financial Statements (AICPA, Professional Standards, vol. 1,
AU sec. 311).
•

SAS No. 55, Consideration of Internal Control in a Financial Statement Audit (AICPA, Professional
Standards, vol. 1, AU sec. 319).12 Auditors should consider the guidance in SAS No. 55. As discussed
in SAS No. 55, control risk may be affected by such factors as new or revamped information systems,
rapid growth, new technologies and other circumstances.

•

SAS No. 73, Using the Work of a Specialist (AICPA, Professional Standards, vol. 1, AU sec. 336). The
technological skills required to fully understand the operations of an e-business and the manner in
which the business is transacted may be highly specialized. While an auditor may have the requisite
skill set to address the issues that arise in an e-business environment, some additional training may
be required, and in some cases the use of a technology specialist may be advisable. SAS No. 73
provides guidance to the auditor who uses the work of a specialist in performing an audit in
accordance with GAAS.

Help Desk—Look for the newly introduced Audit Risk Alert E-Business Industry
Developments—2000/01 [AAM section 82101 for comprehensive discussions of the con
siderations unique to the e-business environment. See the "Resource Central" section of
this Audit Risk Alert for order information.

ISB Standard No. 2,

Certain Independence Implications of Audits of Mutual Funds
and Related Entities13

What are the requirements of the ISB's Standard No. 2, Certain Independence
Implications of Audits of Mutual Funds and Related Entities?

.51 Issued by the ISB in December 1999 and amended in July 2000, this independence standard requires
the audit firm, certain of its retirement plans, the audit engagement team, and those in a position to influence
the audit, when the firm is auditing mutual funds, to be independent of all sister funds and all related
nonfund entities. In addition, when auditing a related nonfund entity, independence would be required by
the same entities and individuals of all funds in the mutual fund complex.

.52 This standard permits direct investment in nonaudit client sister funds by all other partners and
employees of the firm. Spouses and dependents of partners, other than those on the audit engagement team
or in a position to influence the audit, may also invest through an employee benefit plan in mutual funds
that are audit clients.
.53 This standard is effective with respect to audits of financial statements for periods beginning sixty
days after existing rules of the SEC are modified to remove conflicts with the standard. See the discussion
"SEC—Auditor Independence Requirements" in the "Regulatory Developments" section of this Alert.
Notification of relevant actions by the SEC will be posted to the ISB's Web Site at www.cpaindependence.org.

Help Desk—The full text of ISB Standards and Interpretations, along with information on other
ISB publications and exposure drafts, are posted on the ISB's Web site, www.cpaindependence.org.
12 See the "On the Horizon" section of this Audit Risk Alert for a discussion of the proposed SAS that would amend SAS No. 55.
13 Additional discussion of independence issues can be found in the AICPA general Audit Risk Alert 2000/01 [AAM section 8010].
Also, see the newly introduced AICPA Audit Risk Alert The ABCs of Independence [AAM section 8200]. See the "Resource Central"
section of this Audit Risk Alert for order information.
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Money Laundering Activities14
What is money laundering?
.54 Money laundering is the funneling of cash or other funds generated from illegal activities, often
through legitimate financial institutions or businesses to conceal the initial source of the funds. Money
laundering is a global activity and, like the illegal activities that give it sustenance, it seldom respects local,
national, or international boundaries. Current estimates of the size of the global annual "gross money
laundering product" range from $500 billion to $1 trillion.15

.55 Criminals use a wide variety of financial institutions and professional advisers to launder the
proceeds of crime, and, according to the U.S. Department of the Treasury, securities investment companies
may also be vulnerable. The evolving dynamics of the industry—mergers and acquisitions, broader product
lines, new technologies, and new distribution channels—generate important business opportunities, but they
also generate risks for securities investment companies, including increased money laundering vulnerability.
.56 As these industry trends continue, as money launderers increasingly look for a wide range of financial
services and conservative, legitimate-appearing asset holdings, and as greater regulatory requirements for
banks and other non-bank financial institutions make it more difficult for them to evade detection, the
securities investment company industry may become increasingly vulnerable to money laundering and more
attractive to money launderers.

.57 While money laundering activities and methods become increasingly complex and ingenious, its
"operations" tend to consist of three basic stages or processes—placement, layering, and integration.
.58 Placement is the process of transferring the actual criminal proceeds, whether in cash or in any other
form, into the financial system in such a manner as to avoid detection by bank and non-bank financial
institutions and government authorities. Money launderers pay careful attention to national laws, regula
tions, governance, trends, and law enforcement strategies and techniques to keep their proceeds concealed,
their methods secret, and their identities and professional resources anonymous. A common placement
technique is the structuring16 of cash deposits into legitimate financial institution accounts, converting cash
into other monetary instruments or money transfers, and using these instruments to conduct transactions
through another financial institution. Another placement technique is customers making large deposits and
investments with laundered proceeds in the form of monetary instruments, bearer instruments, or thirdparty checks, especially through third-party agents.
.59 Layering is the process of generating a series or layers of transactions to distance the proceeds from
their illegal source and to obfuscate the audit trail in doing so. Common layering techniques include
electronic fund transfers, often directly or subsequently into a "bank secrecy haven" or a jurisdiction with
lax recordkeeping and reporting requirements; withdrawals of already-placed deposits in the form of highly
liquid monetary instruments, such as money orders and travelers checks; and requests for account transfers
or checks made payable to third parties with whom the account-holder appears to have no obvious
relationship.

.60 Integration, the final money laundering stage, is the unnoticed reinsertion of successfully laundered
untraceable proceeds into an economy. This is accomplished through a wide variety of spending, investing,
and lending techniques and cross-border, legitimate-appearing transactions.
14 This section of the Alert was drafted after consultation with the U.S. Department of Treasury.
15 By definition, money launderers are in the business of cloaking their activities and revenue, making this approximation difficult.
16 Structuring means breaking up large amounts of currency into smaller amounts to conduct transactions in such a manner as to
avoid currency reporting or other Bank Secrecy Act requirements.
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.61 Money launderers tend to use the victimized business entity as a conduit for illicit funds that need
to be distanced from their source as quickly as possible in an undetected manner. Consequently, it is less
likely that money laundering will be detected in financial statement audits than other types of illegal
activities. In addition, money laundering activity is more likely to cause assets to be overstated rather than
understated, with shorter-term fluctuations in account balances rather than cumulative changes. Money
laundering is considered to be an illegal act which will often have an indirect effect on financial statement
amounts under SAS No. 54. Under SAS No. 54, the auditor should be aware of the possibility that such illegal
acts may have occurred. If specific information comes to the auditor's attention that provides evidence
concerning the existence of possible illegal acts that could have a material indirect effect on the financial
statements, the auditor should apply audit procedures specifically directed to ascertaining whether an illegal
act has occurred.
.62 Auditors should also note that laundered funds and their proceeds could be subject to asset seizure
and forfeiture (claims) by law enforcement agencies that could result in material contingent liabilities during
prosecution and adjudication of cases.
.63 In June 2000, the OECD's Paris-based Financial Action Task Force (FATF), the world's anti-money
laundering watchdog intergovernmental organization, issued a Review to Identify Non-Cooperative Coun
tries or Territories, expressly identifying fifteen governments as noncooperative with other countries and
jurisdictions in combating money laundering. Subsequently, in July, the U.S. Treasury Department
followed suit with a series of Financial Crimes Enforcement Network (FinCEN) country Advisories
which asked U.S. banks and other financial institutions to pay closer attention to transactions linked to
these countries.
.64 A description of federal regulations pertaining to money laundering appears in appendix A, titled
"Federal Regulations Related to Money Laundering," of this Audit Risk Alert.

Executive Summary—Money Laundering Activities

•

Money laundering is a global activity in which cash or other funds from illegal activities are
funneled through legitimate businesses to conceal the initial source of funds.

•

Money laundering usually results in large amounts of illicit proceeds that need to be distanced
from their source as quickly as possible, and is less likely to be detected in a financial statement
audit than other types of illegal activities.

•

Under SAS No. 54, money laundering is considered to be an illegal act with an indirect effect on
financial statement amounts. The auditor does not have a detection responsibility for such illegal
acts. However, auditors should be aware of the possibility that such illegal acts may have occurred
and the potential risk to the subject of the audit.

A Change of Auditors
What are the responsibilities of predecessor and successor auditors under SAS No. 84?

.65 The "Economic and Industry Developments" section of this Alert notes that the increased number
of mergers of investment companies of recent years continued in 2000. With the increasing level of merger
activity there likely comes a corresponding increase in changes in auditors. Thus, auditors may be more likely
to find themselves in either the role of a predecessor or successor auditor this year. SAS No. 84, Communica
tions Between Predecessor and Successor Auditors, which superseded SAS No. 7 of the same name, provides
guidance on communications between predecessor and successor auditors when a change of auditors is in
process or has taken place.
AAM §8100.61
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.66 To begin with, SAS No. 84 redefines the terms predecessor17 and successor auditors. A predecessor auditor
(the predecessor) is defined as an auditor who—
1. Has reported on the most recent audited financial statements or was engaged to perform but did not
complete an audit of any subsequent financial statements.

2. Has resigned, declined to stand for reappointment, or been notified that his or her services have been,
or may be, terminated.

.67 A successor auditor (the successor) is defined as an auditor who is considering accepting an engage
ment to audit financial statements but has not communicated with the predecessor auditor, as required by
SAS No. 84, and to an auditor who has accepted such an engagement.
.68 SAS No. 84 cites as a necessary procedure on the part of the successor, the inquiry of the predecessor.
The successor, upon receiving permission from the prospective client, should make specific and reasonable
inquiries of the predecessor regarding matters that will assist the successor in determining whether to accept
the engagement. Though the successor may consider making any reasonable inquiry, SAS No. 84 requires
that matters subject to inquiry should include the following:
•

Information that might bear on the integrity of management

• Disagreements with management as to accounting principles, auditing procedures, or other similarly
significant matters
• Communications to audit committees or others with equivalent authority and responsibility regard
ing fraud, illegal acts by clients, and internal-control-related matters
•

The predecessor's understanding as to the reasons for the change of auditors

The predecessor should respond promptly and fully to the successor's reasonable inquiries. If, due to unusual
circumstances, the predecessor decides to offer a limited response, this fact should be clearly stated. The successor
should consider the implications of a limited response in deciding whether to accept the engagement.

.69 SAS No. 84 also states that the successor should request the client to authorize the predecessor to
allow a review of his or her working papers. (An illustrative client consent and acknowledgement letter
documenting this authorization is included in SAS No. 84.) The successor's review of the predecessor's
working papers may affect the nature, timing, and extent of the successor's procedures with respect to the
opening balances and consistency of accounting principles. However, the work performed and the conclu
sions reached are solely the responsibility of the successor. The predecessor should ordinarily permit the
successor to review his or her working papers, but SAS No. 84 provides that the extent, if any, to which a
predecessor permits access to the working papers is a matter of judgment.
.70 SAS No. 84 also discusses audits of financial statements that have been previously audited, as well as
providing communications guidance when possible misstatements are discovered in financial statements re
ported on by a predecessor auditor. Auditors who find themselves in the role of predecessor or successor auditors
should refer to the full text of SAS No. 84 to determine the extent of their responsibilities under GAAS.

Executive Summary—A Change of Auditors
•
•

SAS No. 84 provides guidance on communications between predecessor and successor auditors.
SAS No. 84 also addresses issues such as a review of predecessor working papers, previously
audited financial statements, and discovery of misstatements by the successor, as well as
providing illustrative letters for predecessor- or successor-related communications.

17 See "SAS No. 93, Omnibus Statement on Auditing Standards—2000" in the "New Auditing and Attestation Pronouncements" section
of this Alert for a discussion of the new SAS No. 93, which among other matters, amends SAS No. 84 to clarify the definition of predecessor
auditor, effective for audits of financial statements for periods ending on or after June 30,2001, with earlier application permitted.
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Impact of New Accounting Pronouncements
.71 Investment companies will likely be implementing new financial accounting standards that could
have a significant impact on their accounting procedures and financial statements, such as FASB Statement
No. 133, Accounting for Derivative Instruments and Hedging Activities, or FASB Statement No. 140, Transfers and
Servicing of Financial Assets and Extinguishments of Liabilities (see the related discussions in the "Accounting
Issues and Developments" section of this Audit Risk Alert.) SAS No. 55, Consideration of Internal Control in a
Financial Statement Audit, as amended, provides guidance on the independent auditor's consideration of
internal control in planning the audit of financial statements in accordance with GAAS, including a
discussion of the entity's risk assessment for financial reporting purposes. Risks relevant to financial
reporting include external and internal events and circumstances that may occur and adversely affect an
entity's ability to record, process, summarize, and report financial data consistent with the assertions of
management in the financial statements. Risks can arise or change due to circumstances such as, among other
circumstances, the adoption of new accounting pronouncements or changing accounting principles. Audi
tors should obtain a sufficient knowledge of the client's risk assessment process to understand how
management considers risks relevant to financial reporting objectives and decides how to address those risks,
and be alert to the implications on the internal control of the client.

PITF Practice Alerts
.72 The Professional Issues Task Force (PITF), established by the SEC Practice Section (SECPS) Executive
Committee, formulates guidance based on issues arising in litigation, peer reviews, and firm inspections to
facilitate the resolution of emerging audit practice issues. This guidance takes the form of Practice Alerts.
These Practice Alerts—which are based on existing audit literature, the professional experience of the
members of the PITF, and information provided by SECPS member firms—provide auditors with informa
tion that may help them improve the efficiency and effectiveness of their audits. The information contained
in the Practice Alerts is nonauthoritative. It represents the views of the members of the PITF and does not
represent official positions of the AICPA. As of the writing of this Audit Risk Alert, four new Practice Alerts
were issued in 2000:

• Practice Alert No. 00-4, Quarterly Review Procedures for Public Companies
• Practice Alert No. 00-3, Auditing Construction Contracts

• Practice Alert No. 00-2, Quality of Accounting Principles—Guidance for Discussion with Audit Committees
• Practice Alert No. 00-1, Accounting for Certain Equity Transactions
Additional discussion and a listing of recently and previously issued Practice Alerts is available on the AICPA
Web site at www.aicpa.org/members/div/secps/lit/practice.htm.

New Auditing and Attestation Pronouncements
What are the AICPA's new Statements on Auditing Standards,
Statements on Standards for Attestation Engagements, and Audit
Interpretations that auditors of investment companies should know about?
.73 In this section, we present brief summaries of auditing pronouncements issued since the publication
of last year's Alert. The summaries are for informational purposes only and should not be relied on as a
substitute for a complete reading of the applicable standard. For a full listing and description of all new
auditing and attestation standards, see the AICPA general Audit Risk Alert 2000/01 [AAM section 8010]. For
information on auditing pronouncements issued subsequent to the writing of this Alert, please refer to the
AICPA Web site at www.aicpa.org/members/div/auditstd/technic.htm . You may also look for an
nouncements of newly issued standards in the CPA Letter and Journal of Accountancy.
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Auditing Standards
SAS No. 88, Service Organizations and Reporting on Consistency

.74 In December 1999, the ASB issued SAS No. 88, Service Organizations and Reporting on Consistency
(AICPA, Professional Standards, vol. 1, AU secs. 324 and 420). Part 1, "Service Organizations," amends SAS
No. 70, Reports on the Processing of Transactions by Service Organizations (AICPA, Professional Standards, vol. 1,
AU sec. 324.03 and 324.06-.10) to—
•

Clarify the applicability of SAS No. 70 by stating that the SAS is applicable if an entity obtains services
from another organization that are part of the entity's information system. It also provides guidance
on the types of services that would be considered part of an entity's information system.

•

Revise and clarify the factors a user auditor should consider in determining the significance of a
service organization's controls to a user organization's controls.

•

Clarify the guidance on determining whether information about a service organization's controls is
necessary to plan the audit.

•

Clarify that information about a service organization's controls may be obtained from a variety of
sources.

•

Change the title of SAS No. 70 from Reports on the Processing of Transactions by Service Organizations
to Service Organizations.

. 75 Part 2, "Reporting on Consistency," amends SAS No. 1, Codification of Auditing Standards and
Procedures (AICPA, Professional Standards, vol. 1, AU sec. 420, "Consistency of Application of Generally
Accepted Accounting Principles") to—
•

Conform the list of changes that constitute a change in the reporting entity (AU sec. 420.07) to
the guidance in paragraph 12 of Accounting Principles Board (APB) Opinion No. 20, Accounting
Changes.

•

Clarify that the auditor need not add a consistency explanatory paragraph to the auditor's report
when a change in the reporting entity results from a transaction or event.

•

Eliminate the requirement for a consistency explanatory paragraph in the auditor's report if a pooling
of interests is not accounted for retroactively in comparative financial statements.

•

Eliminate the requirement to qualify the auditor's report and consider adding a consistency explana
tory paragraph to the report if single-year financial statements that report a pooling of interests do
not disclose combined information for the prior year.

All of the amendments contained in SAS No. 88 were effective upon issuance.

SAS No. 89, Audit Adjustments

.76 In December 1999, the ASB issued SAS No. 89, Audit Adjustments (AICPA, Professional Standards, vol.
1, AU secs. 310, 333, and 380), which amends three SASs to establish audit requirements designed to
encourage client management to record financial statement adjustments aggregated by the auditor. It also
clarifies management's responsibility for the disposition of financial statement misstatements brought to its
attention. SAS No. 89 amends SAS No. 83, Establishing an Understanding With the Client; SAS No. 85,
Management Representations; and SAS No. 61, Communication With Audit Committees, as follows:
1. SAS No. 83 is amended to include, in the understanding with the client, management's responsibility
for determining the appropriate disposition of financial statement misstatements aggregated by the
auditor. Specifically, SAS No. 89 adds the following to the list of matters that generally are included
in the understanding with the client:
AICPA Audit and Accounting Manual
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Management is responsible for adjusting the financial statements to correct material
misstatements and for affirming to the auditor in the representation letter that the effects
of any uncorrected misstatements aggregated by the auditor during the current engage
ment and pertaining to the latest period presented are immaterial, both individually
and in the aggregate, to the financial statements taken as a whole.

2. SAS No. 85 is amended to require that the management representation letter include an acknow
ledgment by management that it has considered the financial statement misstatements aggregated
by the auditor during the current engagement and pertaining to the latest period presented, and has
concluded that any uncorrected misstatements are immaterial, both individually and in the aggre
gate, to the financial statements taken as a whole. It also requires that a summary of the uncorrected
misstatements be included in or attached to the representation letter. It also amends the illustrative
management representation letter in paragraph 6 of appendix A to SAS No. 85.
3. SAS No. 61 is amended to require the auditor to inform the audit committee about uncorrected
misstatements aggregated by the auditor during the current engagement and pertaining to the latest
period presented, whose effects management believes are immaterial, both individually and in the
aggregate, to the financial statements taken as a whole.
These amendments are effective for audits of financial statements for periods beginning on or after December
15,1999, with early adoption permitted.

SAS No. 90, Audit Committee Communications
.77 SAS No. 90, Audit Committee Communications (AICPA, Professional Standards, vol. 1, AU secs. 380 and
722), issued by the ASB in December 1999, amends SAS No. 61, Communication With Audit Committees (AICPA,
Professional Standards, vol. 1, AU sec. 380), and SAS No. 71, Interim Financial Information (AICPA, Professional
Standards, vol. 1, AU sec. 722). SAS No. 90 was issued in response to recommendation numbers 8 and 10 of
the report of the Blue Ribbon Committee on Improving the Effectiveness of Corporate Audit Committees,
which suggest changes to GAAS.
.78 Among other things, the amendment to SAS No. 61 requires an auditor to discuss with the audit
committees of SEC clients certain information relating to the auditor's judgments about the quality, not just
the acceptability, of the company's accounting principles and underlying estimates in its financial statements.
It also encourages a three-way discussion among the auditor, management, and the audit committee. This
amendment is effective for audits of financial statements for periods ending on or after December 15, 2000,
with earlier application permitted.
.79 The amendment to SAS No. 71 clarifies that the accountant should communicate to the audit
committee or be satisfied, through discussions with the audit committee, that matters described in SAS No.
61 have been communicated to the audit committee by management when they have been identified in the
conduct of interim financial reporting. This amendment also requires the accountant of an SEC client to
attempt to discuss with the audit committee the matters described in SAS No. 61 prior to the filing of the
Form 10-Q. This amendment is effective for reviews of interim financial information for interim periods
ending on or after March 15,2000, with earlier application permitted.

SAS No. 92, Auditing Derivative Instruments, Hedging Activities, and Investments
in Securities
.80 The ASB issued SAS No. 92, Auditing Derivative Instruments, Hedging Activities, and Investments in
Securities (AICPA, Professional Standards, vol. 1, AU sec. 391), to assist auditors in planning and performing
auditing procedures for financial statement assertions about derivative instruments, hedging activities, and
investments in securities. The guidance in SAS No. 92, which supersedes SAS No. 81, Auditing Investments
(AICPA, Professional Standards, vol. 1, AU sec. 332), applies to—
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•

Derivative instruments, as that term is defined in FASB Statement No. 133, Accounting for Derivative
Instruments and Hedging Activities.

•

Hedging activities in which the entity designates a derivative or a nonderivative financial instrument
as a hedge of exposure for which FASB Statement No. 133 permits hedge accounting.

•

Debt and equity securities, as those terms are defined in FASB Statement No. 115, Accounting for Certain
Investments in Debt and Equity Securities.

A discussion of the matters addressed by SAS No. 92 is included in "Auditing Derivatives" in the "Audit
Issues and Developments" section of this Alert.

SAS No. 93, Omnibus Statement on Auditing Standards—2000

.81 Issued in October 2000, SAS No. 93, Omnibus Statement on Auditing Standards—
1. Withdraws SAS No. 75, Engagements to Apply Agreed-Upon Procedures to Specified Elements, Accounts,
or Items of a Financial Statement (AICPA, Professional Standards, vol. 1, AU sec. 622). The guidance in
SAS No. 75 will be incorporated in Statement on Standards for Attestation Engagements (SSAE) No.
10, Attestation Standards: Revision and Recodification, to consolidate the guidance on agreed-upon
procedures engagements in professional standards. The withdrawal of SAS No. 75 is concurrent with
the effective date of SSAE No. 10, scheduled to be issued in January 2001. The guidance in SSAE No.
10 on agreed-upon procedures engagements is effective when the subject matter or assertion is as of
or for a period ending on or after June 1,2001, with earlier application permitted.
2. Amends SAS No. 58, Reports on Audited Financial Statements (AICPA, Professional Standards, vol. 1, AU
sec. 508), to include an identification in the auditor's report of the country of origin of the accounting
principles used to prepare the financial statements and the auditing standards that the auditor
followed in performing the audit. This amendment withdraws Auditing Interpretation No. 13,
"Reference to Country of Origin in the Auditor's Standard Report," of SAS No. 58, Reports on Audited
Financial Statements (AICPA, Professional Standards, vol. 1, AU sec. 9508.53-.55). This amendment is
effective for reports issued or reissued on or after June 30,2001. Earlier application is permitted.

3. Amends SAS No. 84, Communications Between Predecessor and Successor Auditors (AICPA, Professional
Standards, vol. 1, AU sec. 315), to clarify the definition of a predecessor auditor. This amendment is
effective for audits of financial statements for periods ending on or after June 30, 2001. Earlier
application is permitted.

Auditing Interpretations
.8

2

Seven new Auditing Interpretations were issued during the past year:

1. Interpretation No. 3, "Responsibilities of Service Organizations and Service Auditors With Respect
to Information About the Year 2000 Issue in a Service Organization's Description of Controls," of
SAS No. 70 (AICPA, Professional Standards, vol. 1, AU sec. 9324.19-.31)
2. Interpretation No. 13, "Reference to Country of Origin in the Auditor's Standard Report," of SAS No.
58, Reports on Audited Financial Statements (AICPA, Professional Standards, vol. 1, AU sec. 9508.53-.55)18

3. Interpretation No. 7, "Management's and Auditor's Responsibilities With Regard to Related Party
Disclosures Prefaced by Terminology Such As Management Believes That," of SAS No. 45, Related
Parties (AICPA, Professional Standards, vol. 1, AU sec. 9334.22-.23)

4. Interpretation No. 1, "The Meaning of the Term Misstatement" of SASNo. 47, Audit Risk and Materiality
in Conducting an Audit (AICPA, Professional Standards, vol. 1, AU sec. 9312.01-.04)
18 Withdrawn by SAS No. 93. See the "Auditing Standards" in this section of this Alert for further information.
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5. Interpretation No. 2, “Evaluating Differences in Estimates" of SAS No. 47, Audit Risk and Materiality
in Conducting an Audit (AICPA, Professional Standards, vol. 1, AU sec. 9312.05-.09)
6. Interpretation No. 3, "Quantitative Measures of Materiality in Evaluating Audit Findings" of SAS
No. 47, Audit Risk and Materiality in Conducting an Audit (AICPA, Professional Standards, vol. 1, AU
sec. 9312.10—.14)
7. Interpretation No. 4, "Considering the Qualitative Characteristics of Misstatements" of SAS No. 47, Audit
Risk and Materiality in Conducting an Audit (AICPA, Professional Standards, vol. 1, AU sec. 9312.15-.17)

.8 3 Auditing Interpretations are issued by the Audit Issues Task Force (AITF) of the ASB to provide
timely guidance on the application of auditing pronouncements. Interpretations are reviewed by the ASB
but are not as authoritative as ASB pronouncements. Nevertheless, auditors may have to justify a departure
from an Interpretation if the quality of their work is questioned.
Help Desk—The full text of recently issued Auditing Interpretations can be obtained on the
AICPA Web site at www.aicpa.org/members/div/auditstd/announce/index.htm.

New Attestation Standard
SSAE No. 10, Attestation Standards: Revision and Recodification

.8 4 The ASB expects to issue SSAE No. 10, Attestation Standards: Revision and Recodification, in January
2001. SSAE No. 10 does the following:
•

Changes the title of AT section 101 to Attest Engagements.

•

Changes the definition of an attest engagement into a statement of applicability of the standard, as
follows:

. 85 This statement applies to engagements in which a certified public accountant in the practice of public
accounting (hereinafter referred to as a practitioner) is engaged to issue or does issue an examination, a review
or an agreed-upon procedures report on subject matter, or an assertion about the subject matter, that is the
responsibility of another party.

•

Revises the third general standard to focus on the essential elements of criteria: the criteria must be
suitable and must be available to users. The subject matter also must be capable of reasonably
consistent evaluation against the criteria.

• Enables true direct reporting on subject matter by eliminating the requirement to make reference to
the assertion in the practitioner's report.
• Provides expanded guidance on the circumstances in which the use of attest reports should be
restricted to specified parties.

•

.

Supersedes SSAE Nos. 1 through 9.
86 The new standard also revises and renumbers the AT sections as follows:

Attest Engagements
Agreed-Upon Procedures Engagements
Financial Forecasts and Projections
Reporting on Pro Forma Financial Information
Reporting on an Entity's Internal Control Over Financial Reporting
Compliance Attestation
Management's Discussion and Analysis
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.87 The new SSAE also eliminates the requirement in AT section 201, Agreed-Upon Procedures Engage
ments, for the practitioner to obtain a written assertion in an agreed-upon procedures attest engagement. It
also incorporates changes needed as a result of the withdrawal of SAS No. 75, Engagements to Apply
Agreed-Upon Procedures to Specified Elements, Accounts, or Items of a Financial Statement. That withdrawal is
reflected in SAS No. 93, Omnibus Statement on Auditing Standards—2000.
.88 SSAE No. 10 is effective when the subject matter or assertion is as of or for a period ending on or after
June 1, 2001. Early application is permitted.
Help Desk—Look for a new AICPA Practice Aid on how to understand and apply the
provisions of SSAE No. 10. It is expected to become available during the first quarter of 2001.

Executive Summary—New Auditing and Attestation Pronouncements

• In December 1999, the ASB issued SAS No. 88, Service Organizations and Reporting on Consistency.
Part 1, "Service Organizations," amends SAS No. 70, Reports on the Processing of Transactions by
Service Organizations. Part 2, "Reporting on Consistency," amends SAS No. 1, Codification of
Auditing Standards and Procedures.

• In December 1999, the ASB issued SAS No. 89, Audit Adjustments, which amends three SASs to
establish audit requirements designed to encourage client management to record financial
statement adjustments aggregated by the auditor.
• In December 1999, the ASB issued SAS No. 90, Audit Committee Communications. SAS No. 90 revises
SAS No. 61, Communication With Audit Committees, and SAS No. 71, Interim Financial Information.
• The ASB issued SAS No. 92, Auditing Derivative Instruments, Hedging Activities, and Investments in
Securities, to assist auditors in planning and performing auditing procedures for financial
statement assertions about derivative instruments, hedging activities, and investments in
securities.
•

The ASB issued SAS No. 93, Omnibus Statement on Auditing Standards—2000.

•

SSAE No. 10 is expected to be issued in January 2001.

•

Seven new Auditing Interpretations have been issued during the past year.

Accounting Issues and Developments19
Transfers and Servicing of Financial Assets and Extinguishments of Liabilities
What are the requirements of the new FASB Statement No. 140, Accounting for Transfers
and Servicing of Financial Assets and Extinguishments of Liabilities?
.89 In September 2000, the FASB issued Statement No. 140, Accounting for Transfers and Servicing of
Financial Assets and Extinguishments of Liabilities. FASB Statement No. 140 replaces FASB Statement No. 125,
Accounting for Transfers and Servicing of Financial Assets and Extinguishments of Liabilities. It revises the
standards for accounting for securitizations and other transfers of financial assets and collateral and requires
certain disclosures, but it carries over most of FASB Statement No. 125's provisions without reconsideration.

.90 FASB Statement No. 140 provides accounting and reporting standards for transfers and servicing of
financial assets and extinguishments of liabilities. Those standards are based on consistent application of a
financial-components approach that focuses on control. Under that approach, after a transfer of financial
19 Readers should refer to the full text of the accounting pronouncements and SEC releases that are discussed in this section of the
Audit Risk Alert. Further information related to the Financial Accounting Standards Board (FASB) projects can be obtained from the
FASB Web site at www.fasb.org. Further information related to SEC rules and releases can be obtained from the SEC Web site at
www.sec.gov.
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assets, an entity recognizes the financial and servicing assets it controls and the liabilities it has incurred,
derecognizes financial assets when control has been surrendered, and derecognizes liabilities when extin
guished. FASB Statement No. 140 provides consistent standards for distinguishing transfers of financial
assets that are sales from transfers that are secured borrowings.

.91 FASB Statement No. 140 provides implementation guidance for assessing isolation of transferred
assets, conditions that constrain a transferee, conditions for an entity to be a qualifying special purpose entity
(SPE), accounting for transfers of partial interests, measurement of retained interests, servicing of financial
assets, securitizations, transfers of sales-type and direct financing lease receivables, securities lending
transactions, repurchase agreements including dollar rolls, wash sales, loan syndications and participations,
risk participations in bankers acceptances, factoring arrangements, transfers of receivables with recourse,
and extinguishments of liabilities. This Statement also provides guidance about whether a transferor has
retained effective control over assets transferred to qualifying SPEs through removal-of-accounts provisions,
liquidation provisions, or other arrangements.
.92 In addition to replacing FASB Statement No. 125, FASB Statement No. 140 rescinds FASB Statement
No. 127, Deferral of the Effective Date of Certain Provisions of FASB Statement No. 125, and carries forward the
actions taken by FASB Statement No. 125.
.93 FASB Statement No. 140 is effective for transfers and servicing of financial assets and extinguishments
of liabilities occurring after March 31, 2001. FASB Statement No. 140 is effective for recognition and
reclassification of collateral and for disclosures relating to securitization transactions and collateral for fiscal
years ending after December 15, 2000. Disclosures about securitization and collateral accepted need not be
reported for periods ending on or before December 15, 2000, for which financial statements are presented
for comparative purposes. FASB Statement No. 140 is to be applied prospectively with certain exceptions.
Other than those exceptions, earlier or retroactive application of its accounting provisions is not permitted.

.94 The FASB staff is preparing a new Special Report, A Guide to Implementation of Statement No. 140 on
Accounting for Transfers and Servicing of Financial Assets and Extinguishments of Liabilities: Questions and Answers,
which will be an updated version of its earlier Special Report about FASB Statement No. 125, the third edition
of which was published in July 1999.

.95 Also, the FASB Web site at www.fasb.org has a cross-reference table that shows what has happened
to each paragraph of FASB Statement No. 125.

Derivatives and Hedging Activities
What are some of the recent developments affecting the
accounting for derivatives and hedging activities?
.96 FASB Statement No. 133, Accounting for Derivative Instruments and Hedging Activities, establishes
accounting and reporting standards for derivative instruments, including certain derivative instruments
embedded in other contracts (collectively referred to as derivatives), and for hedging activities. It requires
that an entity recognize all derivatives as either assets or liabilities in the statement of financial position and
measure those instruments at fair value. If certain conditions are met, a derivative may be specifically
designated as (a) a hedge of the exposure to changes in the fair value of a recognized asset or liability or an
unrecognized firm commitment, (b) a hedge of the exposure to variable cash flows of a forecasted transaction,
or (c) a hedge of the foreign currency exposure of a net investment in a foreign operation, an unrecognized
firm commitment, an available-for-sale security, or a foreign-currency-denominated forecasted transaction.
The accounting for changes in the fair value of a derivative (that is, gains and losses) depends on the intended
use of the derivative and the resulting designation. FASB Statement No. 133 also contains extensive disclosure
requirements.
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.97 FASB Statement No. 133 was amended as a result of the issuance of FASB Statement Nos. 137,
Accounting for Derivative Instruments and Hedging Activities—Deferral of the Effective Date of FASB Statement No.
133, and 138, Accounting for Certain Derivative Instruments and Certain Hedging Activities—an amendment of
FASB Statement No. 133. Among other matters, FASB Statement No. 137, which became effective upon
issuance in June 1999, defers the effective date of FASB Statement No. 133 to all fiscal quarters of fiscal years
beginning after June 15, 2000. Among other matters, FASB Statement No. 138 amends the accounting and
reporting standards of FASB Statement No. 133 for certain derivative instruments and certain hedging
activities as follows:
• The normal purchases and normal sales exception in paragraph 10(b) may be applied to contracts
that implicitly or explicitly permit net settlement, as discussed in paragraphs 9(a) and 57 (c)(1), and
contracts that have a market mechanism to facilitate net settlement.
• The specific risks that can be identified as the hedged risk are redefined so that in a hedge of interest
rate risk, the risk of changes in the benchmark interest rate would be the hedged risk.
• Recognized foreign-currency-denominated assets and liabilities for which a foreign currency trans
action gain or loss is recognized in earnings under the provisions of paragraph 15 of FASB Statement
No. 52, Foreign Currency Translation, may be the hedged item in fair value hedges or cash flow hedges.

• Certain intercompany derivatives may be designated as the hedging instruments in cash flow hedges
of foreign currency risk in the consolidated financial statements if those intercompany derivatives
are offset by unrelated third-party contracts on a net basis.

FASB Statement No. 138 also amends FASB Statement No. 133 for decisions made by the FASB relating to
the Derivatives Implementation Group (DIG) process. Certain decisions arising from the DIG process that
required specific amendments to FASB Statement No. 133 are incorporated in FASB Statement No. 138.

. 98 The FASB released the publication Accounting for Derivative Instruments and Hedging Activities. This
publication contains a version of FASB Statement No. 133 that incorporates the amendments contained in
FASB Statement Nos. 137 and 138, and the full text of issues that have been discussed by the DIG and cleared
by the FASB through September 25,2000.
. 99 See the related discussion "Auditing Derivatives" in the "Audit Issues and Developments" section
of this Audit Risk Alert.

Other New FASB Pronouncements
.

100 The FASB also issued the following pronouncements:
• FASB Statement No. 139, Rescission of FASB Statement No. 53 and amendments to FASB Statements No. 63,
89, and 121. A summary is included in the AICPA general Audit Risk Alert—2000/01 [AAM section 8010].
• FASB Interpretation No. 44, Accounting for Certain Transactions involving Stock Compensation, an
interpretation of APB Opinion No. 25. A summary is included in the AICPA general Audit Risk
Alert—2000/01 [AAM section 8010].

• The status of issues considered recently by the EITF of the FASB can be found in the AICPA general Audit
Risk Alert—2000/01 [AAM section 8010] (EITF issues discussed through the September 2000 meeting).
Also, in February 2000, the FASB issued FASB Concepts Statement No. 7, Using Cash Flow Information and
Present Value in Accounting Measurements. Unlike a Statement of Financial Accounting Standards, FASB
Concepts Statements do not establish GAAP. The purpose of the series of FASB Concepts Statements is to
set forth fundamentals on which financial accounting and reporting standards will be based, and more
specifically, to establish the objectives and concepts that the FASB will use in developing standards of
financial accounting and reporting.
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SEC Accounting Issues and Developments
What are some of the recent SEC accounting-related developments?
Staff Accounting Bulletin No. 100, Restructuring and Impairment Charges20

.101 In November 1999, the SEC staff released Staff Accounting Bulletin (SAB) No. 100, Restructuring and
Impairment Charges, which provides guidance on the accounting for and disclosure of certain expenses and
liabilities commonly reported in connection with restructuring activities and business combinations, and the
recognition and disclosure of asset impairment charges.

.102 Among other matters, SAB No. 100 reiterates existing criteria in EITF Issue No. 94-3, Liability Recognition
for Certain Employee Termination Benefits and Other Costs to Exit an Activity (Including Certain Costs Incurred in a
Restructuring), EITF Issue No. 95-3, Recognition of Liabilities in Connection with a Purchase Business Combination, and
FASB Statement No. 121, Accounting for the Impairment of Long-Lived Assets and for Long-Lived Assets to Be Disposed
Of, and provides guidance on how the SEC staff interprets and applies the criteria in EITF Issue Nos. 94-3 and
95-3 and FASB Statement No. 121. Costs or charges falling within the scope of EITF Issue Nos. 94-3 and 95-3 or
FASB Statement No. 121 should be accounted for in accordance with the appropriate standard. EITF Issue Nos.
94-3 and 95-3 and FASB Statement No. 121 should not be applied to events or circumstances falling outside of
their respective scopes. SAB No. 100 states that depreciable lives, amortization periods, and salvage values of
long-lived assets need to be reviewed and, where appropriate, changed on a timely basis.
.103

SAB No. 100 also provides the SEC staff's views regarding—

•

Assessing and measuring enterprise level goodwill for impairment in accordance with APB Opinion
No. 17, Intangible Assets.

•

The measurement of liabilities and other loss accruals assumed in a purchase combination.

SAB No. 101, Revenue Recognition in Financial Statements21

.104 In December 1999, the SEC staff released SAB No. 101, Revenue Recognition in Financial Statements,
which provides guidance on the recognition, presentation, and disclosure of revenue in financial statements
filed with the SEC. SAB No. 101 does not change existing accounting guidance on revenue recognition.
Rather, SAB No. 101 draws upon the existing rules and explains how the SEC staff applies those rules, by
analogy, to other transactions that the existing rules do not specifically address, and spells out the basic
criteria that must be met before registrants can record revenue. The implementation date of SAB No. 101 was
delayed by SAB 101A, Amendment: Revenue Recognition in Financial Statements, and again by SAB No. 101B,
Second Amendment: Revenue Recognition in Financial Statements. SAB 101B delays the implementation date of
SAB 101 until no later than the fourth fiscal quarter of fiscal years beginning after December 15,1999.
Help Desk—The full text of SAB Nos. 100 and 101 are available at the SEC Web site at
www.sec.gov.
.105 Since the issuance of SAB No. 101, the SEC staff has received inquiries from auditors, preparers, and
analysts about how the guidance in accounting standards and SAB No. 101 would apply to particular
transactions, and in response to those inquiries, has prepared Staff Accounting Bulletin No. 101: Revenue
Recognition in Financial Statements—Frequently Asked Questions and Answers.

Help Desk—Staff Accounting Bulletin No. 101: Revenue Recognition in Financial Statements—
Frequently Asked Questions and Answers is available at the SEC Web site at www.sec.gov.
20 Staff Accounting Bulletins (SABs) are not rules or interpretations of the SEC. SABs represent interpretations and practices followed
by staff of the Office of the Chief Accountant and the Division of Corporation Finance in administering the disclosure requirements of
the federal securities laws.
21 See footnote 20.

AAM §8100.101

Copyright © 2001, American Institute of Certified Public Accountants, Inc.

48

Investment Companies Industry Developments—2000/01

1-01

8339

Executive Summary—Accounting Issues and Developments
In September 2000, the FASB issued Statement No. 140, Accounting for Transfers and Servicing of
Financial Assets and Extinguishments of Liabilities, a replacement of FASB Statement No. 125.
• FASB Statement No. 133 was amended as a result of the issuance of FASB Statement Nos. 137,
Accounting for Derivative Instruments and Hedging Activities—Deferral of the Effective Date of FASB
Statement No. 133, and 138, Accounting for Certain Derivative Instruments and Certain Hedging
Activities—an amendment of FASB Statement No. 133. FASB Statement No. 137 defers the effective
date of FASB Statement No. 133 to all fiscal quarters of fiscal years beginning after June 15, 2000.
• Other FASB issuances: FASB Statement No. 139, Rescission of FASB Statement No. 53 and amendments to
FASB Statements No. 63, 89, and 121; FASB Interpretation No. 44, Accounting for Certain Transactions
involving Stock Compensation, an interpretation of APB Opinion No. 25; and FASB Concepts Statement
No. 7, Using Cash Flow Information and Present Value in Accounting Measurements.
• SEC SAB No. 100, Restructuring and Impairment Charges, provides guidance on the accounting for and
disclosure of certain expenses and liabilities commonly reported in connection with restructuring
activities and business combinations, and the recognition and disclosure of asset impairment charges.
• SEC SAB No. 101, Revenue Recognition in Financial Statements, provides guidance on the
recognition, presentation, and disclosure of revenue in financial statements filed with the SEC.
•

On the Horizon22
FASB Exposure Drafts
What are some of the outstanding exposure drafts that have been issued by the FASB for comment?
Proposed Statement of Financial Accounting Standards on Consolidated Financial Statements

.106 In February 1999, the FASB issued an exposure draft of a proposed FASB Statement, Consolidated
Financial Statements: Purpose and Policy, a revision to an exposure draft issued in October 1995. This proposed
Statement would establish standards that specify when entities should be included in consolidated financial
statements. The proposed statement would—

•

Define control as the ability of an entity to direct the policies and management that guide the ongoing
activities of another entity so as to increase its benefits and limit its losses from that other entity's
activities. For purposes of consolidated financial statements, control involves decision-making ability
that is not shared with others.

•

Require that a controlling entity (parent) consolidate all entities that it controls (subsidiaries) unless
control is temporary at the time the entity becomes a subsidiary.

•

Preclude consolidation of a new subsidiary if a parent's control is temporary at the date that control
is obtained.

The proposed Statement would supersede or amend various accounting pronouncements. It would apply
to business enterprises and not-for-profit organizations that control other entities regardless of the legal form
of the controlling and controlled entities. It would not apply to financial statements of reporting entities that
in accordance with GAAP carry substantially all of their assets, including investments in controlled entities,
at fair value with all changes in value reported in a statement of net income or financial performance,
including mutual funds and other investment companies that apply the provisions of the AICPA Audit and
Accounting Guide Audits of Investment Companies and report all changes in value in a statement of operations.
22 This section briefly summarizes some of the exposure drafts that have been released by the FASB, the Accounting Standards Executive
Committee (AcSEC), and the Auditing Standards Board (ASB) for comment and that were outstanding at the time of the writing of this
Audit Risk Alert. They are nonauthoritative and cannot be used as a basis for changing generally accepted auditing standards or generally
accepted accounting principles. Auditors should be alert for the issuance of final standards or other developments related to these and other
FASB, AcSEC, and ASB projects. Further information related to the FASB projects can be obtained from the FASB Web site at www.fasb.org.
Further information related to the AcSEC and ASB projects can be obtained from the AICPA Web site at www.aicpa.org.
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Proposed Statement of Financial Accounting Standards on Business Combinations and
Intangible Assets

.107 In September 1999, the FASB issued an exposure draft of a proposed FASB Statement, Business
Combinations and Intangible Assets. This proposed Statement is divided into two parts. Part I addresses the
method of accounting for business combinations. Part II would establish new accounting standards for both
identifiable and unidentifiable intangible assets acquired (including goodwill), whether acquired singularly,
in a group, or as part of a business combination.

.108 The proposed Statement would amend APB Opinion No. 16, Business Combinations, supersede APB
Opinion No. 17, Intangible Assets, and amend or supersede other accounting pronouncements.

AcSEC Exposure Drafts
What are some of the outstanding exposure drafts relevant to investment
companies that have been issued by AcSEC for comment?
Proposed SOP—Amendment to Scope of Statement of Position 95-2, Financial Reporting by
Nonpublic Investment Partnerships, to Include Commodity Pools

.109 AcSEC issued an exposure draft of a proposed SOP, Amendment to Scope of Statement of Position 95-2,
Financial Reporting by Nonpublic Investment Partnerships, to Include Commodity Pools. The proposed SOP
would include investment partnerships that are commodity pools subject to regulation under the Commod
ity Exchange Act of 1974 in the scope of SOP 95-2.

ASB Exposure Drafts
What exposure draft has been issued by the ASB for comment?
Proposed SAS—Amendment to Statement on Auditing Standards No. 55, Consideration of
Internal Control in a Financial Statement Audit, as amended by SAS No. 78, Consideration
of Internal Control in a Financial Statement Audit: An Amendment to Statement on
Auditing Standards No. 55
.110 Issued in November 2000, this proposed statement on auditing standards amends SAS No. 55 to
provide guidance to auditors about the effect of information technology (IT) on internal control, and on the
auditor's understanding of internal control and assessment of control risk. The ASB believes the guidance is
needed because entities of all sizes increasingly are using IT in ways that affect their internal control and the
auditor's consideration of internal control in a financial statement audit. Consequently, in some circum
stances, auditors may need to perform tests of controls to perform effective audits.

Resource Central
What other AICPA publications, products, and services
can be of value to auditors of investment companies?

Order Department (Member Satisfaction)
.111 To order AICPA products, including AICPA products discussed in this Audit Risk Alert, call (888)
777-7077; write AICPA Order Department, CLA10, P.O. Box 2209, Jersey City, NJ 07303-2209; fax (800)
362-5066. For best results, call Monday through Friday between 8:30 A.M. and 7:30 P.M. EST. Obtaining
product information and placing online orders can be done at the AICPA's Web site, www.aicpa.org.
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Continuing Professional Education Courses
.112 The AICPA offers many continuing professional education (CPE) courses, available for both group
and self-study. Also, the AICPA has launched a new online learning tool, AICPA InfoBytes. An annual fee
($95 for members and $295 for nonmembers) will offer unlimited access to over 1,000 hours of online CPE
in one- and two-hour segments.

Help Desk—For more information about AICPA CPE courses, call the AICPA (Member
Satisfaction) at (888) 777-7077 or visit the AICPA Web site at www.aicpa.org. You can
register for AICPA InfoBytes at infobytes.aicpaservices.org.

Accounting and Auditing Technical Hotline
.113 The AICPA Technical Hotline answers members' inquiries about accounting, auditing, attestation,
compilation, and review services. Call (888) 777-7077.

Ethics Hotline
.114 The AICPA Professional Ethics Team answers inquiries concerning independence and other behav
ioral issues related to the application of the AICPA Code of Professional Conduct. Call (888) 777-7077.

Technical Practice Aids
.115 AICPA Technical Practice Aids includes questions received by the AICPA Technical Hotline on
various subjects and the responses to those questions. Technical Practice Aids is available both as a subscription
service and in paperback form.

AICPA reSOURCE
.116 The AICPA is currently offering a CD-ROM product titled reSOURCE: AICPA's Accounting and
Auditing Literature. This CD-ROM enables subscription access to the following AICPA professional literature
products in a Windows format: Professional Standards, Technical Practice Aids, and Audit and Accounting Guides
(available for purchase as a set that includes all Guides and the related Audit Risk Alerts, or as individual
publications). This dynamic product allows you to purchase the specific titles you need and includes
hypertext links to references within and between all products. To order any publications included on the
CD-ROM, call (888) 777-7077.

Assurance Services Alerts
.117 The Assurance Services Alert series provides practitioners with information about the emerging
practice areas of CPA ElderCare Services, WebTrustSM and CPA SysTrustSM. These Assurance Services Alerts
provide both an introduction to those who are unfamiliar with assurance services and an update of important
new developments for those who have expanded their practice to include these assurance services. The 2000
Assurance Services Alerts are available from the AICPA for the following services:

•

WebTrustSM —2000 (Product No. 022249kk)

•

CPA ElderCare Services—2000 (Product No. 022248kk)

•

CPA SysTrustSM—2000 (Product No. 022253kk)

References for Additional Guidance
.118 Auditors should also be aware of the economic, regulatory, and professional developments that
may affect the audits they perform, as described in the AICPA general Audit Risk Alert—2000/01 [AAM
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section 8010]. The new AICPA Audit Risk Alert The ABCs of Independence [AAM section 8200] is a must-read
basic primer on the fundamentals of independence.
.119 These Alerts may be obtained by calling the AICPA Order Department (Member Satisfaction) at
(888) 777-7077 or faxing a request to (800) 362-5066. Additional product information is available on the
AICPA's Web site at www.aicpa.org.
.120 This Audit Risk Alert replaces Investment Companies Industry Developments—1999/2000. The Invest
ment Companies Industry Developments Audit Risk Alert is published annually. As you encounter audit or
industry issues that you believe warrant discussion in next year's Alert, please feel free to share them with
us. Any other comments that you have about the Alert would be appreciated. You may email these comments
to mkasica@aicpa.org or write to:

Maryann Kasica, CPA
AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
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Appendix A
Federal Regulations Related to Money Laundering
The Bank Secrecy Act (BSA), enacted to address the problems of money laundering and other financial crime,
authorizes the U.S. Department of the Treasury to issue regulations requiring financial institutions to file
reports, keep certain records, implement anti-money laundering programs and compliance procedures, and
report suspicious transactions to the government (see 31CFR Part 103). Failure to comply with BSA reporting
and recordkeeping provisions may result in the assessment of severe criminal and civil penalties. Investment
companies are defined as financial institutions under the Act (Title 31 USC 5312 (a) (I)), and unless they are
subsidiaries of bank holding companies, they are not currently required to report suspicious activity either
by employees or by customers, to the Treasury Department. The Treasury Department encourages all bank
and non-bank financial institutions to voluntarily report regarding suspicions of money laundering and
related financial crime, as appropriate. Subsidiaries of bank holding companies are required to report
suspicious activity by the Federal Reserve (12 CFR 225). The Annunzio-Wylie Anti-Money Laundering Act
of 1992 provides a safe harbor from civil liability for reporting financial institutions.

Internal Revenue Service regulations require investment companies to file reports for cash transactions
greater than $10,000 (26 USC 60501).23 BSA rules governing the reporting of international transportation of
currency or monetary instruments (CMIRs—Customs Form 4790) and foreign bank and financial accounts
(FBARs—Treasury Form TDF 90-22.1) have not been modified since 1989 and 1987, respectively. However,
on January 16, 1997, (see Federal Register) Treasury issued a proposal to expand the statutory definition of
monetary instruments to include foreign bank drafts (see Federal Register for that date).
On July 13, 1998 the European Union proposed expanding the scope of Directive 91/308/EEC to require
auditors and lawyers to report suspicious activity. This proposal, if implemented as proposed, would apply
to the audits of European operations and subsidiaries of U.S. investment companies.
The International Organization of Securities Commissions (IOSCO) in its "Objectives and Principles of
Securities Regulation" obliges member states (Principle 8.5) to require securities firms to "have in place
policies and procedures" to reduce the likelihood of money laundering.
According to the National Association of Attorneys General, thirty-three states, the District of Columbia, and
Puerto Rico have imposed criminal penalties for money laundering offenses.
For copies of BSA forms mentioned here and more information regarding anti-money laundering issues as
they affect investment companies, consult the FinCEN Internet site at www.treas.gov/fincen.

23 However, responsibility to report may lie with the investment company's transfer agent or selling broker-dealer/underwriter in
connection with reportable payments.

AICPA Audit and Accounting Manual

AAM §8100.121

8344

Audit Risk Alerts

48

1-01

.122

Appendix B
AICPA Industry Expert Panel Created
The AICPA has developed an expert panel that focuses on identifying business reporting issues, with an
emphasis on audit and accounting matters, in the financial services industry. The Financial Services Expert
Panel is one of a number of industry-specific panels that have been created as part of the AICPA's effort to
revamp the Institute's volunteer structure.

The Expert Panel will identify and discuss industry-specific emerging issues and their effect on CPAs,
identify additional guidance, if any (both traditional and nontraditional), that members need to be effective
and to protect the public, and develop plans for providing input on initiatives that should be brought to the
attention of standards setters or the AICPA prioritization mechanism, and other matters.

Joining the Expert Panel
Expert Panel members should be forward thinking, vision-aligned, cross-functional individuals. In addition,
Panel members may be non-CPA business professionals. Cross-functional is intended to include members
with expertise in the traditional areas of accounting and auditing, as well as awareness and, perhaps,
expertise beyond the traditional areas. For example, depending on the needs of the area covered by the Expert
Panel, the members might have expertise in assurance services, operational and management issues,
technology, corporate governance, legislation, and other areas, in addition to expertise in the traditional areas
of accounting and auditing.

Rewards of Joining the Panel
Serving on the Panel is a rewarding and enriching experience. Panel members interact with other top
professionals in their industry and address and resolve key forces, issues, and trends shaping the financial
services world. Moreover, Expert Panel members take the knowledge and experience they gain on the Panel
with them, enriching themselves, their work, and their firms.
Panel members will serve one-year terms, generally for three consecutive years. For more information on
the Expert Panels or to apply, visit AICPA Volunteer Central at www.skillscape.com/aicpaonline.

Investment Company Regulatory Task Force
The AICPA also has established the Investment Company Regulatory Task Force to liaise with regulatory
agencies to advocate the profession's views and to provide technical counsel to ensure that related regulatory,
or broad private-sector requirements involving accounting, auditing, or work by CPAs for the investment
companies industry are consistent with and workable under professional standards set in the private sector.
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Information Sources
Organization

Web site, Address, Telephone

American Institute of Certified
Public Accountants

www.aicpa.org
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
Telephone: (888) 777-7077

Financial Accounting Standards Board

www.fasb.org
Order Department:
401 Merritt 7
P.O. Box 5116
Norwalk, CT 06856-5116
Telephone: (800) 748-0659

Financial Crimes Enforcement
Network (FinCEN)

www.treas.gov/fincen

Independence Standards Board

www.cpaindependence.org

1211 Avenue of the Americas, 6th Floor
New York, NY 10036
Telephone: (212) 596-6133
U.S. Securities and Exchange Commission

www.sec.gov
Publications Unit:
450 Fifth Street, NW
Washington, DC 20549-0011
Telephone: (202) 942-4040
SEC Public Reference Room:
Telephone: (202) 942-8090
(202) 942-8092 (tty)

Investment Company Institute

www.ici.org
1401 H Street NW
Washington, DC 20005

General Information:
Telephone: (202) 326-5800

[The next page is 8355.]
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AAM Section 8110
Securities Industry
Developments—2000/01
In This Year's Alert . . .
•

What are the industry and economic conditions facing broker-dealers and commodity entities in the
current year?

•

What are some of the recent regulatory developments affecting broker-dealers?

•

What are some of the final rules issued during the past year by the SEC that may affect
broker-dealers?

•

What are some of the final rules issued by the CFTC during 2000?

•

What are the significant issues raised in the most recent "Dear CPO" letter?

•

What are some of the rules issued during the past year by SROs?

•

What are the new auditing and attestation pronouncements that auditors of brokers and dealers
should be aware of?

•

What guidance is available for auditing derivative instruments?

•

What are some of the audit considerations in an e-business environment?

•

What are the audit issues relating to the value of commodity exchange memberships?

•

What is money laundering?

•

What are the requirements of the new FASB Statement No. 140, Accounting for Transfers and Servicing
of Financial Assets and Extinguishments of Liabilities?

•

What are some of the recent developments affecting the accounting for derivatives and hedging
activities?

•

What are the requirements of FASB Interpretation No. 44, Accounting for Certain Transactions involving
Stock Compensation?

•

What are the new SEC Staff Accounting Bulletins?

•

What are some of the outstanding exposure drafts that have been issued by the FASB for
comment?

•

What are some of the outstanding exposure drafts that have been issued by the ASB for comment?

•

What are some of the outstanding exposure drafts that have been issued by AcSEC for comment?

•

What other AICPA publications, products, and services can be of value to auditors of broker
dealers?
* * * *
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Economic and Industry Developments
What are the industry and economic conditions facing broker-dealers
and commodity entities in the current year?

.01 The growth in the U.S. economy of recent years continued through the end of 1999 and into 2000,
fueled in part by increased workforce productivity and consumer spending. In February 2000, the current
period of economic expansion became the longest in history, at 107 months. Among the economic statistics
and other developments through the first three quarters of 2000 are the following:
•

The equities markets continued to display periods of volatility. Both the Dow Jones Industrial
Average (DJIA) and the National Association of Securities Dealers Automated Quotation (NASDAQ)
composite ended 1999 at record highs, nearly 11,500 for the DJIA and over 4,000 for the NASDAQ.
By March 2000, the NASDAQ reached a new milestone, closing at over 5,000 for the first time. After
reaching these milestones, however, both the DJIA and the NASDAQ experienced steep declines from
their record highs, as well as periodic gains back toward these earlier milestones.

•

The much-anticipated Year 2000 Issue, with its potential for negative economic implications, has
passed without any major impact.

•

Gross domestic product (GDP), which measures the output of goods and services produced by labor
and property located in the United States—increased at a rate of 4.8 percent in the first quarter of
2000. GDP then rose to 5.6 percent in the second quarter of 2000. Third quarter GDP estimates,
however, have indicated a rate of less than 3 percent.

•

The U.S. jobless rate remained under 4.5 percent, reaching a thirty-year low of 3.9 percent in April
and September.

•

The Federal Reserve Board (Fed) raised the federal funds rate three times so far during 2000, to 6.5
percent.

.02 Chapter 5, "Auditing Considerations," in the Audit and Accounting Guide Brokers and Dealers in
Securities (the Guide) notes that before the start of the audit, the auditor should review the guidance in
Statement on Auditing Standards (SAS) No. 22, Planning and Supervision (AICPA, Professional Standards,
vol. 1, AU sec. 311), regarding the specific procedures that should be considered in planning an audit in
accordance with generally accepted auditing standards (GAAS). SAS No. 22, among other matters, states
that the auditor should obtain a knowledge of matters that relate to the nature of the entity's business,
its organization, and its operating characteristics, and consider matters affecting the industry in which
the entity operates, including, among other matters, economic conditions, as they relate to his or her
audit.
.03 Keep in mind that this section of this Audit Risk Alert notes just a few recent economic statistics and
developments. Also, there are regional differences that may need to be taken into consideration. For example,
unemployment statistics may show a variation when comparing one region of the United States with another.
Also, not all industries may benefit equally during a period of economic prosperity.

Margin Accounts1
.04 During the past year, there have been periods where outstanding margin debt has risen significantly.
Margin accounts allow investors to buy securities without paying the full purchase price for their securities.
1 Readers should be alert for amendments or updates to the rules discussed in this section of the Audit Risk Alert. Readers should
refer to the full text of the rules discussed in this section of the Alert. See the "Information Sources" section of this Alert for a list of
Internet resources, including some Web sites that can provide information on regulatory issues and developments.
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The difference between the purchase price and the amount paid by the customer represents a collateralized
loan to the customer on which interest is charged. The broker-dealer holds the customer's securities as
collateral in a readily negotiable form, enabling the broker-dealer to liquidate the securities if the customer
fails to maintain a proper level of margin.

. 05 The amount of credit extended is subject to Fed Regulation T, which currently sets the minimum
initial margin requirement at 50 percent. Although Regulation T is an initial margin requirement, certain
securities exchanges may set initial margin requirements that are higher than the requirements specified in
Regulation T and have rules establishing minimum maintenance margin requirements. New York Stock
Exchange (NYSE) requirements, for example, are established in Rule 431. Broker-dealers can set initial or
maintenance margin requirements higher than those required by regulatory bodies and may revise their
established margin requirements from time to time.

. 06 Also, as previously noted in this section of the Alert, the equities markets have shown periods of
volatility during the past year. Chapter 2, "Broker-Dealer Functions, Books and Records," of the Guide, states
that due to the volatility in securities values, it is essential that up-to-date records be maintained so that the
broker-dealer is able to make informed decisions to limit exposure to losses.
. 07 The auditor should review customer's accounts for evidence of undermargined, partly secured, or
unsecured conditions that may affect the net capital computation under Securities and Exchange Commis
sion (SEC) rule 15c3-l and the reserve and possession-or-control requirements of rule 15c3-3, as well as the
collectibility of accounts.

Decimalization
. 08 Broker-dealers will likely be addressing the impact of decimalization on their organizations. Decimali
zation refers to the conversion of securities from fractional pricing (eighths and sixteenths of a dollar) to decimal
pricing (dollars and cents). Under decimalization, securities can be priced in smaller increments. (See the related
discussion of the timetable for conversion to decimal pricing included in the "Other Recent SEC Developments"
discussion in the "Regulatory Issues and Developments" section in this Audit Risk Alert.)
. 09 Broker-dealers, for example, may have implemented, and may be continuing to implement, system
changes necessary to accommodate potential increases in trading volumes, and convert to decimal pricing.
Auditors of broker-dealers should be alert for risks that can arise or change due to such circumstances as new
systems or system changes. SAS No. 55, Consideration of Internal Control in a Financial Statement Audit (AICPA,
Professional Standards, vol. 1, AU sec. 319), as amended by SAS No. 78, provides guidance on the independent
auditor's consideration of an entity's internal control in an audit of financial statements in accordance with GAAS.
SAS No. 55 states, among other matters, that the auditor should obtain sufficient knowledge of the entity's risk
assessment process to understand how management considers risks relevant to financial reporting objectives and
decides about actions to address those risks. Risks relevant to financial reporting include internal and external
events and circumstances that may occur and adversely affect an entity's ability to record, process, summarize,
and report financial data consistent with the assertions of management in the financial statements. Risks can arise
or change due to circumstances, such as the following:

•

Changes in operating environment

•

New personnel

•

New or revamped information systems

•

Rapid growth

•

New technology

•

New lines, products, or activities

AICPA Audit and Accounting Manual

AAM §8110.09

8358

Audit Risk Alerts

•

Corporate restructurings

•

Foreign operations

•

Accounting pronouncements

47

12-00

Technology and E-Business
.10 The securities industry continues to undergo significant changes resulting from technological devel
opments and implementation of e-business strategies. In addition to addressing decimalization, broker
dealers may be seeking greater operational efficiencies through the automation of manual processes,
developing and expanding their use of the Internet (and wireless technologies) to deliver innovative products
and services to clients, or offering online investment banking services. The securities industry has also
initiated efforts to address compressing the settlement cycle on certain securities from trade date plus three
days (T+3) to trade date plus one day (T+l).
.11 Many broker-dealers continue to experience growth in the number of new online brokerage accounts.
This growth in online brokerage, which may be attributed in part to the preference of a number of their
customers to take a more active role in the research of investment opportunities and management of their
investments, has prompted some broker-dealers to implement changes to established commission and
product pricing structures.
.12 Also, a number of broker-dealers are expanding their online offerings to include fixed income
products. Although the percentage of online fixed income trades is growing, it remains small when compared
with all fixed income trades. (See the related discussion "E-Business, Including Online Trading" in the "Audit
Issues and Developments" section of this Audit Risk Alert.)

Gramm-Leach-Bliley Financial Services Modernization Act of 1999
.13 Broker-dealers, among other entities in the financial services industry, will likely be assessing
the implications of the Gramm-Leach-Bliley Financial Services Modernization Act of 1999 (the Act) on
their organizations. Among other matters, the Act eliminates many of the existing barriers (notably the
Glass-Steagall Act) that prohibited affiliations among organizations in the financial services industry,
such as securities firms, banks, and insurance companies. The Act provides for a financial holding
company structure (with the Fed serving as an umbrella regulator). The Act also eliminates the blanket
exemption for banks from the definitions of broker and dealer in the Securities Act of 1933 (Securities Act)
and replaced it with a series of targeted exceptions for certain bank securities activities. If banks meet
the conditions for relying on the various exceptions, they can engage in the activities without registering
as brokers and dealers.

.14 The Act may provide opportunities as well as challenges for broker-dealers. For example, to the extent
that this legislation allows financial institutions to enter into new lines of business and affiliate with banks
or insurance companies, there may also be additional challenges from an increase in competition from other
financial services organizations who are similarly expanding their product lines. Auditors should be alert
for any changes in the broker-dealers business, including its products and services, related parties, and
changes to applicable regulations that may follow in the wake of the Act.
.15 The Act also requires that financial institutions must provide its customers with a notice of its privacy
policies and practices. The Act restricts the disclosure of nonpublic customer information by financial
institutions. All financial institutions must provide customers the opportunity to "opt out" of the sharing of
the customers' nonpublic information with unaffiliated third parties. See a related discussion, "SEC Regu
lations" in the "Regulatory Issues and Developments" section of this Audit Risk Alert.
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Demutualization of Securities Exchanges
.16 Auditors of broker-dealers that are owners of exchange memberships should be alert to recent
developments in the demutualization of certain securities exchanges. During the past year, certain securities
exchanges, facing increasing competition from alternative trading systems (ATSs), including electronic
communications networks (ECNs), have taken steps toward demutualization, or converting to a for-profit
shareholder-owned structure.
.17 As discussed in Paragraph 5.114 of the Guide, the propriety of considering exchange memberships
as assets of the broker-dealer should be ascertained by referring to partnership agreements or other
documents of the broker-dealer. The auditor should also be satisfied concerning the propriety of the carrying
value of a membership and whether the carrying value has been impaired. See the related discussion "Value
of Commodities Exchange Memberships" in the "Audit Issues and Developments" section of this Audit Risk
Alert. Auditors should consider whether share ownership resulting from a demutualization has been
appropriately accounted for by the client.

The Commodities Industry
.18 The past year has witnessed several significant developments in how futures markets will be
operated and regulated. Futures exchanges, much like securities exchanges, are changing their structures
from membership-owned associations to public companies. Traditional outcry trading on commodity
exchange floors is being challenged by trading on electronic exchange platforms. It remains to be seen how
these developments will affect the value of exchange memberships and customers served by those exchanges.
For a discussion of the audit implications related to the value of exchange memberships, see the discussion
titled "Value of Commodities Exchange Memberships" in the "Audit Issues and Developments" section of
this Audit Risk Alert.

.19 The Commodity Futures Trading Commission (CFTC) has adopted a new regulatory framework that
establishes three kinds of trading facilities, which would be subject to varying levels of CFTC oversight
depending on the nature of commodities traded and the sophistication of the market's participants. The
framework will also replace prescriptive rules with core principles. Details are available at the CFTC Web
site, www.cftc.gov.
.20 In light of economic pressures and the repeal of the Glass-Steagal Act, consolidation within the financial
services industry has accelerated. As a result, the lines between the securities and commodities industries have
become less distinct. Broker-dealers frequently function in areas that are subject to regulation by the CFTC. They
may deal in commodity futures and options on futures contracts, or advise and operate entities (such as
commodity pools) that do so. To conduct such activities, they must register with the CFTC as futures commission
merchants (FCMs), introducing brokers (IBs), commodity pool operators (CPOs), or commodity trading advisers
(CTAs), depending on the nature of their activities and operations involving futures and options on futures. The
new regulatory framework provides an expedited procedure for such registration.
.21 The 1983 Shad-Johnson Accord between the SEC and the CFTC previously delineated the areas of
each agency's authority for different financial products. It prohibited the trading of single stock futures.
However, the President's Working Group on Financial Markets recommended, among other things, that the
CFTC and the SEC work together to determine whether the trading of single stock futures should be
permitted and, if so, under what conditions. Both agencies have agreed on a plan to permit such trading,
although enabling legislation, which passed the House was not passed in the Senate.
.22 The volume of futures and options contracts traded bears directly on the revenues of commodity
brokers. The number of contracts traded on U.S. markets was up 23 percent for the first seven months of
2000, compared to the first seven months of 1999. Non-U.S. market volume was up 26.3 percent in 2000 over
the same seven-month period in 1999.
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Executive Summary—Economic and Industry Developments

•

Auditors should review the guidance in SAS No. 22, Planning and Supervision, regarding the
specific procedures that should be considered in planning an audit in accordance with GAAS. The
planning process includes gaining an understanding of the business and consideration of other
important factors that affect the broker-dealer, including external economic factors.

•

During the past year, there have been periods where outstanding margin debt has risen
significantly. The auditor should review customers' accounts for evidence of undermargined,
partly secured, or unsecured conditions that may affect the net capital computation under SEC
rule 15c3-1 and the reserve and possession-or-control requirements of rule 15c3-3, as well as the
collectibility of accounts.

•

Broker-dealers will likely be addressing the impact of decimalization on their organizations.

•

The securities industry continues to undergo significant changes resulting from technological
developments and implementation of e-business strategies. Also, many broker-dealers continue
to experience growth in the number of new online brokerage accounts.

•

Broker-dealers, among other entities in the financial services industry, will likely be assessing the
implications of the Gramm-Leach-Bliley Financial Services Modernization Act of 1999 on their
organizations. The Act may provide opportunities as well as challenges for broker-dealers.

•

Auditors of broker-dealers that are owners of exchange memberships should be alert to recent
developments in the demutualization of certain securities exchanges.

•

The past year has witnessed several significant developments in how futures markets will be operated
and regulated. Also, the CFTC has adopted a new regulatory framework that establishes three kinds
of trading facilities, which would be subject to varying levels of CFTC oversight depending on the
nature of commodities traded and the sophistication of the market's participants.

Regulatory Issues and Developments2
What are some of the recent regulatory developments affecting broker-dealers?
.23 Chapter 5, "Auditing Considerations," of the AICPA Audit and Accounting Guide Brokers and Dealers
in Securities, discusses auditing considerations for an audit of the financial statements of a broker-dealer. The
Guide notes that the regulatory environment of a broker-dealer has a major effect on the audit of a
broker-dealer because of the requirements that auditors report on the adequacy of the broker-dealer's internal
control and on its compliance with the specific rules addressing financial responsibility and recordkeeping.
Accordingly, certain tests of controls are performed even if the auditor might not otherwise do so.

.24 The audit and reporting requirements for securities broker-dealers are regulated by rule 17a-5 under
the Securities Exchange Act of 1934 (Exchange Act). An alternative regulatory framework has been created
for over-the-counter derivatives dealers that establish a special class of broker-dealers who may choose to
register with the SEC under a limited regulatory structure. Registered broker-dealers in U.S. government
securities are regulated by section 405.02 of the regulations pursuant to section 15C of the Exchange Act.
.25 Qualifications and reports of independent accountants of commodity entities are specified by
Regulation 1.16 of the Commodity Exchange Act (CEA).
2 Readers should be alert for updates, amendments, or other changes to the rules discussed in this section of the Audit Risk Alert and
other recent developments related to regulatory activities. The brief summaries provided in this section of the Alert are for
informational purposes only. Readers should refer to the full text of the regulations that are discussed in this section of the Alert. The
complete text of Securities and Exchange Commission (SEC) final rules discussed in this section of the Alert, including rules adopted
subsequent to the writing of this Alert, can be obtained from the SEC Web site at www.sec.gov. The complete text of Commodity Futures
Trading Commission (CFTC) final rules discussed in this section of the Alert, including rules adopted subsequent to the writing of this
Alert, can be obtained from the CFTC Web site at www.cftc.gov. See the "Information Sources" section of this Alert for a list of Internet
resources, including some Web sites that can provide additional information on regulatory issues and developments.
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.26 Before undertaking the audit of a regulated entity, auditors should read the applicable rules and
understand the prescribed scope of the audit and the related reporting requirements.

SEC Regulations
What are some of the final rules issued during the past
year by the SEC that may affect broker-dealers?
.27 The following is a summary of some of the rules that the SEC issued during 2000.
•

EDGAR System and EDGAR Filer Manual. The SEC adopted several final rules in 2000 related to the
Electronic Data Gathering, Analysis and Retrieval (EDGAR) System and the EDGAR Filer Manual.

— The SEC issued a final rule adopting an updated edition of the EDGAR Filer Manual and
providing for its incorporation by reference into the Code of Federal Regulations. The updated
EDGAR Filer Manual describes the technical formatting requirements for the preparation and
submission of electronic filings through the EDGAR system. The purpose of the new version of
EDGAR and the Filer Manual (Release 6.75) is to add new form types and delete several old ones.
Effective date: January 24, 2000.

— The SEC implemented the next stage of modernization of the EDGAR System (EDGAR Release
7.0) for filers and adopted amendments to SEC rules to reflect changes to filing requirements that
result from the implementation of EDGAR Release 7.0, as well as certain other changes to clarify
or update rules. The effective date is May 30, 2000, and applies to filings submitted on or after
that date, with certain specified exceptions.
— The SEC issued a final rule adopting revisions to the EDGAR Filer Manual and provided for their
incorporation by reference into the Code of Federal Regulations. The SEC adopted a new Volume II
of the EDGAR Filer Manual, which describes the technical formatting requirements for the prepara
tion and submission of electronic filings through the EDGAR system and describes the requirements
for filing using the EDGARLink. Effective date: May 30,2000. The SEC subsequently adopted a final
rule updating the provisions of the EDGAR Filer Manual governing the old legacy EDGAR system
(found in Volume I of the EDGAR Filer Manual), and the filing of Form N-SAR documents (found
in Volume III of the EDGAR Filer Manual), to reflect the limited changes being made to these systems
with the implementation of EDGAR Release 7.0. Effective date: June 23,2000.
•

Alternative trading systems. The SEC issued a temporary stay of effectiveness of rules 301(b)(5)(i)(D)
and (E) and 301(b)(6)(i)(D) and (E) until December 1, 2000, to provide sufficient time for a reporting
system to be developed that would compile and publish data for investment-grade and non
investment-grade corporate market segments. These provisions relate to alternative trading systems
that trade certain categories of debt securities. Other alternative trading system rules, which were
published in 63 FR 70844 on December 22,1998, remain effective as previously stated.

•

Transfer agent form and related rules. The SEC adopted amendments to rule 17Ac2-2 and to related
Form TA-2, and rescinded rule 17a-24 under the Exchange Act, to clarify filing requirements and
instructions, eliminate or change ambiguous terms and phrases, delete certain redundant or unnec
essary questions, and add questions that would help the SEC to more effectively monitor the transfer
agent industry. Effective date: July 10, 2000.

•

Offer and sale of securities to Canadian tax-deferred retirement savings accounts. The SEC adopted a new
rule 237 under the Securities Act that would permit foreign securities to be offered to U.S. participants in
certain Canadian tax-deferred retirement accounts and sold to those accounts without being registered
under the Securities Act. The SEC also amended rule 12g3-2 under the Exchange Act, which exempts
securities of a foreign private issuer from the registration requirements of the Securities Act if the issuer
has fewer than 300 shareholders resident in the United States. The amendments provide that Canadian/
U.S. Participants who hold shares of a foreign private issuer only through their Canadian retirement
accounts do not count toward the 300 shareholders in the United States. Effective date: June 23,2000.
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•

Privacy of consumer financial information. The SEC adopted regulation S-P, privacy rules promulgated
under section 504 of the Gramm-Leach-Bliley Financial Services Modernization Act of 1999. Section 504
requires the SEC and other federal agencies to adopt rules implementing notice requirements and
restrictions on a financial institution's ability to disclose nonpublic personal information about consum
ers. The Act requires the SEC to establish for financial institutions appropriate standards to protect
customer information. The final rules implement these requirements of the Act with respect to investment
advisers registered with the SEC, brokers, dealers, and investment companies, which are the financial
institutions subject to the SEC's jurisdiction under the Act. Effective date: November 13,2000.

•

Financial statements and periodic reports for related issuers and guarantors. The SEC adopted new rule
12h-5 under the Exchange Act; amendments to rule 3-10 of Regulation S-X, item 310 of Regulation
S-B, and Form 20-F under the Exchange Act; and rescinded SEC Staff Accounting Bulletin (SAB) No.
53. The new rule and rule amendments codify in large part the positions the SEC staff has developed
through SAB No. 53, later interpretations, and the registration review process, and are intended to
eliminate uncertainty about which financial statements and periodic reports subsidiary issuers and
subsidiary guarantors must file. Effective date: September 25,2000, except that Form 20-F is effective
September 30, 2000.

•

Selective disclosure and insider trading. The SEC adopted new rules Regulation FD (Fair Disclosure),
rule 10b5-l, and rule 10b5-2, and amendments to Form 8-K. The rules are designed to promote the
full and fair disclosure of information by issuers of material nonpublic information, and to clarify
and enhance existing prohibitions against insider trading. Regulation FD is a new issuer disclosure
rule that addresses selective disclosure. Regulation FD provides that when an issuer, or person acting
on its behalf, discloses material nonpublic information to certain enumerated persons (in general,
securities market professionals and holders of the issuer's securities who may well trade on the basis
of the information), it must make public disclosure of that information. The timing of the required
public disclosure depends on whether the selective disclosure was intentional or nonintentional. The
required public disclosure may be made by filing or furnishing a Form 8-K or by another method or
combination of methods that is reasonably designed to effect broad, nonexclusionary distribution of
the information to the public. Rule 10b5-1 addresses the issue of when insider trading liability arises
in connection with a trader's "use" or "knowing possession" of material nonpublic information, and
provides that a person trades "on the basis of" material nonpublic information when the person
purchases or sells securities while aware of the information. Rule 10b5-2 addresses the issue of when
a breach of a family or other nonbusiness relationship may give rise to liability under the misappro
priation theory of insider trading. Rule 10b5-2 sets forth three nonexclusive bases for determining
that a duty of trust or confidence was owed by a person receiving information, and provides greater
certainty and clarity on this issue. Effective date: October 23, 2000.

•

Unlisted trading privileges. The SEC amended rule 12f-2 under the Exchange Act, which governs
unlisted trading privileges (UTPs) in listed initial public offerings (IPOs). Under the amendment, a
national securities exchange extending UTPs to an IPO security listed on another exchange will no
longer be required to wait until the day after trading has commenced on the listing exchange to allow
trading in that security. Instead, a national securities exchange will be permitted to begin trading an
IPO issue immediately after the first trade in the security is reported by the listing exchange to the
Consolidated Tape. Effective date: November 6, 2000.

•

Amendments to the Freedom of Information and Privacy Act rule and confidential treatment rule 83. The
SEC adopted amendments to the SEC's procedures for requesting confidential treatment of records
submitted to the SEC when no other procedures are applicable. The SEC also amended its procedures
for requesting information under the Freedom of Information Act, and for requesting, amending, or
correcting records about individuals under the Privacy Act of 1974. The amendments conform the
procedures to current statutory and case law and administrative practice and correct clerical errors,
reflect SEC staff and public comments on proposed amendments that were announced on April 14,
1999. The amendments update rules 80 and 83 under the Freedom of Information Act, and rules 303,
306,308,310, and 312 under the Privacy Act. Effective date: October 13,2000.
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.28 In addition, final rules that the SEC issued in 1999 since the writing of last year's Audit Risk Alert
include the following:
•

Cross-border tender and exchange offers, business combinations, and rights offerings. The SEC adopted new
rules 800, 801, and 802, and revised Form F-X and rule 144, under the Securities Act; adopted new
rule 4d-10 under the Trust Indenture Act of 1939; revised rules 13e-3,13e-4,14d-1, 14d-9,14e-2, and
portions of new rule 14e-5 under the Exchange Act; revised rules 30-1 and 30-3 of the SEC Rules
Delegating Authority to the Directors of the Division of Corporation Finance and Market Regulation,
respectively; and adopted new Form CB under the Securities Act and the Exchange Act. The purpose
of the tender offer and Securities Act registration exemptive rules for cross-border tender and
exchange offers, business combinations, and rights offerings relating to the securities of foreign
companies is to facilitate U.S. investor participation in these types of transactions. Effective date:
January 24,2000, with certain specified exceptions.

•

Takeovers and security holder communications. The SEC adopted comprehensive revisions to the rules
and regulations applicable to takeover transactions (including tender offers, mergers, acquisitions, and
similar extraordinary transactions). The SEC adopted amendments to rules 135,145,432, Forms S-4 and
F-4, and new rules 162,165,166 and 245 of the Securities Act. Rules 13e-1, 13e-3,13e-4,14a-4,14a-6,14a-12,
14c-5,14d-1, 14d-2,14d-3,14d-4,14d-5,14d-6,14d-7,14d-9,14e-1 and Schedules 14A, 13E-3, and 14D-9
under the Exchange Act were amended, and rule 14a-ll under the Exchange Act was rescinded. The SEC
also adopted amendments to item 10 of Regulation S-K; amendments to rule 13(d) of Regulation S-T; and
rule of practice 30-3. A new subpart of Regulation S-K, the 1000 series (Regulation M-A); a new tender
offer Schedule TO (replacing Schedules 13E-4 and 14D-1); new tender offer rule 14e-5 (replacing rule
10b-13) and new tender rules 14d-ll and 14e-8 were adopted. The revised rules permit increased
communications with security holders and the markets, balance the treatment of cash and stock tender
offers, simplify and centralize the disclosure requirements, and eliminate regulatory inconsistencies in
mergers and tender offers. In addition, tender offer rules were updated by providing for a subsequent
offering period, clarifying certain filing and disclosure requirements, and reducing compliance burdens
where consistent with investor protection. Effective date: January 24,2000.

•

Delivery of disclosure documents to households. The SEC adopted a new rule 154 under the Securities Act
to permit issuers and broker-dealers to satisfy the Securities Act's prospectus delivery requirements with
respect to two or more investors sharing the same address by sending a single prospectus, subject to
certain conditions. Under new rule 154, a prospectus is considered delivered to all investors at a shared
address for purposes of the federal securities laws, if the person relying on the rule delivers the prospectus
to the shared address and the investors consent to delivery of a single prospectus. The rule applies to
prospectuses and to prospectus supplements. In addition, the SEC adopted amendments to rules 14a-3,
14c-3, and 14c-7 under the Exchange Act to permit householding (delivery of one shareholder report to
investors who share an address) of annual and semiannual reports under substantially the same
conditions as those in Rule 154 with respect to prospectuses. Effective date: December 20,1999.

•

Intermarket Trading System plan. The SEC adopted amendments to the plan governing the operation
of the Intermarket Trading System (ITS) to expand the National Association of Securities Dealers,
Inc's. (NASD's) ITS/Computer Assisted Execution System (CAES) linkage to all listed securities,
including non-rule 19c-3 securities. Effective date: February 14,2000.

•

Audit committee disclosure. The SEC adopted new Item 306 of Regulation S-K and Item 306 of
Regulation S-B, as well as amendments to rule 10-01 of Regulation S-X; Item 310 of Regulation S-B;
Item 7 of Schedule 14A under the Exchange Act; and Item 302 of Regulation S-K. The new rules and
rule amendments to current rules require that—
— Companies' independent auditors review the companies' financial information prior to the
companies filing their Quarterly Reports on Form 10-Q or Form 10QSB with the SEC.
— Companies include in their proxy statements certain disclosures about their audit committees
and reports from their audit committees containing certain disclosures.
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.29 The new rules and amendments, which are based in large measure on recommendations made by
the Blue Ribbon Committee on Improving the Effectiveness of Corporate Audit Committees,3 are designed
to improve disclosure relating to the functioning of corporate audit committees and to enhance the reliability
and credibility of financial statements of public companies. Effective date: January 31,2000.

SEC—Auditor Independence Requirements
.30 In November 2000 the SEC adopted amendments to its auditor independence requirements. Specifi
cally, it amended Rule 2-01 of regulation S-X and Item 9 of Schedule 14A under the Securities Exchange Act
of 1934. These amendments are intended to modernize the SEC's rules for determining whether an auditor
is independent in light of—
•

Investments by auditors or their family members in audit clients.

•

Employment relationships between auditors or their family members and audit clients.

•

The scope of services provided by audit firms to their audit clients.

Help Desk—Visit the SEC's Web site at www.sec.gov/rules/final/33-7919.htm for the
final rules. Also, see the new AICPA Audit Risk Alerts, The ABCs of Independence—2000/01
[AAM section 8200] and SEC Alert, for additional discussions about the amendments.

Other Recent SEC Developments
SEC Interpretive Release—Use of Electronic Media4
.31 In April 2000, the SEC issued the Interpretive Release Use of Electronic Media, discussing the application
of the federal securities laws to electronic media. The effective date is May 4, 2000. This Interpretive Release is
designed to provide guidance to issuers of all types and addresses the use of electronic media in three areas.
1. Updates previous SEC guidance on the use of electronic media to deliver documents under the federal
securities laws.

2. Discusses an issuer's liability for Web site content.
3. Outlines basic legal principles that issuers and market intermediaries should consider in conducting
online offerings.
The Interpretive Release includes a section on online offerings, which among other matters notes that the SEC
Division of Corporate Finance has reviewed numerous procedures in connection with online distributions of
IPOs, and has issued a no-action letter regarding permissible procedures for the use of the Internet in IPOs.

SEC Staff Reports
.32 Report of Examinations of Day-Trading Broker-Dealers. In February 2000, the SEC staff released a special
study, Report of Examinations of Day-Trading Broker-Dealers. The SEC Office of Compliance Inspections and
Examinations conducted an examination sweep of forty-seven registered broker-dealers providing day
trading facilities to the general public. The examinations were conducted from October 1, 1998, through
September 30, 1999. The purpose of the examinations was to review each firm's compliance with federal
securities laws and self-regulatory organization (SRO) rules. In addition, the examiners reviewed how
day-trading activities fit within the current securities regulatory structure and identified regulatory issues
that may require further consideration. The Report also describes a number of regulatory initiatives designed
to address regulatory concerns, and recent SEC enforcement actions and initiatives.
3 See the AICPA general Audit Risk Alert—1999/2000 for a discussion of the Blue Ribbon Committee's recommendations.
4 The SEC from time to time will provide guidance relating to topics of general interest to the business and investment communities
by issuing an "interpretive release," in which it publishes its views on the subject matter and interprets the federal securities laws and
its own regulations. The SEC Interpretive Release Use of Electronic Media is available on the SEC Web site at www.sec.gov.
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.33 Limit order display rule. In May 2000, the SEC released a report prepared by the Office of Compliance
Inspections and Examinations staff that revealed problems in the display of limit orders in the equities and
options markets and inadequacies in the market's surveillance and disciplinary programs for limit order
display. The report found that samples of limit orders received by some market makers and specialists
revealed Limit Order Display Rule violations and concludes that the SRO's surveillance and enforcement
for the proper handling of limit orders needs improvement. The Limit Order Display Rule, which the SEC
adopted for equity markets in 1996, requires that immediately upon receipt, specialists and over-the-counter
(OTC) market makers either display in their quotes qualified customer limit orders that improve the price
or add to the size of their quotes, or execute or re-route those orders to other market centers.
.34 Electronic Communications Networks and After-Hours Trading. In June 2000, the staff of the SEC
Division of Market Regulation issued a report, Electronic Communication Networks and After-Hours Trading.
This Report analyzes the current operations of ECNs and after-hours trading, their impact on the securities
markets, and recent regulatory initiatives that have been taken to address these developments. The Report
also analyzes current trading dynamics in the after-hours market.

.35 The text of these and other SEC staff Special Reports are available on the SEC Web site at
www.sec.gov.
Decimalization

.36 In June 2000 the SEC issued an order requiring the exchanges and the NASD to submit a plan for—
•

Phasing in decimal pricing for listed stocks and certain options starting no later than September 5,2000.

•

Phasing in decimal pricing for all NASDAQ securities beginning no later than March 12,2001.

•

Pricing all securities in decimals no later than April 9,2001.

.37 A comprehensive phase-in plan was submitted to the SEC in July 2000 that: called for the decimal
pricing to begin in thirteen exchange-listed securities and options on those securities on August 28, 2000;
expanded decimal pricing to fifty to 100 additional exchange-listed securities and their options on September
25, 2000; and provided that decimal pricing for all remaining exchange-listed securities and all options
potentially could begin as early as December 2000. The decision to convert all remaining exchange-listed
securities and options between the period December 2000 and April 9,2001, would be based on an assessment
of industry readiness. The plan also calls for limited decimal pricing in NASDAQ securities no later than
March 12, 2001, and the completion of the decimal conversion for all equity securities and options on or
before April 9,2001.

SEC Special Study: On-line Brokerage: Keeping Apace of Cyberspace
.38 The SEC released a special study, On-line Brokerage: Keeping Apace of Cyberspace, in November 1999.
The special study notes the growth in online accounts (number and assets) as well as trading volumes, and
that online brokerage has changed the dynamics of the marketplace by changing the individual investor/
broker relationship. The special study also notes that the development of events—affordable technology,
increased investor access—has raised questions for the industry and regulators. The following questions are
addressed in the special study:
•

What will the brokerage industry look like in the future? Where is it headed?

•

What challenges do regulators face in applying the suitability doctrine online?

• How has technology impacted online firms' performance and evaluation of their best execution
obligations?
•

How have online investors' demand for market information impacted the pricing of real-time data?
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•

How do firms ensure sufficient capacity to keep up with the systems demands resulting from online trading?

•

What type of investor education does the typical online customer need and want?

•

What are the regulatory challenges involving "cyber chats" or online discussion forums?

•

How do firms protect the privacy of their online customers' personal information?

•

How should brokerage firms be able to compensate Internet financial portals?

The full text of the special study is available on the SEC Web site at www.sec.gov.

.39 See the related discussion "E-Business, Including Online Trading" in the "Audit Issues and Devel
opments" section of this Audit Risk Alert.
Consolidated Tape Association

.40 Over the last year, the SEC has received a number of complaints from investors and issuers about
confusing end-of-day securities prices. The confusion has arisen from inconsistencies among market data
vendors and the media concerning when they take end-of-day "snapshots" of stock prices. In October 2000,
the SEC announced that the stock markets that comprise the Consolidated Tape Association (CTA) have
agreed to implement a plan that would help investors distinguish after-hours and regular session trades.
Market data vendors supply tape data to subscribers. Financial news services and Internet sites use the data
to display price and volume information. Newspapers use the data for daily stock tables. Additional
information on the consolidated tape is available on the SEC Web site at www.sec.gov.

Commodity Futures Trading Commission Regulations
What are some of the final rules issued by the CFTC during 2000?
.41 The following is a summary of some of the final rules issued by the CFTC during 2000.

•

Use of electronic signatures. As part of its continuing program to tailor its regulatory framework to
technological advances in the futures trading industry, the CFTC adopted new Regulation 1.4 to
permit the use of electronic signatures in lieu of handwritten signatures in those instances in which
regulations require the signature of a customer of an FCM or IB, a participant in a commodity pool,
or a client of a CTA. Accompanying Regulation 1.3(tt) adds to the regulations a definition of electronic
signature. The Regulation was effective on March 9, 2000.

•

Registration requirement for newsletter CTAs eliminated. The CFTC issued a final Regulation that
eliminates registration requirements for CTAs that distribute standardized commodity trading
advice through periodicals, the Internet, and similar media. The new Regulation adds a new
subdivision (9) to 17 C. F. R. section 4.14(a). The Regulation was effective on March 10,2000.

•

Policy statement on U.S.-located trading systems. The CFTC issued a policy statement permitting certain
foreign boards of trade to list new futures and option contracts through U.S.-located trading systems.
The statement was issued in consideration of the CFTC staff's successful experience with the relief
provided by foreign trading system no-action letters and the adoption of Regulation 5.3, which
generally permits a domestic board of trade that has been designated as a contract market to list new
futures and option contracts for trading upon satisfaction of certain filing and certification require
ments. The statement was effective on issuance, July 3,2000.

•

Sales offoreign futures and options contracts to U.S. customers. The CFTC adopted amendments to Part 30
of its rules governing the offer and sale of foreign futures and options contracts. The amendments clarify the
circumstances under which an unregistered foreign futures and options broker may accept and execute
foreign futures and options contracts placed directly from certain U. S. customers, without having to register
with the CFTC as either an FCM or an IB. The rules became effective on September 1,2000.
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•

Trading prohibitions imposed on certain persons affiliated with SROs. The CFTC amended regulation 1.59
that generally establishes safeguards with respect to the use of material, nonpublic information
gained by SRO-affiliated individuals in their official capacities. The amendments clarify that salaried
governing board and committee members of SROs are not considered employees for purposes of
regulation 1.59. The amendments are effective on December 4, 2000.

•

Revisions to rule 4.7. Rule 4.7 provides a simplified regulatory framework for CPOs operating pools
consisting of certain highly accredited pool participants and for CTAs guiding the accounts of certain
highly accredited clients. The substantive revisions to the rule (also renumbering the current rule)
make Rule 4.7 available to more CPOs and CTAs in more situations by bringing into the scope of the
rule additional persons. The revisions were effective on August 4,2000.

•

Foreign futures and options secured amounts. The CFTC issued a statement clarifying its interpretation
of foreign futures and foreign options secured amount requirements set forth in Rule 30.7. The
interpretation narrowed situations in which FCMs have to set aside equivalent funds in "mirror
accounts" for Part 30 customers' funds held by foreign depositories. It applies to all new and existing
Part 30 customers as of October 11,2000.

•

Net capital treatment of subordination agreements. The CFTC amended Regulation 1.17(h), which
governs the net capital treatment of subordination agreements. The amendment allows an FCM that
is also a securities broker-dealer to rely on a securities designated examining authority's approval of
such agreements. The amendment was effective on September 25, 2000.

•

Profile documents for commodity pools. The CFTC adopted amendments to its rules to permit CPOs to
provide, in accordance with National Futures Association (NFA) rules, a summary profile document
to prospective commodity pool participants prior to giving them the pool's complete disclosure
document. The amendments were effective as of November 1,2000.
Help Desk—The complete text of the preceding rules, along with other CFTC final rules,
including those rules adopted, or changes made, subsequent to the writing of this Audit
Risk Alert, can be downloaded from the CFTC's Web site at www.cftc.gov.

Commodity Futures Trading Commission Annual "Dear CPO" Letter
What are the significant issues raised in the most recent "Dear CPO" letter?
.42 On January 19, 2000, CFTC staff sent a letter to all CPOs, which outlined key reporting issues and
common reporting deficiencies found in annual reports for commodity pools. The letter pointed out the
CFTC staff's concerns and accordingly may alert the auditor to high-risk issues that could affect assertions
contained in the financial statements of commodity pools. CFTC staff suggested that CPOs share the letter
with their independent auditors.

. 43 A major concern is the level of disclosure in the financial statements of pools that invest in other
investment companies (funds of funds). That topic continued to account for a significant proportion of
noncompliance letters issued for 1999 annual reports. A best practices illustration was included with the
"Dear CPO" letter. CFTC staff plans to continue its scrutiny of annual reports of funds-of-funds to assure
adequate disclosure to investors in such entities.
. 44 In order to avoid some of the most common and easily remedied deficiencies (they are discussed in
detail in the February 10,1999 "Dear CPO" letter), the letter suggested the following:

•

File one copy of the report with the NFA and two copies with the CFTC at the regional office in whose
jurisdiction the CPO's principal place of business is located.

•

File the report as soon as possible, but no later than the due date. For pools with a December 31,2000
year end, the due date is Monday, April 2,2001 (unless an extension of time has been granted).
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•

If the pool is operating under a rule 4.7 or 4.12 exemption, the rule requires that a notation of that
fact be made on the cover page of the report.

•

Report special allocations of partnership equity as required by CFTC Interpretive Letter 94-3, Special
Allocations of Investment Partnership Equity.

•

Include information concerning net asset values or schedules of participants' interests, where
required.

•

Include a signed oath or affirmation with each and every copy of the report, including those copies
filed with NFA and the CFTC. (Binding the oath as part of the report package or attaching it to the
cover page is a helpful practice followed by a number of CPOs.)

Copies of the February 10, 1999, and January 19, 2000, "Dear CPO" letters are available at the CFTC Web
site, www.cftc.gov/tm/mgdfund.htm. CFTC staff expects to issue another "Dear CPO" letter in January of
2001, which also will be posted on the CFTC's Web site.

Self-Regulatory Organization Regulations
What are some of the rules issued during the past year by SROs?
. 45 Under the Exchange Act, all broker-dealers are required to be members of self-regulatory organiza
tions (SROs) such as the NYSE or NASD that perform routine surveillance and monitoring of their members.
During the past year, the SEC also approved various SRO rules and amendments. Among these were the
following:
•

Audit committee requirements. In December 1999, the SEC approved rule changes requested by the
NASD, American Stock Exchange LLC (AMEX), and the NYSE to amend their audit committee
requirements. These amendments to listing standards regarding audit committee requirements were
prepared in response to the recommendations of the Blue Ribbon Committee on Improving the
Effectiveness of Corporate Audit Committees.5

•

ECN and ATS participation in the TTS/CAES system. In March 2000, the SEC approved a rule change
requested by the NASD to permit ECNs and ATSs to register as market makers in listed securities
using the NASDAQ quotation and trading facilities. NASD Rules were amended to include ECNs
and ATSs within the definition of ITS/CAES market maker and allow ECNs and ATSs to compete on
an equal basis with other market makers. The CAES is a trading system operated by NASDAQ, which
allows member firms to direct orders in Consolidated Quotation System (CQS) securities to market
makers for execution. CAES also serves as the NASD's interface with the ITS, which links the national
securities exchanges.

•

NYSE rule 390 rescinded. In May 2000, the SEC approved a rule change submitted by the NYSE to
rescind NYSE rule 390. Rule 390 generally prohibits NYSE members and their affiliates from effecting
transactions in NYSE-listed securities away from a national securities exchange. The SEC intends to
monitor any significant changes in the order-routing practices of NYSE members resulting from the
rescission of Rule 390, particularly decisions to internalize their customer order flow.

•

Opening of day-trading accounts. In July 2000, the SEC approved new rules, Rule 2360, Approval
Procedures for Day-Trading Accounts, and Rule 2361, Day-Trading Risk Disclosure Statement, which
were requested by the NASD. The new rules apply only to firms promoting a day-trading strategy.
Firms promoting a day-trading strategy are required to deliver a specified risk disclosure statement
to a noninstitutional customer prior to opening an account for the customer, approve the customer's
account for day-trading, or obtain a written agreement from the customer stating that the customer
does not intend to use the account for day-trading activities.

5 See footnote 3.
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Options intermarket linkage plan. On October 19,1999, the SEC ordered the markets to submit a linkage
plan that at a minimum included uniform trade-through rules and expanded firm quote obligations
to cover agency orders presented by competing exchanges. In response, the AMEX, Chicago Board
Options Exchange, Inc. (CBOE), and International Securities Exchange (ISE) filed a plan; the Pacific
Exchange, Inc., and Philadelphia Stock Exchange, Inc., each filed separate plans. In July 2000, the SEC
approved the Joint Industry Plan: Order Approving Options Intermarket Linkage Plan submitted by
the AMEX, CBOE, and ISE, thus authorizing the AMEX, CBOE and ISE to act jointly to implement
an intermarket linkage as a means of facilitating a national market system.

Proprietary Accounts of Introducing Brokers
.46 NYSE Interpretation Memo 98-10 extends the requirement to perform a Customer Reserve Compu
tation with respect to proprietary accounts of introducing brokers (PAIB accounts) carried by their clearing
brokers in order for the introducing broker to receive allowable asset treatment under rule 15c3-l for
proprietary assets held at their clearing broker. The introducing broker and its clearing broker must agree
in writing to perform the PAIB reserve calculation under the methodology outlined in the no action letter
attached to the Interpretation Memo.

.47 At the November 10,2000 meeting of the AICPA Stockbrokerage and Investment Banking Regulatory
Liaison Task Force, representatives from the SEC and the NYSE expressed their expectation that the footnotes
to the financial statements of clearing brokers will include a disclosure relating to the calculation of PAIB
reserves, and that the disclosure should state whether or not a deposit is required and, if so, the amount of
the required deposit and the amount that is actually on deposit.

New Auditing and Attestation Pronouncements
What are the new auditing and attestation pronouncements
that auditors of brokers and dealers should be aware of?

Auditing Standards
.48 In this section, we present brief summaries of auditing pronouncements issued since the publication
of last year's Alert. The summaries are for informational purposes only and should not be relied on as a
substitute for a complete reading of the applicable standard. For a full listing and description of all new
auditing and attestation standards, see the AICPA general Audit Risk Alert 2000/01 [AAM section 8010]. For
information on auditing pronouncements issued subsequent to the writing of this Alert, please refer to the
AICPA Web site at www.aicpa.org/members/div/auditstd/technic.htm. You may also look for an
nouncements of newly issued standards in the CPA Letter and Journal of Accountancy.

SAS No. 88, Service Organizations and Reporting on Consistency
.49 In December 1999, the AICPA Auditing Standards Board (ASB) issued SAS No. 88, Service Organiza
tions and Reporting on Consistency (AICPA, Professional Standards, vol. 1, AU secs. 324 and 420). Part 1, "Service
Organizations," amends SAS No. 70, Reports on the Processing of Transactions by Service Organizations (AICPA,
Professional Standards, vol. 1, AU sec. 324.03 and 324.06-.10) to—
1. Clarify the applicability of SAS No. 70 by stating that the SAS is applicable if an entity obtains services
from another organization that are part of the entity's information system. It also provides guidance
on the types of services that would be considered part of an entity's information system.
2. Revise and clarify the factors a user auditor should consider in determining the significance of a
service organization's controls to a user organization's controls.
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3. Clarify the guidance on determining whether information about a service organization's controls is
necessary to plan the audit.
4. Clarify that information about a service organization's controls may be obtained from a variety of
sources.

5. Change the title of SAS No. 70 from Reports on the Processing of Transactions by Service Organizations
to Service Organizations.
.5 0 Part 2, "Reporting on Consistency," amends SAS No. 1, Codification of Auditing Standards and
Procedures (AICPA, Professional Standards, vol. 1, AU sec. 420, "Consistency of Application of Generally
Accepted Accounting Principles") to—
1. Conform the list of changes that constitute a change in the reporting entity (AU sec. 420.07) to the
guidance in paragraph 12 of Accounting Principles Board (APB) Opinion No. 20, Accounting Changes.

2. Clarify that the auditor need not add a consistency explanatory paragraph to the auditor's report
when a change in the reporting entity results from a transaction or event.
3. Eliminate the requirement for a consistency explanatory paragraph in the auditor's report if a pooling
of interests is not accounted for retroactively in comparative financial statements.

4. Eliminate the requirement to qualify the auditor's report and consider adding a consistency explana
tory paragraph to the report if single-year financial statements that report a pooling of interests do
not disclose combined information for the prior year.
.51 All of the amendments contained in SAS No. 88 were effective upon issuance.
SAS No. 89, Audit Adjustments

.52 In December 1999, the ASB issued SAS No. 89, Audit Adjustments (AICPA, Professional Standards, vol.
1, AU secs. 310, 333, and 380), which amends three SASs to establish audit requirements designed to
encourage client management to record financial statement adjustments aggregated by the auditor. It also
clarifies management's responsibility for the disposition of financial statement misstatements brought to its
attention. SAS No. 89 amends SAS No. 83, Establishing an Understanding With the Client; SAS No. 85,
Management Representations; and SAS No. 61, Communication With Audit Committees, as follows:
1. SAS No. 83 is amended to include, in the understanding with the client, management's responsibility
for determining the appropriate disposition of financial statement misstatements aggregated by the
auditor. Specifically, SAS No. 89 adds the following to the list of matters that generally are included
in the understanding with the client:

Management is responsible for adjusting the financial statements to correct material
misstatements and for affirming to the auditor in the representation letter that the effects
of any uncorrected misstatements aggregated by the auditor during the current engage
ment and pertaining to the latest period presented are immaterial, both individually
and in the aggregate, to the financial statements taken as a whole.
2. SAS No. 85 is amended to require that the management representation letter include an acknow
ledgment by management that it has considered the financial statement misstatements aggregated
by the auditor during the current engagement and pertaining to the latest period presented, and has
concluded that any uncorrected misstatements are immaterial, both individually and in the aggre
gate, to the financial statements taken as a whole. It also requires that a summary of the uncorrected
misstatements be included in or attached to the representation letter. It also amends the illustrative
management representation letter in paragraph 6 of appendix A to SAS No. 85.
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3. SAS No. 61 is amended to require the auditor to inform the audit committee about uncorrected
misstatements aggregated by the auditor during the current engagement and pertaining to the latest
period presented, whose effects management believes are immaterial, both individually and in the
aggregate, to the financial statements taken as a whole.
.53 These amendments are effective for audits of financial statements for periods beginning on or after
December 15,1999, with early adoption permitted.
SAS No. 90, Audit Committee Communications

.54 SAS No. 90, Audit Committee Communications (AICPA, Professional Standards, vol. 1, AU secs. 380 and
722), issued by the ASB in December 1999, amends SAS No. 61, Communication With Audit Committees, and
SAS No. 71, Interim Financial Information (AICPA, Professional Standards, vol. 1, AU sec. 722). SAS No. 90 was
issued in response to recommendation numbers 8 and 10 of the report of the Blue Ribbon Committee on
Improving the Effectiveness of Corporate Audit Committees, which suggest changes to GAAS.
.55 Among other things, the amendment to SAS No. 61 requires an auditor to discuss with the audit
committees of SEC clients certain information relating to the auditor's judgments about the quality, not just
the acceptability, of the company's accounting principles and underlying estimates in its financial statements.
It also encourages a three-way discussion among the auditor, management, and the audit committee. This
amendment is effective for audits of financial statements for periods ending on or after December 15,2000,
with earlier application permitted.
.56 The amendment to SAS No. 71 clarifies that the accountant should communicate to the audit
committee or be satisfied, through discussions with the audit committee, that matters described in SAS No.
61 have been communicated to the audit committee by management when they have been identified in the
conduct of interim financial reporting. This amendment also requires the accountant of an SEC client to
attempt to discuss with the audit committee the matters described in SAS No. 61 prior to the filing of the
Form 10-Q. This amendment is effective for reviews of interim financial information for interim periods
ending on or after March 15,2000, with earlier application permitted.

SAS No. 91, Federal GAAP Hierarchy

.57 In April 2000, the ASB issued SAS No. 91, Federal GAAP Hierarchy (AICPA, Professional Standards, vol.
1, AU sec. 411). SAS No. 91 amends SAS No. 69, The Meaning of Present Fairly in Conformity With Generally
Accepted Accounting Principles in the Independent Auditor's Report (AICPA, Professional Standards, vol. 1, AU
sec. 411), to establish a hierarchy of accounting principles for federal governmental entities. SAS No. 91
became effective upon issuance.
SAS No. 92, Auditing Derivative Instruments, Hedging Activities, and Investments in Securities

.58 The ASB issued SAS No. 92, Auditing Derivative Instruments, Hedging Activities, and Investments in
Securities (AICPA, Professional Standards, vol. 1, AU sec. 391), that will assist auditors with planning and
performing auditing procedures for financial statement assertions about derivative instruments, hedging
activities, and investments in securities. The guidance in SAS No. 92, which supersedes SAS No. 81, Auditing
Investments, (AICPA, Professional Standards, vol. 1, AU sec. 332), applies to—

•

Derivative instruments, as that term is defined in Financial Accounting Standards Board (FASB)
Statement No. 133, Accounting for Derivative Instruments and Hedging Activities.

•

Hedging activities in which the entity designates a derivative or a nonderivative financial instrument
as a hedge of exposure for which FASB Statement No. 133 permits hedge accounting.

•

Debt and equity securities, as those terms are defined in FASB Statement No. 115, Accounting for
Certain Investments in Debt and Equity Securities.
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.59 A discussion of the matters addressed by SAS No. 92 is included in "Auditing Derivatives" in the
"Audit Issues and Developments" section of this Alert.
SAS No. 93, Omnibus Statement on Auditing Standards—2000

.60 Issued in October 2000, SAS No. 93, Omnibus Statement on Auditing Standards—
1. Withdraws SAS No. 75, Engagements to Apply Agreed-Upon Procedures to Specified Elements, Accounts,
or Items of a Financial Statement (AICPA, Professional Standards, vol. 1, AU sec. 622). The guidance in
SAS No. 75 will be incorporated in SSAE No. 10, Attestation Standards: Revision and Recodification, to
consolidate the guidance on agreed-upon procedures engagements in professional standards. The
withdrawal of SAS No. 75 is concurrent with the effective date of SSAE No. 10, scheduled to be issued
in January 2001. The guidance in SSAE No. 10 on agreed-upon procedures engagements is effective
when the subject matter or assertion is as of or for a period ending on or after June 1,2001, with earlier
application permitted.

2. Amends SAS No. 58, Reports on Audited Financial Statements (AICPA, Professional Standards, vol. 1, AU
sec. 508), to include an identification in the auditor's report of the country of origin of the accounting
principles used to prepare the financial statements and the auditing standards that the auditor
followed in performing the audit.

This amendment withdraws Auditing Interpretation No. 13, "Reference to Country of Origin in the
Auditor's Standard Report." (AICPA, Professional Standards, vol. 1, AU sec. 9508.53-.55). This amend
ment is effective for reports issued or reissued on or after June 30,2001. Earlier application is permitted.

3. Amends SAS No. 84, Communications Between Predecessor and Successor Auditors, to clarify the
definition of a predecessor auditor. This amendment is effective for audits of financial statements for
periods ending on or after June 30,2001. Earlier application is permitted.

Auditing Interpretations
.6

1 Seven new Auditing Interpretations were issued since the publication of last year's Audit Risk Alert:

1. Interpretation No. 3, "Responsibilities of Service Organizations and Service Auditors With Respect
to Information About the Year 2000 Issue in a Service Organization's Description of Controls," of
SAS No. 70, Service Organizations (AICPA, Professional Standards, vol. 1, AU sec. 9324.19-.31).

2. Interpretation No. 13, "Reference to Country of Origin in the Auditor's Standard Report," of SAS No.
58, Reports on Audited Financial Statements (AICPA, Professional Standards, vol. 1, AU sec. 9508.53-.55).6
3. Interpretation No. 7, "Management's and Auditor's Responsibilities With Regard to Related Party
Disclosures Prefaced by Terminology Such As 'Management Believes That,"' of SAS No. 45, Related
Parties (AICPA, Professional Standards, vol. 1, AU sec. 9334.22-.23).

4. Interpretation No. 1, "The Meaning of the Term Misstatement" of SAS No. 47, Audit Risk and Materiality
in Conducting an Audit (AICPA, Professional Standards, vol. 1, AU sec. 9312.01-.04)
5. Interpretation No. 2, "Evaluating Differences in Estimates" of SAS No. 47, Audit Risk and Materiality
in Conducting an Audit (AICPA, Professional Standards, vol. 1, AU sec. 9312.05-.09)
6. Interpretation No. 3, "Quantitative Measures of Materiality in Evaluating Audit Findings" of SAS
No. 47, Audit Risk and Materiality in Conducting an Audit (AICPA, Professional Standards, vol. 1, AU
sec. 9312.10-14)

7. Interpretation No. 4, "Considering the Qualitative Characteristics of Misstatements" of SAS No. 47,
Audit Risk and Materiality in Conducting an Audit (AICPA, Professional Standards, vol. 1, AU sec.
9312.15-17)
6 Withdrawn by SAS No. 93. See the discussion "SAS No. 93, Omnibus Statement on Auditing Standards—2000" in this section of
this Audit Risk Alert for further information.
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.6 2 Auditing Interpretations are issued by the Audit Issues Task Force (AITF) of the ASB to provide
timely guidance on the application of auditing pronouncements. Interpretations are reviewed by the ASB.
An Interpretation is not as authoritative as a pronouncement of the ASB. Nevertheless, auditors may have
to justify a departure from an Interpretation if the quality of their work is questioned.

Help Desk—The full text of recently issued Auditing Interpretations can be obtained on the
AICPA Web site at www.aicpa.org/members/div/auditstd/announce/index.htm.

New Attestation Standard
SSAE No. 10, Attestation Standards: Revision and Recodification

.6 3 The ASB expects to issue SSAE No. 10, Attestation Standards: Revision and Recodification in January
2001. SSAE No. 10 does the following:
•

Changes the title of AT section 101 to Attest Engagements.

•

Changes the definition of an attest engagement into a statement of applicability of the standard, as
follows:

. 64 This statement applies to engagements in which a certified public accountant in the practice of public
accounting (hereinafter referred to as a practitioner) is engaged to issue or does issue an examination, a review
or an agreed-upon procedures report on subject matter, or an assertion about the subject matter, that is the
responsibility of another party.

.

•

Revises the third general standard to focus on the essential elements of criteria: the criteria must be
suitable and must be available to users. The subject matter also must be capable of reasonably
consistent evaluation against the criteria.

•

Enables true direct reporting on subject matter by eliminating the requirement to make reference to
the assertion in the practitioner's report.

•

Provides expanded guidance on the circumstances in which the use of attest reports should be
restricted to specified parties.

•

Supersedes SSAE Nos. 1 through 9.
65

The new standard also revises and renumbers the AT sections as follows:

Attest Engagements
Agreed-Upon Procedures Engagements
Financial Forecasts and Projections
Reporting on Pro Forma Financial Information
Reporting on an Entity's Internal Control
Over Financial Reporting
Compliance Attestation
Management's Discussion and Analysis

New
AT section

Existing
AT section

101
201
301
401

100
600
200
300

501
601
701

400
500
700

.66 The new SSAE also eliminates the requirement in AT section 201, Agreed-Upon Procedures Engage
ments, for the practitioner to obtain a written assertion in an agreed-upon procedures attest engagement. It
also incorporates changes needed as a result of the withdrawal of SAS No. 75, Engagements to Apply
Agreed-Upon Procedures to Specified Elements, Accounts, or Items of a Financial Statement. That withdrawal is
reflected in SAS No. 93, Omnibus Statement on Auditing Standards—2000.
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.67 SSAE No. 10 is effective when the subject matter or assertion is as of or for a period ending on or after
June 1,2001. Early application is permitted.
Help Desk—Look for a new AICPA Practice Aid on how to understand and apply the
provisions of SSAE No. 10. It is expected to become available during the first quarter of 2001.

.68 For a discussion of the outstanding ASB exposure drafts, see the discussion titled "ASB Exposure
Drafts" in the "On the Horizon" section of this Audit Risk Alert.

Executive Summary—New Auditing and Attestation Pronouncements

•

In December 1999, the ASB issued SAS No. 88, Service Organizations and Reporting on Consistency.
Part 1, "Service Organizations," amends SAS No. 70, Reports on the Processing of Transactions by
Service Organizations. Part 2, "Reporting on Consistency," amends SAS No. 1, Codification of
Auditing Standards and Procedures.

•

In December 1999, the ASB issued SAS No. 89, Audit Adjustments, which amends three SASs to
establish audit requirements designed to encourage client management to record financial
statement adjustments aggregated by the auditor.

•

In December 1999, the ASB issued SAS No. 90, Audit Committee Communications. SAS No. 90 revises
SAS No. 61, Communication With Audit Committees and SAS No. 71, Interim Financial Information.

•

The ASB issued SAS No. 92, Auditing Derivative Instruments, Hedging Activities, and Investments in
Securities, that will assist auditors with planning and performing auditing procedures for financial
statement assertions about derivative instruments, hedging activities, and investments in securities.

•

The ASB issued SAS No. 93, Omnibus Statement on Auditing Standards—2000.

•

SSAE No. 10 is expected to be issued in January 2001.

•

Seven new Auditing Interpretations have been issued since the publication of last year's Audit Risk Alert.

Audit Issues and Developments
Auditing Derivatives
What guidance is available for auditing derivative instruments?
.69 The topic of derivatives takes center stage this year, from both the accounting and auditing perspec
tives. FASB Statement No. 133, Accounting for Derivative Instruments and Hedging Activities (as amended),
issued in June 1998, became effective for all fiscal quarters of all fiscal years beginning after June 15,2000. In
September of this year, the ASB issued SAS No. 92, Auditing Derivative Instruments, Hedging Activities, and
Investments in Securities. SAS No. 92, which will supersede SAS No. 81, Auditing Investments, is effective for
audits of financial statements for fiscal years ending on or after June 30, 2001. Early application of the SAS
is permitted.

Guidance for Auditors
.70 SAS No. 92 provides guidance for auditors in planning and performing auditing procedures for
financial statement assertions about derivative instruments, hedging activities, and investments in securities.
The guidance in the SAS applies to (1) derivative instruments, as defined by FASB Statement No. 133; (2)
hedging activities in which the entity designates a derivative or a nonderivative financial instrument as a
hedge of exposure for which FASB Statement No. 133 permits hedge accounting; and (3) debt and equity
securities, as those terms are defined in FASB Statement No. 115, Accounting for Certain Investments in Debt
and Equity Securities. The matters addressed by SAS No. 92 include—

AAM §8110.67

Copyright © 2000, American Institute of Certified Public Accountants, Inc.

47

12-00

8374-1

Securities Industry Developments—2000/01

•

The need for special skills or knowledge. Auditors may need special skills or knowledge to plan and
perform procedures for certain assertions about derivatives and securities, such as the ability to
identify a derivative that is embedded in a contract or agreement.

•

Consideration of audit risk and materiality. SAS No. 92 offers examples of factors that affect inherent risk
(that is, the susceptibility of an assertion to a material misstatement, assuming there are no related
controls) for assertions about derivatives or securities. Such factors include the complexity of the features
of the derivative or security, or the entity's experience with the derivative or security. The SAS also
discusses control risk (that is, the risk that a material misstatement that could occur in an assertion will
not be prevented or detected on a timely basis by an entity's internal control) assessment.

•

Designing substantive procedures based on risk assessment. Auditors assess inherent and control risk for
assertions about derivatives and securities to determine the nature, timing, and extent of the
substantive procedures to be performed. Substantive procedures for derivatives and securities
should address the five categories of assertions presented in SAS No. 31, Evidential Matter (AICPA,
Professional Standards, vol. 1, AU sec. 326):

1. Existence or occurrence—Existence assertions address whether the derivatives and securities reported
in the financial statements exist at the balance sheet date. Occurrence assertions address whether
derivatives and securities transactions reported in the financial statements (as a part of earnings, other
comprehensive income, or cash flows) occurred.

2. Completeness—Completeness assertions address whether all of the entity's derivatives and securities
and the related transactions are reported in the financial statements.
3. Rights and obligations—Assertions about rights and obligations address whether the entity has the
rights and obligations associated with derivatives and securities reported in the financial statements.

4. Valuation—Assertions about the valuation of derivatives and securities address whether the amounts
reported in the financial statements were determined in conformity with generally accepted account
ing principles (GAAP). GAAP may require that a derivative or security be valued based on cost, the
investee's financial results, or fair value. Also, GAAP for securities may vary depending on the type
of security, the nature of the transaction, management's objectives related to the security, and the
type of entity.
5. Presentation and disclosure—Assertions about presentation and disclosure address whether the clas
sification, description, and disclosure of derivatives and securities in the entity's financial statements
are in conformity with GAAP.

.71

SAS No. 92 also discusses hedging activities and management representation issues.

.72 An Audit Guide to complement the SAS has been developed by the ASB that is expected to be
available in January 2001. The Guide provides practical guidance for implementing the SAS in all types of
audit engagements. The objective of the Guide is both to explain SAS No. 92 and to provide practical
illustrations through the use of case studies.
.73 The Guide will include an overview of derivatives and securities, and the general accounting
considerations for them, as well as case studies that address topics such as the use of interest rate futures
contracts to hedge the forecasted issuance of debt, the use of put options to hedge available-for-sale securities,
separately accounting for a derivative embedded in a bond, the use of interest rate swaps to hedge existing
debt, the use of foreign-currency put options to hedge a forecasted sale denominated in a foreign currency,
changing the classification of a security to held-to-maturity, control risk considerations when service
organizations provide securities services, inherent and control risk assessment, and designing substantive
procedures based on risk assessments. See the "Resource Central" section of this Audit Risk Alert for order
information.
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E-Business, Including Online Trading
What are some of the audit considerations in an e-business environment?
.74 The growth of the e-business environment has been rapid and widespread, and particularly so in the
securities industry. Advantages in adopting an e-business strategy can include an increase in market reach
to customers beyond traditional borders, and lower transaction costs. The adoption of e-business strategies
can be seen in the securities industry, for example, with the number of discount, as well as full-service
brokerage firms, offering online brokerage accounts to their customers.

.75 The "Economic and Industry Developments" section of this Alert discusses the continuing rapid
growth in the number of online brokerage accounts in the United States. Online brokerage can provide
customers with services, including access to research reports and other analytical tools, access to market data,
and the ability to trade online. For both online and traditional trades, an order is entered into the computer
system, which then transmits it to an exchange or NASDAQ for execution. In an online trade, unlike a
traditional trade, the customer, instead of the broker, types in the order.
.76 When conducting transactions in an online environment, key audit evidence in electronic form may
not be available for an indefinite amount of time, and therefore, may not be available after the client's fiscal
year end. Physical evidence found in a traditional paper-based environment may not be found in an online
environment. The electronic evidence may also be in a form that may require specialized skills to access,
understand, and interpret.

.77 What are some of the professional standards that may take on increased importance in an e-business
environment?

•

SAS No. 31, Evidential Matter, as amended by SAS No. 80. SAS No. 31, as amended, provides guidance
to auditors who have been engaged to audit financial statements of an entity that transmits, processes,
maintains, or accesses significant information electronically. SAS No. 31, as amended, states that the
auditor's specific objectives are the same whether information is processed manually or electroni
cally. The methods of applying audit procedures to gather evidence may be influenced by the method
of processing. In entities in which significant information is transmitted, processed, maintained, or
accessed electronically, the auditor may determine that it is neither practical or possible to reduce the
detection risk to an acceptable level by performing only substantive tests for one or more financial
statement assertions. For example, the potential for the improper initiation or alteration of informa
tion to occur and not be detected may be greater if information is produced, maintained, or accessed
only in electronic form. In such circumstances, the auditor should perform tests of controls to gather
evidential matter to use in assessing control risk or considering the effect of the auditor's report. The
SAS also states that in certain entities, some of the accounting data and corroborating evidential
matter are available only in electronic form. Certain electronic evidence may exist at a certain point
in time. Such evidence may not be retrievable after a specified period of time if files are changed and
backup files do not exist. Therefore, the auditor should consider the time during which information
exists or is available in determining the nature, timing, and extent of the auditor's substantive tests,
and if applicable, tests of controls.

•

SAS No. 55, Consideration of Internal Control in a Financial Statement Audit. Auditors should consider
the guidance in SAS No. 55. As discussed in SAS No. 55, control risk may be affected by such factors
as new or revamped information systems, rapid growth, new technologies and other circumstances.7

•

SAS No. 73, Using the Work of a Specialist (AICPA, Professional Standards, vol. 1, AU sec. 336). The
technological skills required to fully understand the operations of an e-business and the manner in
which the business is transacted may be highly specialized. While an auditor may have the requisite

7 See "ASB Exposure Drafts" in the "On the Horizon" section of the Audit Risk Alert for a discussion of the ASB Exposure Draft that
would amend SAS No. 55.
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skill set to address the issues that arise in an e-business environment, some additional training may
be required, and in some cases the use of a technology specialist may be advisable. SAS No. 73
provides guidance to the auditor who uses the work of a specialist in performing an audit in
accordance with GAAS.

•

SAS No. 82, Consideration of Fraud in a Financial Statement Audit (AICPA, Professional Standards, vol. 1,
AU sec. 316). SAS No. 82 provides guidance to auditors in fulfilling their responsibility to plan and
perform the audit to obtain reasonable assurance about whether the financial statements are free of
material misstatement, whether caused by error or fraud. This SAS suggests, among other matters,
a number of fraud risk factors relating to misstatements arising from fraudulent financial reporting.
Some of these factors may be particularly relevant to e-business entities.

Help Desk—Look for the newly introduced Audit Risk Alert E-Business Industry
Developments—2000/01 for comprehensive discussions of the considerations unique to
the e-business environment. Also, further information on implementing SAS No. 82 is
available in the AICPA publication Considering Fraud in a Financial Statement Audit:
Practical Guidance for Applying SAS No. 82. This publication provides an in-depth
understanding of SAS No. 82, supplemented by practice aids and examples including
common fraud schemes and expanded audit procedures; sample engagement letters,
representation letters, and workpaper documentation; and industry-specific fraud risk
factors and guidance for several specialized industries, including brokers and dealers
in securities. See the "Resource Central" section of this Audit Risk Alert for information
on ordering AICPA publications.

Executive Summary—E-Business, Including Online Trading

•

The growth of the e-business environment has been rapid and widespread, and particularly so in
the securities industry.

•

The newly introduced Audit Risk Alert E-Business Industry Developments—2000/01 has
comprehensive discussions of the considerations unique to the e-business environment.

Accounting Estimates
.78 As discussed in Chapter 5, "Auditing Considerations," in the Audit and Accounting Guide Brokers
and Dealers in Securities, as part of the scope of audit procedures performed, the auditor should be aware that
certain areas of an audit of broker-dealers' operations require estimates that may be material in the
preparation and presentation of the broker-dealer's financial statements. For example, financial statements
may reflect reserves for undermargined, undersecured, or partially secured customer receivables, or receiv
ables from other broker-dealers; reserves for exposure for litigation contingencies associated with investment
banking underwriting deals; or exchange membership valuation.
.79 An accounting estimate is an approximation of a financial statement element, item, or account. It is
the responsibility of the broker-dealer's management to prepare estimates for the financial statements. The
auditor is responsible for evaluating the reasonableness of accounting estimates made by management in
the context of the financial statements taken as a whole. SAS No. 57, Auditing Accounting Estimates (AICPA,
Professional Standards, vol. 1, AU sec. 342), provides guidance on obtaining and evaluating sufficient,
competent evidential matter in support of accounting estimates included in the financial statements.
.80 As estimates are based on subjective as well as objective factors, it may be difficult for management
to establish controls over them. Even when management's estimation process involves competent personnel
using relevant and reliable data, there is potential for bias in the subjective factors. Accordingly, when
planning and performing procedures to evaluate accounting estimates, auditors should consider, with an
attitude of professional skepticism, both the subjective and objective factors.
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.81 In evaluating the reasonableness of an estimate, auditors normally concentrate on key factors and
assumptions that are—
•

Significant to the accounting estimate.

•

Sensitive to variations.

•

Deviations from historical patterns.

•

Subjective and susceptible to misstatement and bias.

.82 In evaluating reasonableness, the auditor should obtain an understanding of how management
developed the estimate. In many situations, the auditor assesses the reasonableness of an accounting estimate
by performing procedures to test the process used by management to make the estimate.

AICPA 2000 Audit and Accounting Guide

Brokers and Dealers in Securities

.83 The 2000 edition of the AICPA Audit and Accounting Guide Brokers and Dealers in Securities, with
conforming changes as of May 1,2000 (the Guide), has been updated to reflect the issuance of recently issued
authoritative pronouncements. The AICPA Audit and Accounting Guide Brokers and Dealers in Securities,
with conforming changes as of May 1,2000, is available through the AICPA's looseleaf subscription service.
Paperback editions of Audit and Accounting Guides as they appear in the service are printed annually.

Help Desk—Copies of the Guide may be obtained by calling the AICPA Order Department
(Member Satisfaction) at (888) 777-7077 or faxing a request to (800) 362-5066.

Impact of New Accounting Pronouncements
.84 Many broker-dealers will be implementing new financial accounting standards that can have a
significant impact on their accounting procedures and financial statements, such as FASB Statement Nos.
133, Accounting for Derivative Instruments and Hedging Activities; and 140, Transfers and Servicing of Financial
Assets and Extinguishments of Liabilities. (See the related discussions in the "Accounting Issues and Develop
ments" section of this Audit Risk Alert.) SAS No. 55, Consideration of Internal Control in a Financial Statement
Audit, as amended, provides guidance on the independent auditor's consideration of internal control in
planning the audit of financial statements in accordance with GAAS, including a discussion of the entity's
risk assessment for financial reporting purposes. Risks relevant to financial reporting include external and
internal events and circumstances that may occur and adversely affect an entity's ability to record, process,
summarize, and report financial data consistent with the assertions of management in the financial state
ments. Risks can arise or change due to circumstances such as, among other circumstances, the adoption of
new accounting pronouncements or changing accounting principles. Auditors should obtain a sufficient
knowledge of the client's risk assessment process to understand how management considers risks relevant
to financial reporting objectives and decides how to address those risks, and be alert to the implications on
the internal control of the client. Also, see the related discussion "Auditing Derivatives" in this section of this
Audit Risk Alert.

PITF Practice Alerts
.85 The Professional Issues Task Force (PITF), established by the SEC Practice Section (SECPS) Executive
Committee, formulates guidance based on issues arising in litigation, peer reviews, and firm inspections to
facilitate the resolution of emerging audit practice issues. This guidance takes the form of Practice Alerts.
These Practice Alerts—which are based on existing audit literature, the professional experience of the
members of the PITF, and information provided by SECPS member firms—provide auditors with informa
tion that may help them improve the efficiency and effectiveness of their audits. The information contained
in the Practice Alerts is nonauthoritative. It represents the views of the members of the PITF and does not
represent official positions of the AICPA. As of the writing of this Audit Risk Alert, four new Practice Alerts
were issued in 2000:
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•

Practice Alert No. 00-4, Quarterly Review Procedures for Public Companies

•

Practice Alert No. 00-3, Auditing Construction Contracts

•

Practice Alert No. 00-2, Quality of Accounting Principles—Guidance for Discussion with Audit Committees

•

Practice Alert No. 00-1, Accounting for Certain Equity Transactions

Additional discussion and a listing of recently and previously issued Practice Alerts is available on the AICPA
Web site at www.aicpa.org/members/div/secps/lit/practice.htm.

Value of Commodity Exchange Memberships
What are the audit issues relating to the value of commodity exchange memberships?
.86 During the past year, the value of U.S. commodity exchange memberships continued to fluctuate.
Although declines in the value of exchange memberships do not affect regulatory net capital, because
exchange memberships are excluded from the net capital calculation, such declines continue to raise concerns
about the value of such assets reported in financial statements prepared in accordance with GAAP.

.87 When addressing valuations of exchange memberships, auditors should evaluate management's consid
eration of FASB Statement No. 121, Accounting for the Impairment of Long-Lived Assets and for Long-Lived Assets to
be Disposed Of. FASB Statement No. 121 states in part that a significant decrease in the market value of an asset
indicates that the recoverability of the carrying value of that asset should be assessed. It further states that quoted
market prices in active markets are the best evidence of fair value and should be used as the basis of measurement,
if available. Exchange memberships are bought and sold continuously. Paragraph 7.34 of the AICPA Audit and
Accounting Guide Brokers and Dealers in Securities states that exchange memberships owned by a broker-dealer
and held for operating purposes should be valued at cost or at a lesser amount if there is an other-than-temporary
impairment in value. The AICPA Practice Aid Audits of Futures Commission Merchants, Introducing Brokers, and
Commodity Pools describes the same accounting treatment. In light of the volatility in the prices of exchange
memberships, the auditor may wish to consider whether management has valued them correctly. Recent
membership sales prices are available from each exchange.

Money Laundering Activities8
What is money laundering?
.88 Money laundering is the funneling of cash or other funds generated from illegal activities, often
through legitimate financial institutions or businesses to conceal the initial source of the funds. Money
laundering is a global activity and, like the illegal activities that give it sustenance, it seldom respects local,
national, or international boundaries. Current estimates of the size of the global annual "gross money
laundering product" range from $500 billion to $1 trillion.9
.89 Criminals use a wide variety of financial institutions and professional advisers to launder the
proceeds of crime, and according to the U.S. Department of the Treasury, brokers and dealers in securities
may also be vulnerable. The evolving dynamics of the industry—mergers and acquisitions, broader product
lines, new technologies, and new distribution channels—generate important business opportunities, but they
also generate risks for securities firms and their auditors, including increased vulnerability to money
laundering. As these industry trends continue, as money launderers increasingly look for a wide range of
financial services and conservative, legitimate-appearing asset holdings, and as greater regulatory require
ments for banks and other nonbank financial institutions make it more difficult for them to evade detection,
the securities industry may become more attractive to money launderers.
8 This section of the Alert was drafted after consultation with the U.S. Department of Treasury.
9 By definition, money launderers are in the business of cloaking their activities and revenue, making this approximation difficult.
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.90 While money laundering activity and methods become increasingly complex and ingenious, its
"operations" tend to consist of three basic stages or processes—placement, layering, and integration.
.91 Placement is the process of transferring the actual criminal proceeds, whether in cash or in any other form,
into the financial system in such a manner as to avoid detection by financial institutions and government
authorities. Money launderers pay careful attention to national laws, regulations, governance, trends, and
law-enforcement strategies and techniques to keep their proceeds concealed, their methods secret, and their
identities and professional resources anonymous. A common placement technique is the structuring10 of cash
deposits into legitimate financial institution accounts, converting cash into other monetary instruments or
money transfers, and using these instruments to conduct transactions through a securities brokerage firm.
Another important placement technique is customers' making large deposits and investments with laun
dered proceeds in the form of monetary instruments, bearer securities, or third-party checks.

.92 Layering is the process of generating a series of or layers of transactions to distance the proceeds from
their illegal source and to obfuscate the audit trail in doing so. Common layering techniques include
electronic funds transfers, often directly or subsequently transacted with a "bank secrecy haven" or a
jurisdiction with lax recordkeeping and reporting requirements; withdrawals of already-placed deposits in
the form of highly liquid monetary instruments, such as money orders and travelers checks; and requests
for account transfers or checks made payable to third parties with whom the account holder appears to have
no obvious relationship.
.93 Integration, the final money laundering stage, is the unnoticed reinsertion of successfully laundered,
untraceable proceeds into an economy. This is accomplished through a wide variety of spending, investing,
and lending techniques and cross-border, legitimate-appearing transactions.
.94 Money launderers tend to use the victimized business entity as a conduit for illicit funds that need
to be distanced from their source as quickly as possible in an undetected manner. Consequently, money
laundering is less likely to be detected in a financial statement audit than other types of illegal activities. In
addition, money laundering activity is more likely to cause assets to be overstated rather than understated,
with shorter term fluctuations in account balances rather than cumulative changes. Money laundering is
considered to be an illegal act which will often have an indirect effect on financial statement amounts under
SAS No. 54, Illegal Acts by Clients (AICPA, Professional Standards, vol. 1, AU sec. 317). Under SAS No. 54, the
auditor should be aware of the possibility that such illegal acts may have occurred. If specific information
comes to the auditor's attention that provides evidence concerning the existence of possible illegal acts that
could have a material indirect effect on the financial statements, the auditor should apply audit procedures
specifically directed to ascertaining whether an illegal act has occurred.
.95 Auditors should also note that laundered funds and their proceeds could be subject to asset seizure
and forfeiture (claims) by law enforcement agencies that could result in material contingent liabilities during
prosecution and adjudication of cases.
.96 In June 2000, the OECD's Paris-based Financial Action Task Force (FATF), the world's anti-money
laundering watchdog intergovernmental organization, issued a Review to Identify Non-Cooperative Countries
or Territories, expressly identifying fifteen governments as non-cooperative with other countries and juris
dictions in combating money laundering. Subsequently, in July, the U.S. Treasury Department followed suit
with a series of Financial Crimes Enforcement Network (FinCEN) country advisories which asked U.S. banks
and other financial institutions to pay closer attention to transactions linked to these countries.

.97 A description of Federal regulations pertaining to money laundering appears in appendix A, titled
"Federal Regulations Related to Money Laundering," of this Audit Risk Alert.
10 Structuring means breaking up large amounts of currency into smaller amounts to conduct transactions in such a manner as to
avoid currency reporting or other BSA requirements.
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Executive Summary—Money Laundering Activities

•

Money laundering is a global activity in which cash or other funds from illegal activities are
funneled through legitimate businesses to conceal the initial source of funds.

•

Money laundering usually results in large amounts of illicit proceeds that need to be distanced
from their source as quickly as possible and is less likely to be detected in a financial statement
audit than other types of illegal activities.

•

Under SAS No. 54, money laundering is considered to be an illegal act with an indirect effect on
financial statement amounts. The auditor does not have a detection responsibility for such illegal
acts. However, auditors should be aware of the possibility that such illegal acts may have occurred
and the potential risk to the subject of the audit.

Accounting Issues and Developments11
Transfers and Servicing of Financial Assets and Extinguishments of Liabilities
What are the requirements of the new FASB Statement No. 140, Accounting for Transfers
and Servicing of Financial Assets and Extinguishments of Liabilities?

.98 In September 2000, the FASB issued FASB Statement No. 140, Accounting for Transfers and Servicing
of Financial Assets and Extinguishments of Liabilities. FASB Statement No. 140 replaces FASB Statement No. 125,
Accounting for Transfers and Servicing of Financial Assets and Extinguishments of Liabilities. It revises the
standards for accounting for securitizations and other transfers of financial assets and collateral and requires
certain disclosures, but it carries over most of FASB Statement No. 125's provisions without reconsideration.

.99 FASB Statement No. 140 provides accounting and reporting standards for transfers and servicing of
financial assets and extinguishments of liabilities. Those standards are based on consistent application of a
financial-components approach that focuses on control. Under that approach, after a transfer of financial
assets, an entity recognizes the financial and servicing assets it controls and the liabilities it has incurred,
derecognizes financial assets when control has been surrendered, and derecognizes liabilities when extin
guished. FASB Statement No. 140 provides consistent standards for distinguishing transfers of financial
assets that are sales from transfers that are secured borrowings.

.100 FASB Statement No. 140 provides implementation guidance for assessing isolation of transferred
assets, conditions that constrain a transferee, conditions for an entity to be a qualifying special purpose entity
(SPE), accounting for transfers of partial interests, measurement of retained interests, servicing of financial
assets, securitizations, transfers of sales-type and direct financing lease receivables, securities lending
transactions, repurchase agreements including dollar rolls, wash sales, loan syndications and participations,
risk participations in bankers acceptances, factoring arrangements, transfers of receivables with recourse,
and extinguishments of liabilities. This Statement also provides guidance about whether a transferor has
retained effective control over assets transferred to qualifying SPEs through removal-of-accounts provisions,
liquidation provisions, or other arrangements.
.101 In addition to replacing FASB Statement No. 125, FASB Statement No. 140 rescinds FASB Statement
No. 127, Deferral of the Effective Date of Certain Provisions of FASB Statement No. 125, and carries forward the
actions taken by FASB Statement No. 125.
11 Readers should refer to the full text of the accounting pronouncements and SEC releases that are discussed in this section of the
Audit Risk Alert. Readers should also be alert for updates to the topics discussed in this section of this Alert, and for other recent
Financial Accounting Standards Board (FASB) and SEC developments. Further information related to FASB projects can be obtained
from the FASB Web site at www.fasb.org. Further information related to SEC rules and releases can be obtained from the SEC Web site
at www.sec.gov.
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.102 FASB Statement No. 140 is effective for transfers and servicing of financial assets and extinguish
ments of liabilities occurring after March 31, 2001. FASB Statement No. 140 is effective for recognition and
reclassification of collateral and for disclosures relating to securitization transactions and collateral for fiscal
years ending after December 15, 2000. Disclosures about securitization and collateral accepted need not be
reported for periods ending on or before December 15, 2000, for which financial statements are presented
for comparative purposes. FASB Statement No. 140 is to be applied prospectively with certain exceptions.
Other than those exceptions, earlier or retroactive application of its accounting provisions is not permitted.

.103 The FASB staff is preparing a new Special Report, A Guide to Implementation of Statement No. 140 on
Accounting for Transfers and Servicing of Financial Assets and Extinguishments of Liabilities: Questions and Answers
that will be an updated version of its earlier Special Report about FASB Statement No. 125, the third edition
of which was published in July 1999.
.104 Also, the FASB Web site at www.fasb.org has a cross-reference table that shows what has happened
to each paragraph of FASB Statement No. 125.

Derivatives and Hedging Activities
What are some of the recent developments affecting the
accounting for derivatives and hedging activities?
.105 FASB Statement No. 133, Accounting for Derivative Instruments and Hedging Activities, establishes account
ing and reporting standards for derivative instruments, including certain derivative instruments embedded in
other contracts (collectively referred to as derivatives), and for hedging activities. It requires that an entity
recognize all derivatives as either assets or liabilities in the statement of financial position and measure those
instruments at fair value. If certain conditions are met, a derivative may be specifically designated as (a) a hedge
of the exposure to changes in the fair value of a recognized asset or liability or an unrecognized firm commitment,
(b) a hedge of the exposure to variable cash flows of a forecasted transaction, or (c) a hedge of the foreign currency
exposure of a net investment in a foreign operation, an unrecognized firm commitment, an available-for-sale
security, or a foreign-currency-denominated forecasted transaction. The accounting for changes in the fair value
of a derivative (that is, gains and losses) depends on the intended use of the derivative and the resulting
designation. FASB Statement No. 133 also contains extensive disclosure requirements.

.106 FASB Statement No. 133 was amended as a result of the issuance of FASB Statement Nos. 137, Accounting
for Derivative Instruments and Hedging Activities—Deferral of the Effective Date of FASB Statement No. 133, and 138,
Accounting for Certain Derivative Instruments and Certain Hedging Activities—an amendment of FASB Statement No.
133. Among other matters, FASB Statement No. 137, which became effective upon issuance in June 1999, defers
the effective date of FASB Statement No. 133 to all fiscal quarters of fiscal years beginning after June 15, 2000.
Among other matters, FASB Statement No. 138 amends the accounting and reporting standards of FASB
Statement No. 133 for certain derivative instruments and certain hedging activities as follows:
•

The normal purchases and normal sales exception in paragraph 10(b) may be applied to contracts
that implicitly or explicitly permit net settlement, as discussed in paragraphs 9(a) and 57 (c)(1), and
contracts that have a market mechanism to facilitate net settlement.

•

The specific risks that can be identified as the hedged risk are redefined so that in a hedge of interest
rate risk, the risk of changes in the benchmark interest rate would be the hedged risk.

•

Recognized foreign-currency-denominated assets and liabilities for which a foreign currency trans
action gain or loss is recognized in earnings under the provisions of paragraph 15 of FASB Statement
No. 52, Foreign Currency Translation, may be the hedged item in fair value hedges or cash flow hedges.

•

Certain intercompany derivatives may be designated as the hedging instruments in cash flow hedges
of foreign currency risk in the consolidated financial statements if those intercompany derivatives
are offset by unrelated third-party contracts on a net basis.
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.107 FASB Statement No. 138 also amends FASB Statement No. 133 for decisions made by the FASB relating
to the Derivatives Implementation Group (DIG) process. Certain decisions arising from the DIG process that
required specific amendments to FASB Statement No. 133 are incorporated in FASB Statement No. 138.
.108 The FASB released the publication Accounting for Derivative Instruments and Hedging Activities. This
publication contains a version of FASB Statement No. 133 that incorporates the amendments contained in
FASB Statement Nos. 137 and 138, and the full text of issues that have been discussed by the DIG and cleared
by the FASB through September 25, 2000.

FASB Interpretation No. 44, Accounting for Certain

Transactions involving

Stock Compensation

What are the requirements of FASB Interpretation No. 44, Accounting
for Certain Transactions involving Stock Compensation?

.109 APB Opinion 25, Accounting for Stock Issued to Employees, was issued in October 1972. Since its issuance,
questions have been raised about its application, and diversity in practice has developed. During its consideration
of the accounting for stock-based compensation, which led to the issuance of FASB Statement No. 123, Accounting
for Stock-Based Compensation, the FASB decided not to address practice issues related to APB Opinion 25 because
it had planned to supersede the Opinion. However, FASB Statement No. 123 permits entities to continue applying
APB Opinion 25 to stock compensation involving employees. Consequently, questions remain about the
application of APB Opinion 25 in a number of different circumstances.
.110 FASB Interpretation No. 44, Accounting for Certain Transactions involving Stock Compensation, an
interpretation of APB Opinion 25, clarifies the application of APB Opinion 25 for only certain issues. It does
not address any issues related to the application of the fair value method in FASB Statement No. 123. Among
other issues, Interpretation No. 44 clarifies (a) the definition of employee for purposes of applying APB
Opinion No. 25, (b) the criteria for determining whether a plan qualifies as a noncompensatory plan, (c) the
accounting consequence of various modifications to the terms of a previously fixed stock option or award,
(d) the accounting for an exchange of stock compensation awards in a business combination.
.111 In considering those issues, the FASB focused on interpreting APB Opinion 25. The FASB decided
not to amend the APB Opinion 25 framework because most of the problems inherent in the APB Opinion 25
intrinsic value method are addressed in FASB Statement No. 123 through that Statement's recommended
fair value method. Consequently, in determining the guidance in this Interpretation, the FASB reached its
conclusions within the framework of APB Opinion 25 and did not refer to concepts underlying the fair value
method described in FASB Statement No. 123.

.112 Interpretation No. 44 is effective July 1, 2000, but certain conclusions in the Interpretation cover
specific events that occur after either December 15, 1998, or January 12, 2000. To the extent that the
Interpretation covers events occurring during the period after December 15,1998, or January 12, 2000, but
before the effective date of July 1, 2000, the effects of applying the Interpretation are recognized on a
prospective basis from July 1, 2000.
Other New FASB Pronouncements

.113 The FASB also issued the following pronouncements:
•

FASB Statement No. 139, Rescission of FASB Statement No. 53 and amendments to FASB Statements No. 63,
89, and 121. A summary is included in the AICPA general Audit Risk Alert—2000/01 [AAM section 8010].

•

The status of issues considered recently by the Emerging Issues Task Force (EITF) of the FASB can
be found in the AICPA general Audit Risk Alert—2000/01 [AAM section 8010] (EITF issues discussed
through the September 2000 meeting).
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.114 Also, in February 2000, the FASB issued FASB Concepts Statement No. 7, Using Cash Flow Information
and Present Value in Accounting Measurements. Unlike a Statement of Financial Accounting Standards, FASB
Concepts Statements do not establish GAAP. The purpose of the series of FASB Concepts Statements is to
set forth fundamentals on which financial accounting and reporting standards will be based, and more
specifically, to establish the objectives and concepts that the FASB will use in developing standards of
financial accounting and reporting.

SEC Accounting Issues and Developments
What are the new SEC Staff Accounting Bulletins?
SAB No. 100, Restructuring and Impairment Charges12

.115 In November 1999, the SEC staff released SAB No. 100, Restructuring and Impairment Charges, which
provides guidance on the accounting for and disclosure of certain expenses and liabilities commonly reported
in connection with restructuring activities and business combinations, and the recognition and disclosure of
asset impairment charges.
.116 Among other matters, SAB No. 100 reiterates existing criteria in EITF Issue No. 94-3, Liability
Recognition for Certain Employee Termination Benefits and Other Costs to Exit an Activity (including Certain Costs
Incurred in a Restructuring), EITF Issue No. 95-3, Recognition of Liabilities in Connection with a Purchase Business
Combination, and FASB Statement No. 121, Accounting for the Impairment of Long-Lived Assets and for Long-Lived
Assets to Be Disposed Of, and provides guidance on how the SEC staff interprets and applies the criteria in
EITF Issue Nos. 94-3 and 95-3 and FASB Statement No. 121. Costs or charges falling within the scope of EITF
Issue Nos. 94-3 and 95-3 or FASB Statement No. 121 should be accounted for in accordance with the
appropriate standard. EITF Issue Nos. 94-3 and 95-3 and FASB Statement No. 121 should not be applied to
events or circumstances falling outside of their respective scopes. SAB No. 100 states that depreciable lives,
amortization periods, and salvage values of long-lived assets need to be reviewed and, where appropriate,
changed on a timely basis.
.117 SAB No. 100 also provides the SEC staffs views regarding:
•

Assessing and measuring enterprise level goodwill for impairment in accordance with APB Opinion
No. 17, Intangible Assets.

•

The measurement of liabilities and other loss accruals assumed in a purchase combination.

SAB No. 101, Revenue Recognition in Financial Statements13

.118 In December 1999, the SEC staff released SAB No. 101, Revenue Recognition in Financial State
ments, which provides guidance on the recognition, presentation, and disclosure of revenue in financial
statements filed with the SEC. SAB No. 101 does not change existing accounting guidance on revenue
recognition. Rather, SAB No. 101 draws upon the existing rules and explains how the SEC staff applies
those rules, by analogy, to other transactions that the existing rules do not specifically address, and spells
out the basic criteria that must be met before registrants can record revenue. The implementation date
of SAB No.101 was delayed by SAB 101A, Amendment: Revenue Recognition in Financial Statements, and
again by SAB No. 101B, Second Amendment: Revenue Recognition in Financial Statements. SAB 101B delays
the implementation date of SAB 101 until no later than the fourth fiscal quarter of fiscal years beginning
after December 15,1999.
12 Staff Accounting Bulletins (SABs) are not rules or interpretations of the SEC. SABs represent interpretations and practices followed
by staff of the Office of the Chief Accountant and the Division of Corporation Finance in administering the disclosure requirements of
the federal securities laws.
13 See footnote 12.
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Help Desk—The full text of SAB Nos. 100 and 101 are available at the SEC Web site at
www.sec.gov. Also, see the newly introduced AICPA Audit Risk Alert—SEC Alert. The SEC
Alert provides valuable insights into SEC staff perspectives on important accounting and
auditing matters, along with updates on recent SEC activities.
.119 Since the issuance of SAB No. 101, the SEC staff has received inquiries from auditors, preparers, and
analysts about how the guidance in accounting standards and SAB No. 101 would apply to particular
transactions, and in response to those inquiries, has prepared Staff Accounting Bulletin No. 101: Revenue
Recognition in Financial Statements—Frequently Asked Questions and Answers.
Help Desk—Staff Accounting Bulletin No. 101: Revenue Recognition in Financial Statements—
Frequently Asked Questions and Answers is available at the SEC Web site at www.sec.gov.

Executive Summary—Accounting Issues and Developments
•

In September 2000, the FASB issued FASB Statement No. 140, Accounting for Transfers and Servicing
of Financial Assets and Extinguishments of Liabilities, a replacement of FASB Statement No. 125.

•

FASB Statement No. 133 was amended as a result of the issuance of FASB Statement Nos. 137,
Accounting for Derivative Instruments and Hedging Activities—Deferral of the Effective Date of FASB
Statement No. 133, and 138, Accounting for Certain Derivative Instruments and Certain Hedging
Activities, an amendment of FASB Statement No. 133. FASB Statement No. 137 defers the effective
date of FASB Statement No. 133 to all fiscal quarters of fiscal years beginning after June 15, 2000.

•

Other FASB issuances: FASB Statement No. 139, Rescission of FASB Statement No. 53 and
amendments to FASB Statements No. 63, 89, and 121; FASB Interpretation No. 44, Accounting for
Certain Transactions involving Stock Compensation, an interpretation of APB Opinion 25, and FASB
Concepts Statement No. 7, Using Cash Flow Information and Present Value in Accounting
Measurements.

•

SEC SAB No. 100, Restructuring and Impairment Charges provides guidance on the accounting for
and disclosure of certain expenses and liabilities commonly reported in connection with restruc
turing activities and business combinations, and the recognition and disclosure of asset
impairment charges.

•

SEC SAB No. 101, Revenue Recognition in Financial Statements, provides guidance on the recogni
tion, presentation, and disclosure of revenue in financial statements filed with the SEC.

On the Horizon14
FASB Exposure Drafts
What are some of the outstanding exposure drafts that have been issued by the FASB for comment?
Proposed Statement of Financial Accounting Standards on Consolidated Financial Statements

.120 In February 1999, the FASB issued an exposure draft of a proposed FASB Statement, Consolidated
Financial Statements: Purpose and Policy, a revision to an exposure draft issued in October 1995. This proposed
Statement would establish standards that specify when entities should be included in consolidated financial
statements. It would apply to business enterprises and not-for-profit organizations that control other entities
regardless of the legal form of the controlling and controlled entities. The proposed statement would—
14 This section briefly summarizes some of the exposure drafts that have been released by the FASB, the ASB and AcSEC for comment,
and which were outstanding at the time of the writing of this Audit Risk Alert. Practitioners should note that the purpose of exposure
drafts is to solicit comments from preparers, auditors, users of financial statements, and other interested parties. They are
nonauthoritative and cannot be used as a basis for changing GAAS or GAAP. Auditors should be alert for the issuance of final standards
or other developments related to FASB, AcSEC, and ASB projects. Further information related to FASB projects can be obtained from
the FASB Web site at www.fasb.org. Further information related to ASB and AcSEC projects can be obtained from the AICPA Web site
at www.aicpa.org.
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•

Define control as the ability of an entity to direct the policies and management that guide the ongoing
activities of another entity so as to increase its benefits and limit its losses from that other entity's
activities. For purposes of consolidated financial statements, control involves decision-making ability
that is not shared with others.

•

Require that a controlling entity (parent) consolidate all entities that it controls (subsidiaries) unless
control is temporary at the time the entity becomes a subsidiary.

•

Preclude consolidation of a new subsidiary if a parent's control is temporary at the date that control
is obtained.

.121 The proposed Statement would supersede the provisions of paragraphs 1 through 3 and 5 of
Accounting Research Bulletin (ARB) No. 51, Consolidated Financial Statements, as amended, and would amend
ARB No. 51 to extend its provisions to not-for-profit organizations. The proposed statement would also
supersede or amend other accounting pronouncements.
Proposed Statement of Financial Accounting Standards on Business Combinations and
Intangible Assets

.122 In September 1999, the FASB issued an exposure draft of a proposed FASB Statement, Business
Combinations and Intangible Assets. This proposed Statement is divided into two parts. Part I addresses the
method of accounting for business combinations. Part II would establish new accounting standards for both
identifiable and unidentifiable intangible assets acquired (including goodwill) whether acquired singularly,
in a group, or as part of a business combination.
.123 The proposed Statement would amend APB Opinion No. 16, Business Combinations, supersede APB
Opinion No. 17, Intangible Assets and would also amend or supersede other accounting pronouncements.
Proposed Statement of Financial Accounting Standards on Accounting for Obligations
Associated with the Retirement of Long-Lived Assets

.124 In February 2000, the FASB issued an exposure draft of a proposed FASB Statement, Accounting for
Obligations Associated with the Retirement of Long-Lived Assets, a revision to an exposure draft issued in 1996.
This proposed Statement would apply to all entities that incur obligations associated with the retirement of
tangible long-lived assets. The proposed statement would require—
•

An asset retirement obligation be recognized as a liability, initially measured at fair value, when
incurred.

•

An offsetting amount, referred to as an asset retirement cost, be recognized as an increase in the
carrying amount of the associated long-lived asset.

•

Recognition of interest expense on the liability and depreciation expense on the capitalized asset
retirement cost after initial recognition and measurement.

Proposed Statement of Financial Accounting Standards on Asset Impairment and Disposals

.125 In July 2000, the FASB issued an exposure draft of a proposed FASB Statement, Accounting for the
Impairment or Disposal of Long-Lived Assets and for Obligations Associated with Disposal Activities, which would
supersede FASB Statement No. 121, Accounting for the Impairment of Long-Lived Assets and for Long-Lived Assets
to Be Disposed Of. The proposed Statement would establish a single accounting model for long-lived assets
to be disposed of. This accounting model would also apply to certain obligations associated with a disposal
activity, including the restructuring of an existing activity, whether or not it involves the disposal of
long-lived assets. The proposed Statement would retain the recognition and measurement provisions of
FASB Statement No. 121 for long-lived assets to be held and used and would provide additional guidance
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for implementing those provisions. In addition, the proposed Statement would supersede the accounting
and reporting provisions of APB Opinion No. 30, Reporting the Results of Operations—Reporting the Effects of
Disposal of a Segment of a Business, and Extraordinary, Unusual and Infrequently Occurring Events and Transactions,
that address the disposal of a segment of a business and nullify most of the guidance provided by EITF Issue
No. 94-3, Liability Recognition for Certain Employee Termination Benefits and Other Costs to Exit an Activity
(including Certain Costs Incurred in a Restructuring).

ASB Exposure Drafts
What are some of the outstanding exposure drafts that have been issued by the ASB for comment?
Proposed SAS, Amendment to Statement on Auditing Standards No. 55, Consideration of
Internal Control in a Financial Statement Audit, as amended by SAS No. 78, Consideration
of Internal Control in a Financial Statement Audit: An Amendment to Statement on
Auditing Standards No. 55

.126 Issued in November 2000, this proposed SAS amends SAS No. 55 to provide guidance to auditors
about the effect of information technology (IT) on internal control, and on the auditor's understanding of
internal control and assessment of control risk. The ASB believes the guidance is needed because entities of
all sizes increasingly are using IT in ways that affect their internal control and the auditor's consideration of
internal control in a financial statement audit. Consequently, in some circumstances, auditors may need to
perform tests of controls to perform effective audits.

AcSEC Exposure Drafts
What are some of the outstanding exposure drafts that have been issued by AcSEC for comment?
Proposed SOP—Amendment to Scope of Statement of Position 95-2, Financial Reporting by
Nonpublic Investment Partnerships, to Include Commodity Pools
.127 The AICPA's Accounting Standards Executive Committee (AcSEC) issued an exposure draft of a
proposed Statement of Position (SOP), Amendment to Scope of AICPA Statement of Position 95-2, Financial
Reporting by Nonpublic Investment Partnerships, to Include Commodity Pools, that would be effective for financial
statements issued for periods ending after June 15, 2001, with earlier application encouraged. It will repeal
the exemption from complying with SOP 95-2 applicable to investment partnerships that are commodity
pools subject to regulation under the Commodity Exchange Act of 1974. Such entities would be required,
among other things, to include a schedule of investments in their financial statements formatted in accord
ance with the SOP.

Resource Central
What other AICPA publications, products, and services
can be of value to auditors of broker-dealers?

Order Department (Member Satisfaction)
.128 To order AICPA products, including AICPA products discussed in this Audit Risk Alert, call (888)
777-7077; write AICPA Order Department, CLA10, P.O. Box 2209, Jersey City, NJ 07303-2209; fax (800)
362-5066. For best results, call Monday through Friday between 8:30 A.M. and 7:30 P.M. EST. Obtaining
product information and placing online orders can be done at the AICPA's Web site, www.aicpa.org.
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AICPA Practice Aid, Audits

of Futures Commission Merchants, Introducing
Brokers, and Commodity Pools
.129 The AICPA Practice Aid, Audits of Futures Commission Merchants, Introducing Brokers, and Commodity
Pools (Product No. 006600kk) provides practitioners with nonauthoritative practical guidance on auditing
financial statements of FCMs, IBs, and commodity pools. Organized to complement the AICPA Auditing
and Accounting Guide Brokers and Dealers in Securities, this Practice Aid includes discussions of a commodity
industry overview, regulatory considerations, auditing considerations, and accounting standards, in addi
tion to illustrative financial statements of FCMs and IBs.

Technical Practice Aids
.130 AICPA Technical Practice Aids includes questions received by the AICPA Technical Hotline on
various subjects and the responses to those questions. Technical Practice Aids is available both as a subscription
service and in paperback form.

Continuing Professional Education Courses
.131 The AICPA offers many continuing professional education (CPE) courses, available for both group
and self-study. Also, the AICPA has launched a new online learning tool, AICPA InfoBytes. An annual fee
($95 for members and $295 for nonmembers) will offer unlimited access to over 1,000 hours of online CPE
in one- and two-hour segments.

Help Desk—For more information about AICPA CPE courses, call the AICPA (Member
Satisfaction) at (888) 777-7077 or visit the AICPA Web site at www.aicpa.org. You can
register for AICPA InfoBytes at infobytes.aicpaservices.org.

Accounting and Auditing Technical Hotline
.132 The AICPA Technical Hotline answers members' inquiries about accounting, auditing, attestation,
compilation, and review services. Call (888) 777-7077.

Ethics Hotline
.133 The AICPA Professional Ethics Team answers inquiries concerning independence and other behav
ioral issues related to the application of the AICPA Code of Professional Conduct. Call (888) 777-7077.

National Securities Industry Conference
.134 Each year the AICPA cosponsors with the Financial Management Division of the Securities Industry
Association a National Conference on the Securities Industry that is specifically designed to update auditors
and securities industry financial executives on significant accounting, legal, financial, and tax developments
affecting the securities industry. Information on the conference may be obtained by calling the AICPA CPE
Conference Hotline at (888) 777-7077 or visiting the AICPA Web site at www.aicpa.org.

AICPA

reSOURCE

.135 The AICPA is currently offering a CD-ROM product, titled reSOURCE: AICPA's Accounting and
Auditing Literature. This CD-ROM enables subscription access to the following AICPA professional literature
products in a Windows format: Professional Standards, Technical Practice Aids, and Audit and Accounting Guides
(available for purchase as a set that includes all Guides and the related Audit Risk Alerts, or as individual
publications). This dynamic product allows you to purchase the specific titles you need and includes
hypertext links to references within and between all products. To order any publications included on the
CD-ROM, call (888) 777-7077.

AAM §8110.129

Copyright © 2000, American Institute of Certified Public Accountants, Inc.

47

12-00

Securities Industry Developments—2000/01

8374-15

Assurance Services Alerts
.136 The Assurance Services Alert series provides practitioners with information about the emerging
practice areas of CPA ElderCare Services, WebTrustSM, and CPA SysTrustSM. These Assurance Services Alerts
provide both an introduction to those who are unfamiliar with assurance services and an update of important
new developments for those who have expanded their practice to include these assurance services. The 2000
Assurance Services Alerts are available from the AICPA for the following services:

•

WebTrustSM—2000 (Product No. 022249kk)

•

CPA ElderCare Services—2000 (Product No. 022248kk)

•

CPA SysTrustSM—2000 (Product No. 022253kk)

References for Additional Guidance
.137 Auditors should also be aware of the economic, regulatory, and professional developments that
may affect the audits they perform, as described in the AICPA general Audit Risk Alert—2000/01 [AAM
section 80101, and the AICPA Compilation and Review Alert—2000/01 [AAM section 80151. The new AICPA
Audit Risk Alert—SEC Alert (Product No. 022272kk) provides valuable insights into SEC staff perspectives
on important accounting and auditing matters, along with updates on recent SEC activities. The new AICPA
Audit Risk Alert The ABCs of Independence [AAM section 8200] is a must-read primer on the fundamentals of
independence. These Alerts may be obtained by calling the AICPA Order Department (Member Satisfaction)
at (888) 777-7077 or faxing a request to (800) 362-5066. Additional product information is available on the
AICPA's Web site, www.aicpa.org.

.138 Copies of FASB publications referred to in this document may be obtained directly from the FASB
by calling the FASB Order Department at (800) 748-0659, or writing the FASB Order Department, 401 Merritt
7, P.O. Box 5116, Norwalk, CT 06856-5116.

.139 This Audit Risk Alert replaces Securities Industry Developments—1999/2000. The Securities Industry
Developments Audit Risk Alert is published annually. As you encounter audit or industry issues that you
believe warrant discussion in next year's Alert, please feel free to share them with us. Any other comments
that you have about the Alert would be appreciated. You may e-mail these comments to mkasica@aicpa.org
or write to:
Maryann Kasica, CPA
AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
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Appendix A
Federal Regulations Related to Money Laundering
The Bank Secrecy Act (BSA), enacted to address the problems of money laundering and other financial crime,
authorizes the U.S. Department of the Treasury to issue regulations requiring financial institutions to file
reports, keep certain records, implement anti-money laundering programs and compliance procedures, and
report suspicious transactions to the government (see 31CFR Part 103). Failure to comply with BSA reporting
and recordkeeping provisions may result in the assessment of severe criminal and civil penalties. BSA defines
"brokers or dealers in securities registered or required to be registered with the SEC" under the Securities
Exchange Act of 1934 as financial institutions.
All securities brokers and dealers and government securities dealers in the United States are required under
17 CFR 240.17a-8 and 17 CFR 405.4 to comply with certain anti-money laundering requirements. The most
recent change to these was referenced in NASD-R Notice to Members 96-67 and 97-13 (see the next paragraph)
regarding recordkeeping for transmittals of funds. In addition, the New York Stock Exchange, in Information
Memorandum 89-5, provided information to its members on reporting suspicious transactions involving
money laundering to the government (discussed in the following paragraphs).
NASD-R Notice to Members 96-67 and 97-13, Bank Secrecy Act Recordkeeping Rule for Funds Transfers and
Transmittals of Funds provides information to National Association of Securities Dealers members regarding
the Treasury's amendments to the BSA, which facilitate tracing funds through the funds-transmittal process,
effective May 28, 1996. For transmittals of funds of $3,000 or more, brokers and dealers of securities are
required to obtain and keep certain specified information concerning the transmitter and the recipient of
those funds. In addition, broker and dealers must include this information on the actual transmittal order.

Brokers and dealers of securities firms that are not subsidiaries of bank holding companies are not currently
required under the BSA to report suspicious activity either by employees or by customers to the Treasury
Department. However, Treasury has announced that it will be proposing a similar requirement to all
securities brokers and dealers. In addition, Congress has proposed new legislation that, if enacted as
proposed, would impose this requirement, by statute. Regardless, Treasury encourages securities firms to
voluntarily file reports regarding suspicions of money laundering, and many of them are voluntarily
complying with this provision, in anticipation of the adoption of formal rules. Securities subsidiaries of bank
holding companies are required to report suspicious activity by the Federal Reserve (12 CFR 225). The
Annunzio-Wylie Anti-Money Laundering Act of 1992 provides a safe harbor from civil liability for reporting
financial institutions.
BSA implementing regulations require financial institutions, including securities firms, to file currency
transaction reports (CTRs—IRS Form 4789) for cash transactions greater than $10,000.

Other BSA rules governing the reporting of international transportation of currency or monetary instruments
(CMIRs—Customs Form 4790), and foreign bank and financial accounts (FBARs—Treasury Form TDF
90-22.1) have not been modified since 1989 and 1987, respectively. However, on January 16,1997 (see Federal
Register), the Treasury issued a proposal to expand the statutory definition of monetary instruments to
include foreign bank drafts.
On July 13,1998, the European Union proposed expanding the scope of Directive 91/308/EEC to require
auditors and lawyers to report suspicious activity. This proposal, if implemented as proposed, would apply
to the audits of the European operations and subsidiaries of domestic clients.

The International Organization of Securities Commissions, in its "Objectives and Principles of Securities
Regulation," obliges member states (Principle 8.5) to require securities firms to "have in place policies and
procedures" to reduce the likelihood of money laundering.
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According to the National Association of Attorneys General, thirty-three states, the District of Columbia, and
Puerto Rico have imposed criminal penalties for money laundering offenses.
For copies of BSA forms mentioned here and more information regarding anti-money laundering issues as
they affect securities brokers and dealers, consult the Financial Crimes Enforcement Network Internet site
at www.treas.gov/fincen.
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Appendix B
AICPA Industry Expert Panel Created
The AICPA has developed an expert panel that focuses on identifying business reporting issues, with an
emphasis on audit and accounting matters, in the financial services industry. The Financial Services Expert
Panel is one of a number of industry-specific panels that have been created as part of the AICPA's effort to
revamp the Institute's volunteer structure.
The Expert Panel will identify and discuss industry-specific emerging issues and their effect on CPAs,
identify additional guidance, if any (both traditional and nontraditional), that members need to be effective
and to protect the public, and develop plans for providing input on initiatives that should be brought to the
attention of standards setters or the AICPA prioritization mechanism, and other matters.

Joining the Expert Panel
Expert Panel members should be forward thinking, vision-aligned, cross-functional individuals. In addition,
Expert Panel members may be non-CPA business professionals. Cross-functional is intended to include
members with expertise in the traditional areas of accounting and auditing, as well as awareness and,
perhaps, expertise beyond the traditional areas. For example, depending on the needs of the area covered
by the Expert Panel, the members might have expertise in assurance services, operational and management
issues, technology, corporate governance, legislation, and other areas, in addition to expertise in the
traditional areas of accounting and auditing.

Rewards of Joining the Panel
Serving on the Panel is a rewarding and enriching experience. Panel members interact with other top
professionals in their industry, and address and resolve key forces, issues, and trends shaping the financial
services world. Moreover, Expert Panel members take the knowledge and experience they gain on the Panel
with them, enriching themselves, their work, and their firms.

Panel members will serve one-year terms, generally for three consecutive years.

Apply Now. For more information on the Expert Panels or to apply, visit AICPA Volunteer Central at
www.skillscape.com/aicpaonline.

Stockbrokerage and Investment Banking Regulatory Liaison Task Force
The AICPA also has developed the Stockbrokerage and Investment Banking Regulatory Liaison Task Force
to work with regulatory agencies to advocate the profession's views and to provide technical counsel to
ensure that related regulatory, or broad private-sector requirements involving accounting, auditing, or work
by CPAs for the securities industry are consistent with and workable under professional standards set in the
private sector.
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AAM Section 8120
Not-for-Profit Organizations Industry
Developments—2001
In This Year's Alert . . .
•

What are the industry and economic conditions facing not-for-profit organizations in the current
year?

•

What updates to single audit guidance should auditors be aware of?

•

What is the Federal Grant Streamlining Program?

•

What are the results of recent reviews of the quality of Circular A-133 audits?

•

What is the status of the federal government's update of the Orange Book?

•

Has the AICPA released any new or updated single audit guidance?

•

What are the requirements of Circular A-133 relating to internal control?

•

Are there any recent or upcoming changes concerning the OMB's cost and grants administration
circulars?

•

What are HUD's electronic submission requirements for multifamily programs, and what are the
auditor's related responsibilities?

•

Are there any recent or upcoming revisions to Government Auditing Standards?

•

What are some of the current tax issues that may affect audits of not-for-profit organizations?

•

What new auditing and attestation pronouncements have been issued this year?

•

What are the requirements of the new SAS No. 92?

•

What are the requirements of the new SAS No. 93?

•

What are the requirements of the new SAS No. 94?

•

What are the requirements of SSAE No. 10?

•

What conforming changes have been made to the 2001 edition of the AICPA Audit and Accounting
Guide Audits of Not-for-Profit Organizations and SOP 98-3?

•

Have the AICPA's illustrative auditor's reports changed because of SAS No. 93?

•

What are some of the common deficiencies cited in governmental audit engagements?

•

How will the increased use of e-philanthropy affect auditors of nonprofit organizations?

•

What are the requirements of the new FASB Statement No. 136?

•

What other AICPA publications and products can be of value to auditors of not-for-profit organizations?
* * * *
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Economic and Industry Developments
What are the industry and economic conditions facing
not-for-profit organizations in the current year?

.01 Statement on Auditing Standards (SAS) No. 22, Planning and Supervision (AICPA, Professional Stand
ards, vol. 1, AU sec. 311), among other matters, points out some of the important considerations that should
be addressed in the planning phase of the audit. One of those considerations is the need for auditors to
understand the economic conditions affecting the industry in which the client operates. Economic activity
relating to such factors as interest rates, consumer confidence, overall economic expansion or contraction,
inflation, and the labor market are likely to have an impact on the organization being audited. That impact
may range from subtle to profound. From the auditor's perspective the economic environment in which an
organization operates may affect the consideration of matters that include an organization's ability to
continue as a going concern, financial statement fraud, accounting estimates, analytical procedures, and
internal control.
Economic Picture Weak

.02 The long period of sustained economic expansion in the United States appears to be stalled, as
economic growth has come to a near standstill during the first quarter of 2001 and minimal signs of a recession
have appeared on the horizon. Inflation and the unemployment rate remain low. Surprisingly, household
spending is higher than anticipated despite the sour economic news and recent layoff announcements.

.03 The consumer confidence index continued to deteriorate during the first quarter of 2001. In February
the index stood at 106.8, down from 115.7 in January. Consumer confidence has not been this low since 1996,
when the index stood at 100.1. The sharp decline in consumer confidence poses a threat to the U.S. economy.
.04 The stock market has been suffering one of its most comprehensive declines in years. Inclusive of
almost every U.S. stock, the Wilshire 5000 index is down 9.5 percent since the beginning of 2001. The National
Association of Securities Dealers Automated Quotation (NASDAQ) composite, which stood above 5000 a
year ago, plummeted below the 2000 mark. The NASDAQ has suffered its largest drop since the early 1970s.
The Dow Jones Industrial Average (DJIA) has tumbled 13 percent from its high, and has weathered its fifth
worst point loss ever. Falling equity markets erase consumer wealth and depress consumer spending. Stock
market losses also affect the giving patterns of contributors to not-for-profit organizations (NPOs).

.05 Organizations are increasingly relying on major gifts and the ability to attract major gifts at a time
when the stock market and economy are declining. The ability to attract appreciated property at a time when
property is not appreciating as in the past is also a major concern. Nonprofit organizations have accepted
pre-initial public offering (IPO) stock that is now worthless and have seen the value of stock gifts shrink.
Auditors should carefully consider the implications these declines in market values and giving have for
not-for-profit organizations, including—
•

How long-term promises to give and previously recorded annuity amounts might be affected.

•

Going concern issues and the ability to deliver program activities. (See further discussion in the
"Audit and Attestation Issues and Developments" section of this Alert titled "Going Concern".)

•

Downturn in investment portfolios causing loss in financial statements affecting net asset balances
and indirectly affecting financing ratios and loan default terms.

•

Organizations not being able to meet donor stipulations or conditional promises to give, thereby
affecting classifications of balance sheet or temporarily restricted assets, requiring auditors to
consider reporting impairments of assets.

The irony for NPOs is that in economic downturns, the need for the services provided by NPOs goes up.

AAM §8120.01
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Weak Economy Affecting Fund-Raising
.06 The economic uncertainty and the falling stock market have contributed to a 10 to 20 percent decline in
donations at numerous community trusts. Indeed for the year 2000 nationwide, the sentiment for giving declined
2.7 percent, with almost all of the decrease occurring during the last half of the year, as the performance of the
stock market became a serious concern. Both the American Red Cross and the Salvation Army have reported
substantial decreases in contributions. According to the Chronicle of Philanthropy, pledges of $1 million or more
have decreased 14 percent since August 2000. The pinch of the recent stock market drop-off is being felt by
numerous NPOs. As the market for Internet-based, dot-com stocks evaporated, many NPOs saw contributions
evaporate as well. Moreover, in a survey of the nation's largest foundations, published in the Chronicle of
Philanthropy, 79 of 142 foundations said they anticipated their giving to remain consistent or drop in 2001, although
giving by foundations in the year 2000 reached record levels. In lean economic times, foundation support is
particularly vital to NPOs, since individual and corporate donations tend to plummet.

.07 Notwithstanding the uncertain economic picture, plenty of NPOs are doing well. For example, the
United Jewish Communities, the American Cancer Society, and the Fidelity Charitable Gifts Fund all
reported healthy increases in fund-raising. In addition, a number of NPOs are teaming up or merging to gain
greater efficiencies and increase fund-raising in response to the weak economic outlook.
.08 Keep in mind that these statistics represent the economy as a whole. When using information such
as this, you should understand that there will be variations based on unique regional or industry circum
stances. Also, those that do and do not prosper don't necessarily prosper or lose in the manner that mirrors
the movement of the overall economy. So remember, as always, to adopt an approach of professional
skepticism when planning and performing your audit. Look "beyond the numbers" to gain a deeper
understanding of the implications of economic events on the audits you perform.
Intense Competition Continues

.09 Competition among NPOs continues to be intense, as the number of NPOs, already over one million
in number, continues to grow each year. One NPO, for example, may have a significant increase in
contributions as it benefits from a well-executed media campaign, while negatively affecting other organi
zations. Also, NPOs face increased competition from for-profit businesses. For example, governments that
previously focused on NPOs as the recipients of social services contracts now outsource a greater part of
their social service functions to for-profit businesses in areas such as welfare-to-work programs, foster care
programs, juvenile corrections, and special education.
Internal Control Could Be Affected

.10 In response to the weak economy and competitive pressures, some NPOs have sought greater
efficiencies by implementing cost-cutting measures, such as reorganizing established structures by combin
ing departments or eliminating functions, while at the same time continuing to need skilled personnel
capable of implementing and maintaining technological improvements and possessing a knowledge of the
regulatory, tax, and unique accounting considerations for this industry. Auditors should consider the impact
of such changes on the NPO's internal control. SAS No. 55, Consideration of Internal Control in a Financial
Statement Audit, as amended by SAS No. 78 and SAS No. 94, The Effect of Information Technology on the Auditor's
Consideration of Internal Control in a Financial Statement Audit (AICPA, Professional Standards, vol. 1, AU sec.
319), outlines the auditor's responsibilities with regard to considering a client's internal control in planning
and performing an audit.
.11 Another big issue for NPOs is recruitment and retention of qualified people. NPOs often cannot
match the salaries offered in the for-profit environment and, as a result, suffer from high turnover. The other
changing dynamic is the nature of volunteers. Volunteers are no longer signing up for long periods of time
but rather for a specific activity or event. Auditors should be aware of the impacts on internal controls caused
by rapid turnover and the increasing use of volunteer staff.
AICPA Audit and Accounting Manual
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Internet and Not-for-Profit Organizations

.12 Declining costs of using the Internet and computer hardware together with increased donations from
computer companies made the World Wide Web (the Web) more accessible to nonprofit organizations of all sizes.
Even though NPOs still lag far behind the corporate world in their use of technology and the Internet, more and
more nonprofit organizations are beginning to appreciate the potential benefits of using the Web and are making
every effort to take advantage of this relatively new tool in their everyday operations. The Internet opens up a
number of new opportunities for nonprofits while at the same time changing some of their traditional roles.
.13 Nonprofits are discovering more and more innovative ways to use the Web. For example, a recent
survey conducted by the Pew Internet & American Life Project revealed that religious congregations are
increasingly using the Internet to publicize and conduct worship services, teach, recruit members, raise
money, and handle a number of other tasks. The Internet helps nonprofits accomplish all of those tasks more
efficiently, thus slashing expenses. As a result, nonprofits can spend more money on programs and
fund-raising instead of administrative functions.
.14 Another innovative way nonprofits are using the Internet is to expand the reach of their programs.
Small and mid-sized organizations may especially benefit from the use of their Web sites to convey their
message to a large number of people without spending heavily on advertising.

.15 The Internet helps to promote and build volunteerism by supporting Web sites that match volunteers
with charitable organizations. In addition, it makes volunteering more flexible by allowing people to
complete some of their tasks via the Internet, turning them into "virtual volunteers."
.16 NPOs are also using the Web to communicate with their supporters and each other, sell products,
and disseminate information, including financial information, about the organization.

.17 In this Alert we focus on online fund-raising since it has the most direct impact on the audit process.
See the "Auditing Nonprofit Organizations Engaged in Online Philanthropy" section of this Alert for a
discussion of how online giving affects the audit.

Regulatory and Legislative Developments
.18 Auditors of NPOs may need to monitor changes in government regulations for various reasons. For
example, they may be required to comply with government auditing standards, as specified in the Govern
ment Auditing Standards (also referred to as the "Yellow Book").1 In addition, auditors may be required to
perform a "single audit" and comply with applicable rules. A single audit is an audit of an entity's federal
financial assistance, as required by the Single Audit Act Amendments of 1996 (the Act), and Office of
Management and Budget (OMB) Circular A-133, Audits of States, Local Governments, and Non-Profit Organiza
tions (Circular A-133).12 NPOs may also be affected by other federal, state, and local laws, such as laws
regulating the registration of NPOs and tax laws.
Single Audit Guidance Update

What updates to single audit guidance should auditors be aware of?
2001 Compliance Supplement Issued

.19 OMB Circular A-133 Compliance Supplement (the Supplement) is based on the requirements of the Act
and Circular A-133, which provide for the issuance of a compliance supplement to assist auditors in planning
1 Although Government Auditing Standards primarily apply to federal financial assistance, some states have adopted government
auditing standards.
2 Instead of a single audit, under certain circumstances, program-specific audits may be conducted.
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and performing the required audits. The Supplement identifies existing compliance requirements that the
federal government expects to be considered as part of an audit in accordance with the Act and Circular
A-133.

.20 Keeping its commitment to update the Supplement on a regular basis and to continue to expand the
number of programs it includes, the OMB has issued its March 2001 Supplement. For the 156 federal
programs in the 2001 Supplement, information is included to help you understand the programs' objectives,
procedures, and compliance requirements. Part 7 of the Supplement, "Guidance for Auditing Programs Not
Included in This Compliance Supplement," provides guidance to help you determine relevant compliance
requirements, audit objectives, and suggested audit procedures for programs not included in the Supple
ment. The 2001 Supplement adds sixteen federal programs (some of which result in new or add to existing
program clusters) and updates and revises the information on numerous previously included programs and
program clusters. The 2001 Supplement is effective for audits of fiscal years beginning after June 30, 2000.
.21 Appendix V of the Supplement lists changes from the 2000 Supplement. Among the more significant
changes, the 2001 Supplement—
•

Adds generic audit objectives and suggested audit procedures for internal control for each of the
fourteen types of compliance requirements in part 3, "Compliance Requirements." This change is to
alert the auditor to the Circular A-133 requirements for testing internal control, responding to
findings by inspectors general in quality control reviews that many auditors have not properly
documented the required testing of internal control. (See also the sections titled "Circular A-133 Audit
Reviews" and "Circular A-133 Audit Internal Control Refresher" later in this section of the Alert.)
Changes were made elsewhere in the 2001 Supplement to refer to this new material.

•

In part 3, updates the "allowable costs/cost principles" compliance requirement for facilities and
administrative rate proposals based on the change to OMB Circular A-21, Cost Principles for Educa
tional Institutions, as discussed in "OMB Cost and Grants Administration Circulars," the next section
of this Audit Risk Alert. Part 3 also clarifies the reference to state policies and nonfederal funds in the
"procurement and suspension and debarment" compliance requirement.

•

In parts 4 and 5, revises the program requirements for many existing programs for the effect of new
laws and regulations or for other reasons. Substantial revisions are made to the program requirements
for many Catalog of Federal Domestic Assistance (CFDA) programs, among them programs 14.855,
"Section 8 Rental Voucher Program," and 14.857, "Section 8 Rental Certificate Program" (previously
the "Section 8 Tenant-Based Cluster" but now combined into program 14.871, "Section 8 Housing
Choice Voucher"), and program 93.558, "Temporary Assistance for Needy Families" (TANF).

•

Updates appendix I, "Federal Programs Excluded From the A-102 Common Rule," to remove U.S.
Department of Agriculture entitlement programs, which are now subject to that common rule as
discussed in the "OMB Cost and Grants Administration Circulars" section of this Audit Risk Alert.

.22 Section .525(c)(2) of Circular A-133 permits federal agencies, with the concurrence of OMB, to identify
federal programs that are higher risk. OMB provides this identification in appendix IV of the Supplement.
The only program for which such a higher risk designation has been made continues to be the U.S.
Department of Health and Human Service's Medicaid Cluster.
Help Desk—You may purchase the 2001 Supplement from the Government Printing Office
or download a free electronic copy from the OMB Web site at http://www.whitehouse.gov/
OMB/grants. (See "References for Additional Guidance" at the end of this Audit Risk Alert.)
Data Collection Form Revision and Electronic Submissions

.23 The Federal Audit Clearinghouse (FAC) collects information about Circular A-133 audits on a data
collection form for entry into a database it maintains on its Web site. The OMB recently issued a revised form
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and accompanying instructions to report the results of Circular A-133 audits for audit periods ending on or
after January 1,2001. The OMB revised the form's part I, "General Information," which the auditee completes,
and part III, "Federal Programs," which the auditor completes, to address many of the persistent problems
that have caused rejections of submitted forms and to provide better information to the FAC and other federal
agencies. Audits covering fiscal period end dates before January 1,2001, should continue to use the previous
version of the data collection form dated August 1997.

Help Desk—You can complete and submit the new data collection form electronically at
the FAC Web site at http://harvester.census.gov/sac as discussed later in this section. The
data collection forms and related instructions also are available in portable document format
(PDF) at the FAC Web site. You can obtain printed copies from the FAC by calling (888)
222-9907. When ordering printed copies by phone, note that the form number is SF-SAC and
that you will need to indicate whether you need the new or previous form. You and the
entities you audit are not permitted to create your own version of the forms.
.24 Following are the revisions made in the data collection form.
•

Multiple employer identification numbers (EINs) (part I, item 5(c), of the new form). The OMB added this
item to require the auditee to complete an additional page (page 4) to provide the multiple EINs
covered in the report, if any. Previously, auditees indicated on the form whether they had multiple
EINs, but they did not have to provide a listing of the additional EINs.

•

Cognizant and oversight agencies for audit (part I, items 8 and 9, of the new form). The OMB simplified
the questions relating to identifying a cognizant or oversight agency for audit. The form now only
requires auditees with more than $25 million in federal awards to identify their cognizant agencies.
The OMB no longer asks auditees to identify the oversight agency for audit; the FAC will determine
the oversight agency for audit from other information provided on the form.

•

Other entities (part III, item 2, of the new form). The OMB added a question to ask if the auditor's report
includes a statement that the auditee's financial statements include departments, agencies, or other
entities that had a separate Circular A-133 audit that is not included in the auditee's Circular A-133
audit, as required by AICPA Statement of Position (SOP) 98-3, Audits of States, Local Governments, and
Not-for-Profit Organizations Receiving Federal Awards, paragraph 10.54.

•

Reportable conditions and material weaknesses (part III, items 5 and 6, of the new form) and questioned costs
(part III, item 7, of the new form). The OMB added three questions to ask if there were any reportable
conditions, material weaknesses, or known questioned costs reported in the Circular A-133 audit. By
asking these questions once for all programs, the OMB was able to delete the items on the previous
form that required that information for each federal program.

•

Audit findings (part III, item 8, of the new form). The OMB added a question to ask whether a summary
schedule of prior audit findings was prepared. This replaced the question on the previous form that
asked whether any audit findings were required to be reported under section 510(a) of Circular A-133.

•

Number of reports to submit (part III, item 9, of the new form). With the previous form, there was
confusion in completing the item that asked which federal agencies were required to receive the
reporting package. The OMB clarified this issue in the new form by asking the auditor to indicate
which federal agencies have current-year audit findings related to direct funding or prior audit
findings (shown in the summary schedule of prior audit findings) related to direct funding. In
addition, item 9 asks the auditor to indicate the total number of reporting packages to be submitted.
The OMB now requires that auditees provide a copy of their reporting package to the cognizant
agency for audit if it is not otherwise receiving one because of current- or prior-year audit findings
related to direct funding.

•

Federal awards expended (part III, item 10, of the new form). The OMB made several changes to the form's
listing of federal awards expended (previously part III, item 6). The CFDA column now requires the
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auditor to break out the two-digit federal agency prefix and the three-digit CFDA program extension
number into two fields. The prefixes are included in appendix I of the form's instructions and, in
most cases, are the first two digits in the CFDA number. The OMB added items to the form for the
auditor to indicate whether the awards are part of the research and development cluster and whether
the awards are received directly from federal entities or indirectly from pass-through entities. Further,
as discussed earlier, the OMB deleted the columns for the amount of questioned costs and internal
control findings. The OMB made corresponding changes in the instructions for the data collection
form. The instructions now include various examples to help auditees and auditors properly answer
some of the new and complicated questions. The new instructions also encourage the online
submission of the form, as discussed next.

Internet Data Entry System

.25 As we reported in last year's Audit Risk Alert, the FAC now permits online submissions of the data
collection form on its Web site in a system called the Internet data entry system (IDES). The FAC wants
auditors and auditees to increase their use of IDES. The FAC has received only about ten percent of fiscal
year 2000 data collection forms through IDES.
.26 IDES allows you and your auditees to complete your portions of the data collection form online
directly into the system, and to benefit from online edits on the data entered in most items before submitting
the form. In fact, IDES does not permit the form to be submitted online if there are unresolved edit failures.
Although the form is submitted electronically through this process, it still needs to be printed, signed, and
dated by the auditee and auditor, and mailed to the FAC with the appropriate number of audit reporting
packages. Because the IDES benefits both the preparers of the data collection form and the federal govern
ment, OMB strongly encourages its use.
.27 Early in 2001, the FAC made changes to the IDES so that it will accept data from the data collection
forms of all nonfederal entities. Previously, the online form could accept a maximum of forty programs or
contracts in the form's listing of federal awards expended. The number of program lines that can be entered
is now unlimited if you upload the data to the system from a spreadsheet file. The IDES accepts online
submissions using both the new and the previous forms, depending on the audit period for which the results
of the Circular A-133 are being reported. You can also upload a large number of EINs, which are required
on the new form, to the system from a spreadsheet file.
.28 Reports filed using the IDES have experienced a rejection rate of less than six percent as compared
to a rejection rate of over twenty percent in non-IDES submission. The largest cause of errors in IDES
submission is failure to include all the parts of the reporting package with the data collection form. Other
rejections of IDES submission result from not signing or dating the form, listing multiple CFDA programs
on one line, entering a program name as "none," and printing the form in draft mode or using "print screen,"
which cuts off part of the fields, instead of following the print/submit instructions.
Federal Grant Streamlining Program

What is the Federal Grant Streamlining Program?

.29 The Federal Grant Streamlining Program (FGSP) is the force underlying many current and potential
future changes in single audit processes. The program is the result of the Federal Financial Assistance
Management Improvement Act of 1999 (Public Law 106-107), which requires each federal agency to develop
and implement a plan to streamline and simplify the application, administrative, and reporting procedures
for federal financial assistance programs. The Act also requires the agencies to consult with representatives
of nonfederal entities while developing and implementing their plans.
.30 Each federal agency is required to develop an initial action plan to implement the Act by May 20,
2001. Early this year, twenty-three federal agencies—through the efforts of the Committee—jointly published
AICPA Audit and Accounting Manual
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a request for comment on a draft action plan in the January 17, 2001, Federal Register at 66 FR 4584. The
proposed action plan described the Committee's structure, goals, and accomplishments expected through
May 2001 and how the Committee will be used to provide an ongoing, coordinated interagency effort to
implement the Act.

Help Desk—You can access ongoing information about the progress of the FGSP on the
U.S. Chief Financial Officers Council's Web site at http://financenet.gov/financenet/fed/
cfo/grants/grants.htm.
Circular A-133 Audit Reviews

What are the results of recent reviews of the quality of Circular A-133 audits?
.31 It has been several years since the major overhaul to single audit rules. To obtain more information
about the Circular A-133 audits of the grants they administer, many federal Offices of Inspectors General
(OIGs) and state-level agencies with oversight responsibilities for Circular A-133 audits are increasing their
scrutiny of completed audits through desk reviews, quality control reviews, and other types of examinations.
Help Desk—Among the tools that OIGs use to perform desk reviews and quality control
reviews are two checklists from the President's Council on Integrity and Efficiency (PCIE)—
the Uniform Guide for Initial Review of A-133 Audit Reports and the Uniform Quality Control
Review Guide for A-133 Audits. Copies of those guides are available on the Internet at http: / /
www.ignet.gov/pande/audit/psingle.html. Before completing your Circular A-133 audits,
consider reviewing the guides to gain an understanding of what the IGs will be looking for
in their reviews. Taking this step will help ensure that your engagements meet the criteria
identified.

.32 In last year's Audit Risk Alert, we discussed various areas of Circular A-133 audits that appeared to
need improvement. This year, we have two formal reports, as well as continued informal feedback, to discuss.
Notable among the problem areas identified in the feedback over the past two years are sample sizes that
appear too small, a lack of required documentation, and a failure to perform (or perhaps to document)
required internal control and compliance work, although various other problem areas are evident. You
should consider reviewing your own Circular A-133 audits to see whether they might include these kinds
of issues. (See also "Circular A-133 Audit Internal Control Refresher" later in this section and "Common
Engagement Deficiencies" in a later section in this Audit Risk Alert.)

.33 HHS OIG Review of FAC Database. The FAC database of data collection forms allows federal
agencies to easily identify possible errors in Circular A-133 audits for audit quality follow-up and possible
referral for substandard work. The OIG of the U.S. Department of Health and Human Services (HHS) recently
informed the AICPA and other audit organizations of the results of a review it performed on that database.
The OIG reviewed the 1997,1998, and 1999 submissions of certain targeted local governments, as well as a
random sample of all nonfederal agencies (including not-for-profit organizations) receiving direct funding
from HHS, to identify potentially substandard audits. The following includes some of the problem areas the
OIG identified.
•

Circular A-133 requires a type A program to be audited as a major program unless it qualifies as a
low-risk program. Section .520(c) of the Circular states that, for a type A program to be considered
low risk it must, among other criteria, have been audited as a major program in at least one of the
two most recent audit periods. A significant number of type A programs that did not qualify as
low-risk programs in 1999 because they had not been audited as major in 1997 or 1998 were not
audited as major programs in 1999. Every type A program that was not audited in one of the prior
two years is required to be audited as a major program in the current year. If a type A program is
new to an entity in the current year (for example, because the entity did not previously participate
in the program or because it is a new federal program), it must be audited as a major program in the
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current year because it was not audited in one of the prior two years. If a program that previously
was a low-risk type B program is a type A program in the current year (for example, because the
funding level increased), and the program was not audited as a major program in one of the two prior
years, it must be audited as a major program in the current year.
•

There were a significant number of errors in identifying programs as part of a program cluster.
Certain federal programs with different CFDA numbers are defined as a cluster of programs in part
V of the Compliance Supplement because they are closely related programs and share common
compliance requirements. Circular A-133 requires a cluster of programs to be considered one
program (separately identified from the individual programs in the cluster) for purposes of deter
mining major programs.

•

Finally, there were significant errors in the audits' compliance with Circular A-133's percentage-ofcoverage requirement. Circular A-133, section .520(f), requires an auditor to audit as major programs
enough federal programs so that federal awards expended, in the aggregate, encompass at least 50
percent of total federal awards expended. If the auditee meets the criteria in Circular A-133, section
.530, for a low-risk auditee, the auditor need only audit as major programs federal programs with
federal awards expended that, in the aggregate, encompass at least 25 percent of total federal awards
expended.

The HHS OIG plans to further investigate its findings by reviewing individual reporting packages, discussing
apparent deficiencies with the auditors, and, when appropriate, referring the audits for consideration to state
boards of accountancy and the AICPA. It also plans to expand its review activities to examine the submissions
of other nonfederal agencies receiving HHS funding.
. 34 Commerce OIG Review of FAC Database. In July 2000, the OIG of the U.S. Department of Commerce
issued an agreed-upon procedures report on its evaluation of the FAC database, the results of which indicate
that the information in the database is generally reliable. However, the OIG found significant errors in the
following:
•

Auditees indicated on the data collection form a cognizant agency when they had $25 million or less
in federal awards expended, or an oversight agency for audit when they had more than $25 million
in federal awards expended.

•

Auditors identified on the data collection form federal agencies to receive the reporting package when
there were no current-year findings related to funding provided directly by the federal agency or
prior-year findings in the summary schedule of prior audit findings related to funding provided
directly by the federal agency.

•

Auditors indicated data elements in the summary of the auditor's results in the schedule of findings
and questioned costs that were inconsistent with information in the auditor's reports or data
collection form. Incorrect data elements in the summary of the auditor's results included the types
of audit reports on the financial statements and on major program compliance (that is, unqualified,
qualified, adverse, or disclaimer of opinion); the presence of reportable conditions, material weak
nesses, or material noncompliance; the dollar threshold to distinguish between type A and type B
programs; and whether the auditee qualified as a low-risk auditee.

The errors described in the first two bullets should be alleviated or eliminated by changes in the data
collection form as discussed at "Data Collection Form Revision and Electronic Submissions" earlier in this
section of this Audit Risk Alert. Concerning the errors described in the last bullet, auditors should carefully
review the summary of the auditor's results before submission to make sure that its data is consistent with
information in the auditor's reports and data collection form.

Help Desk—You can obtain the OIG's agreed-upon procedures report, titled Agreed-Upon
Procedures and Results Assessment of Federal Audit Clearinghouse Database Fiscal Year 1998 Audit
Reports, on the Internet at http://www.oig.doc.gov/reports.
AICPA Audit and Accounting Manual
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.35 Informal Feedback. In last year's Audit Risk Alert we reported that several OIGs believed the areas
listed in the following bullets, among others, needed improvement. (See last year's Audit Risk Alert for
details about these areas and discussion of additional areas.) Informal feedback from OIGs as well as from
state-level oversight agencies indicates that many of these continue to be problem areas.
•

Working papers do not include adequate documentation of the auditor's reasons for concluding that
a type B program is low-risk, the basis for audit procedures performed on internal control over
compliance and how those procedures relate to a low assessed level of control risk, which audit tests
are tests of internal control versus tests of compliance, and the required follow-up on prior-year
findings.

•

Federal programs are identified as type A and B based on budgeted or appropriated expenditure
amounts instead of actual expenditures as required by Circular A-133.

•

Testing is performed on internal control over financial reporting, but not on internal control over
compliance for federal programs.

•

The tests performed by the auditor do not appear to be related to the applicable audit objectives
identified in the Compliance Supplement. (This year, we were told that some auditors are still testing
compliance requirements that existed before Circular A-133 was revised, rather than the fourteen
types of compliance requirements provided in the Compliance Supplement. We also were told about
the inadequate testing of allocability of employee costs among programs. When employees split their
time between or among programs, the auditor should consider testing that those costs were allocated
to major programs based on benefits received, in accordance with the OMB cost principles circulars.)

•

The working papers do not include documentation of the sampling plan and methodology, the basis
for sample size, rationale for item selection, analysis of exceptions, or conclusions. (This year, we
continued to hear reviewers comment on inadequate sample sizes for compliance tests, especially
where there has been no testing of internal control over compliance.)

•

Auditors are including reportable audit findings in the management letter instead of in the schedule
of findings and questioned costs.

Orange Book

What is the status of the federal government's update of the Orange Book?

.36 The President's Council on Integrity and Efficiency (PCIE) expects to issue a revision of Federal
Cognizant Agency Audit Organization Guidelines, also known as the "Orange Book," in late 2001. The Orange
Book, originally issued in 1985, sets forth the responsibilities of the cognizant agencies for audit, addressing
such areas as technical advice and liaison, desk reviews of audit reports, reviews of audit organizations
and their work, dealing with deficiencies noted during reviews, and processing audit reports. The revision
will consider, among other things, the effects of the Single Audit Act Amendments of 1996 and Circular
A-133. The revision also is expected to provide guidance to oversight agencies for audit as well as to the
cognizant agencies.

Help Desk—When issued, the Orange Book should be available on the IGnet, the Inspectors
General Web site, at http://www.ignet.gov. You should consider reviewing the Orange
Book to gain an understanding of IG processes and how they could affect your engagements.
AICPA Single Audit Guidance

Has the AICPA released any new or updated single audit guidance?
.37 The AICPA has recently issued a new edition of its nonauthoritative Circular A-133 Practice Aid,
Auditing Recipients of Federal Awards: Practical Guidance for Applying OMB Circular A-133, Audits of States, Local
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Governments, and Non-Profit Organizations. The Practice Aid includes comprehensive analyses of, as well
as the latest guidance on, applying Circular A-133. It also includes reference materials, audit checklists,
illustrative examples, and a case study that will help auditors perform audits that comply with regulations.

Help Desk—To order the new edition of the Practice Aid (Product No. 006607kk), contact
the AICPA Order Department at (888) 777-7077.
Frequently Asked Questions About Audit Follow-Up

.38 We also have updated the AICPA's unofficial frequently asked questions regarding Circular A-133
for an inquiry received frequently in the past year relating to audit follow-up.
Is the auditor responsible for following up on prior-year Circular A-133 findings if in the
current year the auditee expends less than $300,000 in federal awards and is not subject to
a Circular A-133 audit?

The answer to this question is "no," the auditor has no audit follow-up responsibility under Circular A-133
if the auditee is not subject to a Circular A-133 audit in the current year. However, if the current-year audit
is being performed under Government Auditing Standards, the auditor would still be required to perform
follow-up as required by paragraphs 4.7 through 4.11 of Government Auditing Standards. Those paragraphs
include a requirement that the auditor follow up on known material findings and recommendations from
previous audits that could affect the financial statement audit and report the status of uncorrected material
findings and recommendations from prior audits that affect the financial statement audit.

Help Desk—The document of unofficial frequently asked questions and answers regarding
Circular A-133 is on the AICPA Web site at www.aicpa.org/belt/a 133main.htm. In addition
to that Q&A document, that site has the illustrative auditor's reports, schedule of expendi
tures of federal awards, and schedule of findings and questioned costs from the appendixes
of Statement of Position (SOP) 98-3, Audits of States, Local Governments, and Not-for-Profit
Organizations Receiving Federal Awards.
Circular A-133 Audit Internal Control Refresher

What are the requirements of Circular A-133 relating to internal control?
.39 As discussed just above as well as elsewhere in this Audit Risk Alert, various organizations that
monitor the quality of Circular A-133 audits are identifying problem areas that include the Circular's internal
control requirements. To complement that discussion, we present this "refresher" on certain of the internal
control requirements of Circular A-133. Auditors also should refer to Circular A-133, the Compliance
Supplement, the GAO's 1994 Government Auditing Standards, as amended (also known as the "Yellow Book"),
and chapter 8 of SOP 98-3 for the underlying requirements. (You also may want to consider referring to those
sources to refresh your memory about the Circular A-133 requirements concerning applying materiality,
selecting major programs, compliance testing, and reporting.)

.40 Circular A-133 Internal Control Requirements. In addition to the consideration of internal control
over financial reporting required by generally accepted auditing standards (GAAS) and the Yellow Book,
Circular A-133 requires auditors to perform procedures to obtain an understanding of internal control
pertaining to the compliance requirements for federal programs. That understanding has to be sufficient to
plan the audit to support a low assessed level of control risk for major programs. Procedures to obtain an
understanding only have to be applied to the applicable compliance requirements, from among the fourteen
types of compliance requirements provided in the Compliance Supplement, that is, those that could have a
direct and material effect on the major programs. Further, Circular A-133 requires auditors to plan and
perform tests of internal control over compliance to evaluate the effectiveness of controls unless the internal
control is likely to be ineffective in preventing or detecting noncompliance with those requirements.
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.41 If the auditor determines that internal control is likely to be ineffective in preventing or detecting
noncompliance, Circular A-133 requires the auditor to (1) assess control risk at maximum, (2) consider the
effect of the ineffective control on the extent of substantive compliance testing, and (3) report a reportable
condition or material weakness as an audit finding.3

.42 In performing tests of internal control over compliance, the evidential matter that would be sufficient
to support a low assessed level of control risk is a matter of professional judgment. In evaluating the results
of tests of controls, the auditor may find that the controls do not support a low assessed level of control risk.
In this situation, the auditor is not required to expand testing of internal control over compliance; he or she
may choose to assess control risk at other than low, design the extent of compliance testing accordingly, and
consider the need to report an audit finding. On the other hand, the auditor may decide to expand the testing
of internal control over compliance if he or she believes that expanded internal control testing would support
a reduced assessed level of control risk and be more efficient than additional tests of compliance.

.43 Level of Internal Control Consideration. In applying the provisions of Circular A-133, ineffective
internal control relates to individual compliance requirements for each major program. For example, controls
over eligibility requirements may be ineffective because access to participant eligibility records is not limited
to appropriate persons and there is no review or reperformance of eligibility determinations. The entity may
nonetheless have sufficient controls over allowable costs. In this case, the auditor would be required to plan
and perform tests of controls over allowable costs and to report a reportable condition for the lack of control
related to eligibility (including whether such condition is a material weakness) as part of the audit findings
and in the auditor's report on internal control over compliance. The auditor in this example also would be
required to assess the extent of procedures designed to test compliance with eligibility requirements. In most
cases, the extent of that testing would need to be expanded.
.44 Because reportable conditions and material weaknesses for the purpose of reporting audit findings
in accordance with Circular A-133 are in relation to a type of compliance requirement for a major program
or an audit objective identified in the Compliance Supplement, the auditor may not be required to report an
audit finding if a control that is likely to be ineffective is not material at either of those levels. For example,
for the program income type of compliance requirement, auditees must comply with requirements that
specify the use of income that is directly generated by a program during the grant period. The audit objective
identified in the Compliance Supplement is to determine whether program income is correctly recorded and
used in accordance with the program requirements, the Circular A-102 Common Rule, and Circular A-110,
as applicable.

.45 Suppose an auditor assesses the control risk for an auditee's internal control over program income
at the auditee's headquarters location as low, but finds that the internal control over program income at a
satellite location is likely to be ineffective. However, the extent of program activities conducted at the satellite
location, including those that generate program income, are not material to the program. In this situation,
the auditor could conclude that the lack of control over program income requirements at the satellite location
does not constitute a reportable condition for the purpose of reporting an audit finding.
.46 Auditor Responsibility for Non-Major Programs. The auditor has no responsibility under Circular
A-133 to obtain an understanding of internal control or to plan or perform any tests of controls over federal
programs that are not determined to be major, except as may be necessary to follow up on prior audit findings
as required under Circular A-133, section .500(e).
3 For the purpose of reporting internal control audit findings in accordance with Office of Management and Budget (OMB) Circular
A-133, Audits of States, Local Governments, and Non-Profit Organizations (Circular A-133), reportable conditions and material weaknesses
are evaluated at a level lower than the major program level—they are evaluated in relation to a type of compliance requirement for a
major program or an audit objective identified in the Compliance Supplement. Also, reportable conditions may individually or
cumulatively be material weaknesses, whether for purposes of reporting internal control over compliance or internal control over
financial reporting.
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.47 Documentation. The auditor should thoroughly document his or her work in assessing control risk
and in testing internal control. The auditor should note that Government Auditing Standards, paragraph 4.37,
requires the working papers to contain documentation of the work performed to support significant
conclusions and judgments, including descriptions of transactions and records examined that would enable
an experienced auditor to examine the same transactions and records.

Help Desk—You may have been performing Circular A-133 audits for several years, and
may not be aware that you have developed audit processes and procedures that are not fully
in accordance with the Circular and SOP 98-3. Taking (or retaking) a training session on
Circular A-133 audit requirements may be an efficient and effective way for you to identify
areas in which you need to improve your audits. The AICPA offers group-study and
self-study continuing professional education courses on Circular A-133 audits. See the
section "Nonauthoritative AICPA Audit and Accounting Products and Services" at the end
of this Audit Risk Alert for more information on those courses. You also may want to
consider consulting the AICPA's Circular A-133 Practice Aid for practical guidance (as
discussed in the section titled "AICPA Single Audit Guidance" earlier in this section of this
Audit Risk Alert).

OMB Cost and Grants Administration Circulars
Are there any recent or upcoming changes concerning
the OMB's cost and grants administration circulars?
Circular A-21

.48 If you audit a college or university, you should be aware that the OMB amended Circular A-21, Cost
Principles for Educational Institutions (published in the August 8, 2000, Federal Register at 65 FR 48565), to
require that many colleges and universities submit their facilities and administrative (F&A) rate proposals
in a standard format on or after July 1,2001. The standard format does not apply to institutions that use the
simplified method for calculating F&A rates as described in section H of Circular A-21. Also, a cognizant
agency for indirect cost rate negotiation is able to grant individual institutions exceptions from the standard
format requirement.
.49 The standard format for F&A rate proposals, which is appendix C of Circular A-21, includes two
parts: (1) a schedule of summary data on the institution's F&A cost pools and their allocations as well as the
proposed F&A rates; and (2) a listing of supporting documents to be submitted with the proposal. The OMB
believes that the standard format will help institutions to more efficiently complete the indirect cost rate
proposals, allow federal cognizant agencies to review those proposals on a more consistent basis, and help
the federal government to collect important data regarding F&A costs and rates at educational institutions.

Help Desk—A recompilation of the entire Circular A-21 with all its amendments, including
this amendment, is available on the OMB Web site at www.whitehouse.gov/omb/grants.
Also available on that site is the OMB's Circular A-21 memorandum discussed below.

Voluntary Uncommitted Cost Sharing and Tuition Reimbursed Costs
.50 In January 2001, the OMB issued a two-part memorandum titled "Clarification of OMB A-21
Treatment of Voluntary Uncommitted Cost Sharing and Tuition Reimbursement Costs" to address certain
complex issues relating to Circular A-21. The first part of the memorandum concerns voluntary uncommitted
cost sharing effort, which it defines as university faculty (including senior researchers) effort that is over and
above that which is committed and budgeted for in a sponsored agreement. The second part of the
memorandum concerns how to handle tuition remission costs for graduate students who are engaged in
federally supported research projects.
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Circulars A-102 and A-110 Uniform Administrative Requirements
.51 The U.S. Department of Agriculture (USDA) issued regulations in the August 14,2000, Federal Register
at 65 FR 49474 to apply to its entitlement programs the uniform administrative requirements of Circular
A-102, Grants and Cooperative Agreements with State and Local Governments (also known as the "common rule"),
and Circular A-110, Uniform Administrative Requirements for Grants and Agreements With Institutions of Higher
Education, Hospitals, and Other Non-Profit Organizations. USDA will incorporate the provisions of the rule into
awards made after the start of the federal entitlement program year after the rule's August 14,2000, effective
date.
.52 The change affects all grantees that administer USDA entitlement programs, such as child nutrition
and the food stamps program. (The specific programs affected are listed in the regulation.) However, there
are some exceptions to applying the uniform administrative requirements for procurement and financial
reporting to those entitlement programs. (As noted earlier at "2001 Compliance Supplement Issued" in this
section of this Audit Risk Alert, the 2001 Compliance Supplement has been revised for the effects of this rule.)

.53 The U.S. Department of Health and Human Services (HHS) also proposed regulations (in the
November 15, 2000, Federal Register at 65 FR 68969) to apply to its entitlement programs the Circular A-102
common rule. It proposes that the rule be applied prospectively to grants awarded after the effective date of
the rule. The specific programs that will be affected by the change are listed in the proposed rule. HHS has
not proposed to adopt the exceptions adopted by the USDA regarding procurement and financial reporting
requirements.

HUD Electronic Submission Requirements for Multifamily Programs
What are HUD's electronic submission requirements for multifamily
programs, and what are the auditor's related responsibilities?
.54 The U.S. Department of Housing and Urban Development (HUD) has Uniform Financial Reporting
Standards (UFRS) for HUD Housing Programs that establish uniform annual financial reporting standards
for HUD's public housing, section 8 housing, and multifamily insured housing programs. Those standards
require public housing authorities and project owners of HUD-assisted housing to submit financial informa
tion electronically to HUD's financial assessment subsystem (FASS) via a template known as the financial
data schedule (FDS). The Real Estate Assessment Center (REAC), which is the HUD national management
center created to receive and evaluate electronic submissions, also requires certain auditor involvement with
the electronically submitted information.
.55 Practitioners with clients that have financial assistance from HUD should be aware that HUD has
recently changed the program reporting and audit requirements for the not-for-profit and for-profit multi
family housing programs. REAC issued a revised Industry User Guide for the Financial Assessment Subsystem—
Multifamily Housing (FASSUB) as of March 2, 2001. The initial implementation of FASSUB supported the
electronic submission of annual financial statement (AFS) data for profit-motivated, limited distribution, and
nonprofit owners. This latest implementation of FASS on March 2, 2001, expands the system functionality
by supporting electronic submission for the portion of the multifamily housing portfolio currently not
supported, and revising the submission process for audited data.

.56 CPAs are now required to perform the following:
•

On the electronically submitted information (similar to that which is currently required for public
housing authorities), an attestation agreed-upon procedures engagement under Statement on Stand
ards for Attestation Engagement No. 4, Agreed-Upon Procedures Engagement (As discussed later in this
Alert in the section titled "New Attestation Standard," the AICPA has superseded SSAE No. 4 with
SSAE No. 10, Attestation Standards: Revision and Recodification, chapter 2, "Agreed-Upon Procedures
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Engagements" [AICPA, Professional Standards, vol. 1, AT sec. 201]. HUD is expected to revise its
guidance to refer to the new SSAE when it becomes effective for periods beginning on or after June
1,2001.) The auditor must compare the electronically submitted financial data template information
(which essentially includes a trial balance of the financial statements and certain other supplemental
information) in the REAC staging database to the hard copy of the same information. The attestation
report is prepared and submitted to REAC electronically by the auditor.

•

The financial data templates must be produced in hard copy by the multifamily program participants
and reported on by the auditor in accordance with SAS No. 29, Reporting on Information Accompanying
the Basic Financial Statements in Auditor-Submitted Documents. Since the financial data template
information is outside the basic financial statements, auditors must report on it as it relates to the
financial statements taken as a whole.

.57 To identify auditors and enhance the security of its system, REAC recently instituted a system of
"unique independent public accountant identifiers" (UIIs). For each multifamily housing project electronic
submission after February 5, 2001, that has auditor involvement, FASS requires a UII, which is a randomly
generated, permanently assigned, five-digit number. Before an auditor may obtain a UII, the auditor must
register within HUD secure systems, which requires the involvement of an auditee. Therefore, you should
coordinate with one of your multifamily housing entity clients to obtain your UII in advance of when you
will need it.
Help Desk—The AICPA provided input into the guidelines as HUD developed them,
particularly on the auditor report templates. A copy of the Guidelines can be obtained from
the REAC Web site at http://www.hud.gov/reac/pdf/fass_ph_guideufrs.pdf. Additional
information regarding the activities of REAC and how they affect HUD programs and audits
of HUD programs is available on the REAC Web site at http:/ /www.hud.gov/reac. Further
assistance on the electronic submission requirements is available by contacting the REAC
Customer Service Center at (888) 245-4860.

Government Auditing Standards
Are there any recent or upcoming revisions to Government Auditing Standards?
.58 The GAO's 1994 Government Auditing Standards, as amended (also known as the Yellow Book), is the
set of standards to follow when required by law, regulation, agreement, contract, or policy for the audits of
various entities, including NPOs. The Yellow Book standards are an integral part of the requirements for a
Circular A-133 audit. The only amendments to the 1994 Yellow Book, which were issued in 1999, are
Amendment No. 1, Documentation Requirements When Assessing Control Risk at Maximum for Controls Signifi
cantly Dependent Upon Computerized Information Systems, and Amendment No. 2, Auditor Communications.
However, future changes are pending.
Help Desk—The GAO has codified the Yellow Book to include its two amendments. A printed
copy of that updated Yellow Book codification is not available yet, but you can download
a free electronic version from the GAO Web site at www.gao.gov/govaud/ybk01.htm. You
also can order printed copies of the two amendments or download free electronic versions.
(See "References for Additional Guidance" at the end of this Audit Risk Alert.)

Upcoming Proposals
.59 The GAO is expected to issue an exposure draft (ED) soon to amend the Yellow Book standards
concerning the independence of individuals and organizations that conduct financial and performance
audits. The GAO issued a preliminary views (PV) document on the project in April 2000 to invite comments
on possible revisions to the second general standard on independence and to add new related standards to
reporting on financial and performance audits. The Advisory Council on Government Auditing Standards,
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the group that advises the GAO on changes to the Yellow Book, has considered the comments received on
the PV and recommended that GAO issue an ED on independence that would propose changes to the Yellow
Book that differ significantly from those considered in the PV.

.60 The primary independence issues that the PV considered were (1) how to define when auditors and
evaluators and their organizations are independent and (2) whether and how an audit (or evaluator)
organization that is not independent should issue an audit opinion on financial statements (or a report on a
performance audit or evaluation) when required (or authorized) by law to do so. The ED is expected to cover
the first of those two issues as well as to propose standards relating to the effect of scope of services on auditor
independence. Scope of services addresses the types of additional services that an auditor or audit organi
zation might provide (such as financial statement compilation, indirect cost plan preparation, or information
technology consulting) that would impair its independence for audit purposes. The PV's focus on defining
independence largely related to governmental auditors. However, the scope of services proposals expected
to be added to the ED will be much broader and are likely to affect all auditors and their auditees.
.61 The GAO is also expected to issue an "omnibus" ED in 2001 to propose changes to various other
areas of the Yellow Book. The issues addressed by that ED are expected to include additional standards for
certain attestation engagements, a general standard on integrity, and revised fieldwork and reporting
standards for performance audits.
Help Desk—When issued, the Yellow Book EDs will be available on the GAO Web site at
www.gao.gov/govaud/ybkOl.htm. Check the GAO Web site or watch future issues of the
AICPA's Journal of Accountancy and CPA Letter for status updates.
Amendments No. 1 and 2 Implementation Issues

.62 We want to alert you to a few issues arising from the issuance and implementation of Yellow Book
Amendments No. 1 and No. 2.
.63 First, Amendment No. 1 established a new fieldwork standard that requires certain information to
be documented when financial data significantly depends upon computerized information systems. Specifi
cally, the amendment requires auditors to document in the working papers both (1) the basis for assessing
control risk at the maximum level for assertions related to material account balances, transaction classes, and
disclosure components of financial statements when such assertions are significantly dependent upon
computerized information systems; and (2) consideration that the planned audit procedures are designed to
achieve audit objectives and to reduce audit risk to an acceptable level. Some auditors of smaller NPOs tend
to audit "around the computer" and should keep in mind that they need to include the documentation
required by Amendment No. 1 in their working papers. Including the required documentation in the
workpapers will help ensure that you do not inadvertently rely on computer-generated evidence in
conducting substantive tests. (See also the section later in this Audit Risk Alert titled "Audit and Attestation
Issues and Developments" for a discussion of SAS No. 94, which amends and expands the discussion in SAS
No. 55 of the auditor's consideration of an entity's use of information technology in controls relevant to the
audit.)
.64 Second, Amendment No. 2 established a fieldwork standard (by amending and expanding what
previously had been a reporting standard) that requires auditors to communicate information to certain
parties regarding the nature and extent of planned testing and reporting on compliance with laws and
regulations and internal control over financial reporting. Among the parties with whom the auditor should
communicate are the audit committee or board of directors or other equivalent oversight body in the absence
of an audit committee. This communication must take place during the planning stages of the audit. Some
auditors have been putting the required communication in the engagement letter. However, you should be
aware that using that letter to make the required communication does not satisfy the amendment's fieldwork
standard if the letter is not delivered to the audit committee or board.
AAM §8120.60

Copyright © 2001, American Institute of Certified Public Accountants, Inc.

49

6-01

Not-for-Profit Organizations Industry Developments—2001

8391

.65 Finally, the 1994 Yellow Book required that when auditors report separately on compliance with laws
and regulations and internal control over financial reporting, the report on the financial statements should
state that they are issuing those additional reports. Amendment No. 2 added to that requirement, stating
that when auditors issue separate reports on compliance with laws and regulations and internal control over
financial reporting, the report on the financial statements should state that those reports are an integral part
of a generally accepted government auditing standards audit, and in considering the results of the audit,
those reports should be read along with the auditor's report on the financial statements. GAO staff members
have told us that they have received questions about the effect of those requirements on an auditor's report
on comparative financial statements. Specifically, should the auditor's report on the financial statements refer
to the separate compliance and internal control reports for both the current and prior years? GAO staff
members tell us that they have responded that such a "dual" reference is not needed (that is, auditors need
only refer to the current-year separate reports). Those individuals are giving that answer because Government
Auditing Standards, paragraph 4.10, requires auditors to follow up on known material findings and recom
mendations from previous audits that could affect the financial statement audit and to report the status of
uncorrected material findings and recommendations from prior audits that affect the financial statement
audit. Therefore, referencing only the current-year compliance and internal control reports will direct the
report user to sufficient information about the prior-year findings.
State and Local Issues

.66 State and local laws concerning NPOs continue to change. Some states have enacted or are revising
existing laws concerning NPO registration or licensing requirements; annual reporting requirements; charitable
solicitation, registration, and disclosure requirements; charitable gift annuity registrations; and limitations on
fund-raising expenses. Some states are actively limiting expenditures of the amounts raised within the state for
disaster relief so they are used only for the purposes for which the contributions were raised. Some states have
increased efforts to have NPOs pay property taxes, collect and remit sales and use taxes, or make other payments
in lieu of such taxes. Organizations soliciting contributions or selling products on the Internet may be deemed to
be doing business in the states from which the sales are initiated, creating a nexus to those states and, perhaps,
the responsibility to collect and remit state sales taxes as well as other filing responsibilities.
.67 The American Association of Fund-Raising Counsel, Inc. (AAFRC) publishes its Annual Survey of
State Laws Regulating Charitable Solicitations (available for $35). Copies of this publication can be obtained by
visiting the AAFRC Web site at www.aafrc.org.
Uniform Registration Form for Fund-Raising and Compliance With Mailing Requirements

.68 NPOs are required to register and file with the appropriate authorities in most states in which they
either have a physical presence or solicit contributions. As a result of a project started by the National
Association of State Charity Officials, in conjunction with the National Association of Attorneys General and
a consortium of not-for-profit groups, thirty-three jurisdictions (thirty-two states and the District of Colum
bia) to date have adopted a uniform registration statement, with a view toward easing the administrative
burden on organizations that are required to register in more than one state. A copy of the unified registration
statement can be found on the Internet Nonprofit Center Web site at www.nonprofits.org/library/gov/urs.
.69 Most states have statutes that include compliance requirements for certain mailings, such as charita
ble solicitations and sweepstakes. Some states have increased efforts to enforce those statutes. (Also,
organizations may be required to withhold taxes on and file information about sweepstakes prizes under
Internal Revenue Service [IRS] requirements.) Auditors should be aware of the existence of such filing
requirements and statutes and their potential impact on NPOs and their financial statements.
.70 Adverse publicity resulting from an organization's failure to comply with each state's registration
and mailing requirements could adversely affect the amounts some donors are willing to contribute. Also,
although it is unlikely, such noncompliance could be an illegal act that may have a direct and material effect

AICPA Audit and Accounting Manual

AAM §8120.70

8392

Audit Risk Alerts

49

6-01

on the determination of financial statement amounts. SAS No. 54, Illegal Acts by Clients (AICPA, Professional
Standards, vol. 1, AU sec. 317), discusses the nature and extent of the consideration the auditor should give to the
possibility of illegal acts and provides guidance on the auditor's responsibilities if a possible illegal act is detected.

Internal Revenue Service Activities
What are some of the current tax issues that may affect audits of not-for-profit organizations?
.71 Auditors should be aware of relevant tax laws and regulations and their potential effect on NPOs
and their financial statements.4 A not-for-profit organization's failure to maintain its tax-exempt status could
have serious tax consequences and affect both its financial statements and related disclosures, and such
failure could possibly require modification of the auditor's report. Failure by an NPO to comply with tax
laws and regulations could be an illegal act and have either a direct effect on the determination of financial
statement amounts or an indirect effect on the financial statements that would require appropriate disclo
sures. SAS No. 54 discusses the nature and extent of the consideration that the auditor should give to the
possibility of illegal acts in an audit of financial statements in accordance with GAAS, and provides guidance
on the auditor's responsibilities when a possible illegal act is detected.

Tax Exempt and Governmental Entities Division
.72 In last year's Audit Risk Alert, we reported how, as part of its modernization plan, the IRS created
the Tax Exempt and Government Entities (TE/GE) Division. The Division has a separate segment to deal
with exempt organizations. The Division addresses key customer needs by providing the following services:
•

Education and communication efforts, which focus on helping customers understand their tax
responsibilities with outreach programs and activities tailored to their specific needs

•

Rulings and agreements efforts, which have a strong emphasis on up-front compliance programs
such as the determination, voluntary compliance, and private letter ruling programs

•

Examination initiatives, which identify and address noncompliance through customized activities
within each customer segment

•

Customer account services, which coordinates tax filings and responses to questions and requests for
information

. 73 The IRS continues to develop the structure of its TE/GE Division. The Divisions Exempt Organiza
tions segment has established offices of charities, foundations, trade associations, labor unions, and civic
associations.5
.74 The IRS continues to develop a customer-friendly Web site at www.irs.gov. That site provides contact
information for the leadership of the TE/GE Division and currently has a separate page to serve the customers
of the Exempt Organizations segment of the Division.

Qualified Zone Academy Bonds
.75 In the September 26,2000, Federal Register at 65 FR57732, the IRS issued final regulations relating to qualified
zone academy bonds (QZABs). QZABs are taxable bonds used to benefit public schools located in enterprise
communities or empowerment zones. The regulations apply to bonds sold on or after September 26,2000.
4 Auditors should be alert for updates to the topics discussed in this section of the Audit Risk Alert and other recent developments
related to IRS activities. The appendix to this Audit Risk Alert provides a list of Internet resources, including some Web sites that can
provide information on tax issues that may affect not-for-profit organizations.
5 One part of the IRS Tax Exempt and Government Entities (TE/GE) Division's approach to meeting its mission is to solicit input
from exempt organizations and professional and membership associations concerned with those organizations on outreach techniques
and topics. Should you or the not-for-profit organization you audit have suggestions for the division in this regard, contact Bobby
Zarin. The division's director of Outreach for Exempt Organizations, at (202) 283-8868 or roberta.b.zarin@irs.gov.
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.76 The regulations clarify that, besides issuances by a state or local government, a nonprofit corporation
may sell QZABs on behalf of a state or local government, allowing the issuance of the bonds without their
being counted against the government's debt limit. Therefore, you may observe the not-for-profit organiza
tions you audit issuing QZABs, but not receiving the bond proceeds. Any issuer selling QZABs must stipulate
that the funding will be matched at least ten percent by a private entity, which the final regulations clarify
is a corporation not affiliated with or related to the federal, state, or local government. The regulations also
clarify that the private-entity contribution may be in the form of various types of property or services as
specified in the regulations. Therefore, if a not-for-profit organization you audit issues QZABs, you may
want to consider whether these clarified requirements could have a direct and material effect on the
determination of its financial statement amounts.

Intermediate Sanction Regulations
.77 On January 10, 2001, the IRS issued temporary regulations interpreting the benefit limitation
provisions of section 4958. The new regulations were issued in temporary form because of the number of
changes incorporated. Although temporary, they have the same force and effect as final regulations for up
to three years. They cover all provisions of section 4958 applicable to the various benefits exempt organization
officials receive.

.78 The regulations only apply to certain applicable section 501(c)(3) and 501(c)(4) organizations. An
applicable tax-exempt organization is a section 501(c)(3) or a section 501(c)(4) that is tax-exempt under section
501(a), or was such an organization at any time during a five-year period ending on the day of the excess
benefit transaction.
.79 Who Is Covered by the Regulations. Only the few influential persons within these organizations
are covered by the regulations when they receive benefits such as compensation, fringe benefits, or contract
payments. The IRS calls this class of covered individuals "disqualified persons." A disqualified person,
regarding any transaction, is any person who was in a position to exercise substantial influence over the
affairs of the applicable tax-exempt organization at any time during a five-year period ending on the date of
the transaction. Persons who hold certain powers, responsibilities, or interests are among those who are in
the position to exercise influence over the affairs of the organization. This would include, for example, voting
members of the governing body, and persons holding the office of president, chief executive officer, chief
operating officer, treasurer, or chief financial officer. A disqualified person also includes certain family
members of a disqualified person, and 35 percent controlled entities of a disqualified person. The regulations
also clarify which persons are not considered to be in a position to exercise substantial influence over the
affairs of an organization.

.80 Other persons can also be considered disqualified persons, depending on all relevant facts and
circumstances. Practitioners should refer to the regulations for the facts and circumstances tending to show
substantial influence and those that do not.
.81 Excess Benefit Transactions. Section 4958 only applies to excess benefit transactions of disqualified
persons. Fair market value determines whether the tax-exempt organization provides an excess benefit to a
disqualified person. An excess benefit transaction is a transaction in which an economic benefit is provided
by an applicable tax-exempt organization, directly or indirectly, to or for the use of any disqualified person,
and the value of the economic benefit provided by the organization exceeds the value of the consideration
(including the performance of the services) received for providing such benefit.

.82 To determine whether an excess benefit transaction has occurred, all consideration and benefits
exchanged between a disqualified person and the applicable tax-exempt organization, and all entities it
controls, are taken into account. For the purposes of determining the value of economic benefits, the value
of the property, including the right to use property, is the fair market value. Fair market value is the price at
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which property, or the right to use property, would change hands between a willing buyer and a willing
seller, neither being under any compulsion to buy, sell, or transfer property or the right to use property, and
both having reasonable knowledge of relevant facts.
.83 Benefits That Are Not Excessive. Compensation provided by tax-exempts is not excessive if reason
able. Reasonable compensation is the value that would ordinarily be paid for like services by like enterprises
under like circumstances. This is the section 162 standard that will apply in determining the reasonableness
of compensation. For determining the reasonableness of compensation, all items of compensation provided
by an applicable tax-exempt organization in exchange for the performance of services are taken into account
in determining the value of compensation, except for certain economic benefits that are disregarded. For
those items and items of compensation practitioners should refer to the regulations.

.84 Written Intent Required to Treat Benefits as Compensation. An economic benefit is not treated as
consideration for the performance of services unless the organization providing the benefit clearly indicates
its intent to treat the benefit as compensation when the benefit is paid. An applicable tax-exempt organization
(or entity that it controls) is treated as clearly indicating its intent to provide an economic benefit as
compensation for services only if the organization provides written substantiation that is contemporaneous
with the transfer of the economic benefits under consideration. Ways to provide contemporaneous written
substantiation of intent to provide an economic benefit as compensation are included in the regulations.
.85 Special Exception for Initial Contracts. Section 4958 does not apply to any fixed payment made to
a person pursuant to an initial contract. This is a very important exception, since it would potentially apply,
for example, to all initial contracts with new, previously unrelated officers and contractors.

Rebuttable Presumption of Reasonableness. Tax-exempts can create a rebuttable presumption of
reasonableness under the new regulations in the form of a step-by-step procedure. Three conditions must
be met for payments under a compensation arrangement to be presumed reasonable and the transfer of
property (or right to use property) to be presumed at fair market value. The three conditions are described
in the new regulations. As a general rule, in the case of a non-fixed payment, no rebuttable presumption
arises until the exact amount of the payment is determined, or a fixed formula for calculating the payment
is specified, and the three requirements creating the presumption have been satisfied. The IRS has the burden
of overcoming the presumption.
.86

.87 Excise Taxes. An excise tax equal to 25 percent of the excess benefit is imposed on each excess benefit

transaction between an applicable tax-exempt organization and a disqualified person. The disqualified
person who benefited from the transaction is liable for the tax. If the 25 percent tax is imposed and the excess
benefit transaction is not corrected within the taxable period, an additional excise tax equal to 200 percent of
the excess benefit is imposed. The taxable period begins on the date the transaction occurs and ends on the
earlier of the date the statutory notice of deficiency is issued or the section 4958 taxes are assessed. This 200
percent tax may be abated if the excess benefit transaction subsequently is corrected during a ninety-day
correction period.
.88 An excise tax equal to 10 percent of the excess benefit may be imposed on the participation of an
organization manager in an excess benefit transaction between an applicable tax-exempt organization and
a disqualified person. This tax, which may not exceed $10,000 with respect to any single transaction, is only
imposed if the 25 percent tax is imposed on the disqualified person, the organization manager knowingly
participated in the transaction, and the manager's participation was willful and not due to reasonable cause.
There is also joint and several liability for this tax. A person may be liable for both tax paid by the disqualified
person and this organization manager tax in appropriate circumstances.

.89 For further explanation, practitioners should refer to the thorough "Explanation of Provisions" that
precedes the text of the regulations in the official published version. A summary of the regulations is also
available on the IRS Web site at www.irs.gov/bus_mfo/eo/interest.html.
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Guidance Clarifying the Application of the Internal Revenue Code to Use of the Internet by
Exempt Organizations

.90 Exempt organizations, like other organizations, are increasingly turning to the Internet to carry on
their activities. By publishing a Web page on the Internet, an exempt organization can provide the general
public with information about the organization, its activities, and issues of concern to the organization, as
well as immediate access to Web sites of other organizations. An exempt organization can enable people
with common interests to share information via the Internet through a variety of methods such as mailing
lists, new groups, listserves, chat rooms, and forums.
.91 Exempt organizations use the Internet to carry on activities that otherwise can be conducted through
other media, such as radio or television broadcasts, print publications, or direct mailings. The growing use
of the Internet by exempt organizations raises questions regarding whether clarification is needed concerning
the application of the Internal Revenue Code (IRC) to Internet activities. Among the specific issues, there are
many questions regarding how to apply the prohibition on political campaign intervention and substantial
lobbying activity for charitable organizations engaging in activities on the Internet. Also, advertising and
other business activities on the Internet are in question. For example, there are many questions relating to
whether the income received from these activities is subject to the unrelated business income tax, and if so,
how the income and expenses related to the activity are calculated.

.92 In addition, many questions exist regarding the solicitation of contributions on the Internet. For a list
of questions applicable to issues regarding Internet activities, practitioners should refer to Announcement
2000-84 on the IRS Web site at www.irs.gov/bus_mfo/eo/interest.html.
.93 The IRS is considering the necessity of issuing guidance that would clarify the application of the IRC
to use of the Internet by exempt organizations. Accordingly, the IRS solicited public comments concerning
the application of the IRC provisions governing exempt organizations to activities they conduct on the
Internet. The IRS has made no final decision concerning the need for additional guidance of general
applicability and may conclude no further action is necessary.
Car Donations

.94 The IRS has stated it is looking into whether car donation programs enable donors to inflate deductions
and enable organizations to enter inappropriate partnerships with for-profit companies. A recent article in the
Wall Street Journal reported the California Department of Justice found nearly $24 million in revenue generated
by California car donation programs in 1997, of which less than $6 million went to charities. As a related issue,
the IRS may be looking into the tax status of royalties from car donation programs.

Insubstantial Value

.95 For tax years beginning in 2000, benefits such as complimentary tickets and donor receptions have
insubstantial value if their fair market value does not exceed the lesser of $74 or 2 percent of the payment.
The sponsor may also receive token items, such as bookmarks, calendars, key chains, mugs, posters, or
T-shirts, including the charity's name or logo if they have an aggregate cost of not more than $7.40 (adjusted
for inflation).
Form 8870, "Information Return for Transfers Associated with Certain Personal
Benefit Contracts"

.96 The IRS released new Form 8870, "Information Return for Transfers Associated with Certain Personal
Benefit Contracts." For taxable years beginning prior to January 1, 2000, organizations that pay premiums
on "personal benefit contracts," as that term is used in section 170(f)(10) of the IRC, must file form 8870 by
the later of ninety days after announcement 2000-82 (October 16,2000) or the date the organization is required
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to file its annual return. A personal benefit contract is, in general, any life insurance, annuity, or endowment
contract that benefits, directly or indirectly, a transferor that gave an organization funds to make premium
payments on such a personal benefit contract. For more information on this topic practitioners should refer
to Notice 2000-24,2000-17 I.R.B. 952.
Voluntary Compliance on Alien Withholding Program

.97 The IRS issued Revenue Procedure 2001-20 which describes the Voluntary Compliance on Alien
Withholding Program (VCAP), which is available to certain public and other not-for-profit colleges and
universities, and their charitable affiliates, with respect to the payment, withholding, and reporting for certain
taxes due on payments made to alien individuals. The IRS will begin VCAP as a temporary and experimental
program. VCAP is effective on February 26, 2001. It will be available for submissions made on or before
February 28, 2002. For organizations that are eligible to participate in VCAP and for the taxes, including
excise taxes, and the withholding and reporting obligations covered by VCAP, practitioners should refer to
IRS Bulletin No. 2001-9.
Section 527—Political Organizations
.98 The IRS Revenue Ruling 2000-49 provides questions and answers regarding the notice and reporting
requirements for section 527. On July 1,2000, Pub. L. 106-230 was enacted, amending section 527 of the IRC.
The new law imposes three reporting and disclosure requirements on political organizations described in
section 527:

1. An initial notice of status. Under section 527(i)(l)(A), a political organization is required to give notice
both electronically and in writing to the IRS that it is a political organization described in section 527
on Form 8871, "Political Organization Notice of Section 527 Status."

2. Periodic reports of contributions and expenditures. Under section 527(j), a political organization is
required to periodically report certain contributions it receives and expenditures it makes on Form
8872, "Political Organization Report of Contributions and Expenditures." Political organizations that
accept contributions or make expenditures for an exempt function under section 527 during a
calendar year are required to file periodic reports beginning with the first month or quarter in which
they accept contributions or make expenditures.
3. Annual returns. A political organization that has taxable income in excess of the $100 specific
deduction allowed under section 527 is required to file an annual income tax return on Form
1120-POL, "U.S. Income Tax Return for Certain Political Organizations." In addition, for taxable years
beginning after June 30, 2000, a political organization that has $25,000 or more in gross receipts for
the taxable year is also required to file Form 1120-POL without regard to whether it has taxable
income.
.99 Also for tax years beginning after June 30,2000, both the IRS and the political organization must make
Form 1120-POL available for public inspection. Additional penalties for late filing of Form 1120-POL will be
effective for tax years beginning after June 30,2000.

.100 A political organization that is required to file an income tax return (1120-POL) is also required to
file Form 990, "Return of Organization Exempt from Income Tax," for taxable years beginning after June 30,
2000. Organizations with gross receipts less than $100,000 and assets less than $250,000 may file Form 990-EZ,
"Short Form of Organization Exempt from Income Tax." Organizations with gross receipts of less than
$25,000 are not required to file Form 990 or Form 990-EZ.
.101 The revenue ruling provides questions and answers relating to the reporting and disclosure
requirements for political organizations described in section 527. For more detail, practitioners should refer
to 2000-49, I.R.B. 2000-44 located on the IRS Web site.
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Form 990

.102 There have been some important changes made to Form 990 which practitioners should be
aware of. The following should be noted:
•

Part X, "Information Regarding Transfers Associated with Personal Benefit Contracts," of Form 990
must be completed to declare whether or not the organization received funds for or made payments
toward a personal benefit contract. Those who file Form 990-EZ must make this declaration in a
statement attached to the form. Also refer to the section titled "Form 8870, 'Information Return for
Transfers Associated with Certain Personal Benefit Contracts/" earlier in this section of the Alert for
more information.

•

Political organizations that are required to file income tax returns are also required to file Form 990
or Form 990-EZ for taxable years beginning after June 30,2000. Also refer to the section titled "Section
527—Political Organizations" earlier in this section of the Alert for more information.

•

The new schedule B for Forms 990 and 990-EZ must be filed unless an organization is covered by one
of the special rules for certain section 501(c)(3), (7), (8), or (10) organizations that require different
reporting amounts. Schedule B lists a schedule of contributors—every contributor who gave the
organization, directly or indirectly, money, securities, or any other type of property totaling $5,000
or more during the year.

•

The new Form 8868, "Application for Extension of Time to File an Exempt Organization Return," is
now available to request an automatic three-month extension of time to file.

Audit and Attestation Issues and Developments
What new auditing and attestation pronouncements have been issued this year?

.103 In this section we present brief summaries of auditing pronouncements issued since the publication
of last year's Alert that are of interest to practitioners engaged in the not-for-profit industry. The summaries
are for informational purposes only and should not be relied on as a substitute for a complete reading of the
applicable standard. For information on auditing pronouncements issued subsequent to the writing of this
Alert, please refer to the AICPA Web site at www.aicpa.org/members/div/auditstd/technic.htm. You may
also look for announcements of newly issued standards in the CPA Letter and Journal of Accountancy.

SAS No. 92, Auditing Derivative Instruments, Hedging Activities,

and Investments

in Securities

What are the requirements of the new SAS No. 92?
.104 In September 2000 the Accounting Standards Board (ASB) issued SAS No. 92, Auditing Derivative
Instruments, Hedging Activities, and Investments in Securities (AICPA, Professional Standards, vol. 1, AU sec. 332).
SAS No. 92 helps auditors plan and perform auditing procedures for financial statement assertions about
derivative instruments, hedging activities, and investments in securities. SAS No. 92 supersedes SAS No. 81,
Auditing Investments (AICPA, Professional Standards, vol. 1, AU sec. 332). The guidance in the SAS applies to—
•

Derivative instruments, as that term is defined in Financial Accounting Standards Board (FASB)
Statement of Financial Accounting Standards No. 133, Accounting for Derivative Instruments and
Hedging Activities.

•

Hedging activities in which the entity designates a derivative or a nonderivative financial instrument
as a hedge of exposure for which FASB Statement No. 133 permits hedge accounting.

•

Debt and equity securities, as those terms are defined in FASB Statement No. 115, Accounting for
Certain Investments in Debt and Equity Securities.
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SAS No. 92 is effective for audits of financial statements for fiscal years ending on or after June 30,2001. Early
application of the SAS is permitted.

New Audit Guide
.105 In March 2001 the ASB issued a companion audit Guide to help practitioners implement the SAS
No. 92. The Guide includes an overview of derivatives and securities and the general accounting considera
tions for them, as well as case studies addressing topics such as control risk considerations when service
organizations provide securities services, inherent and control risk assessment, and designing substantive
procedures based on risk assessments.

SAS No. 93,

Omnibus Statement on Auditing Standards—2000

What are the requirements of the new SAS No. 93?
.106 Issued by the ASB in October 2000, SAS No. 93, Omnibus Statement on Auditing Standards—2000
(AICPA, Professional Standards, vol. 1, AU secs. 315, 508, and 622)—
1. Withdraws SAS No. 75, Engagements to Apply Agreed-Upon Procedures to Specified Elements, Accounts,
or Items of a Financial Statement (AICPA, Professional Standards, vol. 1, AU sec. 622). The withdrawal
of SAS No. 75 is concurrent with the effective date of Statement on Standards for Attestation
Engagements (SSAE) No. 10, Attestation Standards: Revision and Recodification (AICPA, Professional
Standards, vol. 1, AT secs. 101-701), issued in January 2001. SSAE No. 10 is effective for agreed-upon
procedures engagements for which the subject matter or assertion is as of or for a period ending on
or after June 1,2001, with earlier application permitted.

2. Amends SAS No. 58, Reports on Audited Financial Statements (AICPA, Professional Standards, vol. 1, AU
sec. 508), to include an identification in the auditor's report of the United States of America as the
country of origin of the accounting principles used to prepare the financial statements and the
auditing standards that the auditor followed in performing the audit. This amendment withdraws
Auditing Interpretation No. 13, "Reference to Country of Origin in the Auditor's Standard Report,"
of SAS No. 58, Reports on Audited Financial Statements (AICPA, Professional Standards, vol. 1, AU sec.
9508.53-.55). This amendment is effective for reports issued or reissued on or after June 30, 2001.
Earlier application is permitted.
3. Amends SAS No. 84, Communications Between Predecessor and Successor Auditors (AICPA, Professional
Standards, vol. 1, AU sec. 315), to clarify the definition of a predecessor auditor.

This amendment is effective for audits of financial statements for periods ending on or after June 30, 2001.
Earlier application is permitted.

SAS No. 94, The Effect of Information Technology on the Auditor's Consideration of
Internal Control in a Financial Statement Audit
What are the requirements of the new SAS No. 94?
.107 Issued by the ASB in May 2001, SAS No. 94, The Effect of Information Technology on the Auditor's
Consideration of Internal Control in a Financial Statement Audit (AICPA, Professional Standards, vol. 1, AU sec. 319)—
1. Incorporates and expands on the concept from SAS No. 80, Amendment to Statement on Auditing
Standards No. 31, Evidential Matter (AICPA, Professional Standards, vol. 1, AU sec. 326.14), that in
circumstances where a significant amount of information supporting one or more financial statement
assertions is electronically initiated, recorded, processed, and reported, the auditor may determine
that it is not practical or possible to restrict detection risk to an acceptable level by performing only
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substantive tests for one or more financial statement assertions. In such circumstances, the auditor
should obtain evidential matter about the effectiveness of both the design and operation of controls
to reduce the assessed level of control risk.

2. Describes how information technology (IT) may affect internal control, evidential matter, and the
auditor's understanding of internal control and assessment of control risk.
3. Describes both benefits and risks of IT to internal control, and how IT affects the components of
internal control, particularly the control activities and information and communication components.

4. Provides guidance to help auditors determine whether specialized skills are needed to consider the
effect of computer processing on the audit, to understand the controls, or to design and perform audit
procedures.
5. Clarifies that in obtaining an understanding of the financial reporting process, the auditor should
understand how both standard, recurring entries and nonstandard, nonrecurring entries are initiated
and recorded, and the auditor should also understand the controls that have been placed in operation
to ensure that such entries are authorized, complete, and correctly recorded.

6. Updates terminology and references to IT systems and controls.
The SAS was issued in May 2001. The amendment is effective for audits of financial statements for periods
beginning on or after June 1, 2001. Earlier application is permissible.

SSAE No. 10, Attestation

Standards: Revision and Recodification

What are the requirements of SSAE No. 10?
.108 The ASB issued SSAE No. 10, Attestation Standards: Revision and Recodification, in January 2001. SSAE
No. 10—

•

Changes the title of AT section 101 to "Attest Engagements" from AT section 100 to AT section 101.

•

Changes the definition of an attest engagement into a statement of applicability of the standard, as
follows:

This Statement applies to engagements in which a certified public accountant in the
practice of public accounting is engaged to issue or does issue an examination, a review
or an agreed-upon procedures report on subject matter, or an assertion about the subject
matter, that is the responsibility of another party.
•

Revises the third general standard to focus on the essential elements of criteria: the criteria must be
suitable and must be available to users. The subject matter also must be capable of reasonably
consistent evaluation against the criteria.

•

Enables true direct reporting on subject matter by eliminating the requirement to make reference to
the assertion in the practitioner's report.

•

Provides expanded guidance on the circumstances in which the use of attest reports should be
restricted to specified parties.

•

Supersedes SSAE Nos. 1 through 9.

The new SSAE also eliminates the requirement in AT section 201, "Agreed-Upon Procedures Engagements," for
the practitioner to obtain a written assertion in an agreed-upon procedures attest engagement. It also incorporates
changes needed as a result of the withdrawal of SAS No. 75. That withdrawal is reflected in SAS No. 93.

.109 SSAE No. 10 is effective when the subject matter or assertion is as of or for a period ending on or
after June 1, 2001. Early application is permitted.
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2001 Audit and Accounting Guide and SOP 98-3 Conforming Changes
What conforming changes have been made to the 2001 edition of the AICPA Audit
and Accounting Guide Audits of Not-for-Profit Organizations and SOP 98-3?
.110 The AICPA Audit and Accounting Guide Not-for-Profit Organizations is available through the
AICPA's looseleaf subscription service (Product No. G0100kk). In the looseleaf service, conforming changes
(those necessitated by the issuance of new authoritative pronouncements) and other minor changes that do
not require due process are incorporated periodically. Paperback editions of Audit and Accounting Guides
as they appear in the service are printed annually (Product No. 013392kk). Copies may be obtained by calling
the AICPA Order Department (Member Satisfaction) at (888) 777-7077, faxing a request to (800) 362-5066, or
ordering online at www.CPAWeb.org.

.111 Revisions that will be included in the AICPA Audit and Accounting Guide Not-for-Profit Organiza
tions as well as SOP 98-3,6 which is in an appendix to the Guide, for conforming changes as of May 1,2001,
will include those made to reflect the issuance of the following standards:

•

SAS No. 91, Federal GAAP Hierarchy (AICPA, Professional Standards, vol. 1, AU sec. 411)

•

SAS No. 92, Auditing Derivative Instruments, Hedging Activities, and Investments in Securities

•

SAS No. 93, Omnibus Statement on Auditing Standards—2000

•

SAS No. 94, The Effect of Information Technology on the Auditor's Consideration of Internal Control in a
Financial Statement Audit

•

FASB Statement No. 138, Accounting for Certain Derivative Instruments and Certain Hedging Activities,
an amendment of FASB Statement No. 133

•

FASB Statement No. 140, Accounting for Transfers and Servicing of Financial Assets and Extinguishments
of Liabilities—a replacement of FASB Statement No. 125

Also, extensive revisions were made to the Guide for the issuance of FASB Statement No. 136, Transfers of
Assets to a Not-for-Profit Organization or Charitable Trust That Raises or Holds Contributions for Others.

Revised Auditor's Reports
Have the AICPA's illustrative auditor's reports changed because of SAS No. 93?
.112 The AICPA has revised references to and examples of auditor's reports in Professional Standards to
include an identification of the United States of America as the country of origin of the accounting principles
used to prepare the financial statements and of the auditing standards the auditor followed in performing
the audit, as required by SAS No. 93. (See the discussion of SAS No. 93 in the section of this Audit Risk Alert
titled "Audit and Attestation Issues and Developments.") It also made similar changes to the following
illustrative auditor's reports included in SOP 98-3, which is an appendix to the Audit and Accounting Guide
Not-for-Profit Organizations:

•

Reports on the financial statements

•

Reports on compliance and on internal control over financial reporting based on an audit of financial
statements performed in accordance with Government Auditing Standards

6 Some auditors have been unaware that Statement of Position (SOP) 98-3, Audits of States, Local Governments, and Not-for-Profit
Organizations Receiving Federal Awards, is updated annually for conforming changes, including changes resulting from last year's two
Yellow Book amendments. Although the AICPA does not normally make conforming changes to SOPs, SOP 98-3 has been, and will
continue to be, revised annually to keep it up-to-date for changes in the Yellow Book, single audit literature and processes, and
Statements on Auditing Standards.
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Reports on compliance with requirements applicable to each major program and on internal control
over compliance in accordance with OMB Circular A-133

.113 You should note that SAS No. 93 does not affect the reference in the auditor's report to Government
Auditing Standards, issued by the Comptroller General of the United States, because that citation already
indicates the country of origin of those standards.

Help Desk—The updated illustrative auditor's reports are available in SOP 98-3 and on the
AICPA Web site at http://www.aicpa.org/belt/al33main.htm.

Common Engagement Deficiencies
What are some of the common deficiencies cited in governmental audit engagements?
.114 Following are some deficiencies commonly noted on not-for-profit organization engagements
during recent peer reviews. You should consider reviewing your firm's policies and procedures to see
whether your engagements also might have these kinds of issues.

• The required Government Auditing Standards reports for internal control or compliance are not
prepared or are not referred to in the report on the financial statements.

•

The proper Circular A-133 reports are not included.

•

The required compliance testing is not performed or documented.

• Internal control and compliance tests, including sampling applications, are not adequately designed
to support the reports issued.
•

The auditor used inadequate or outdated reference material related to the engagement performed.

•

Government Auditing Standards' continuing professional education requirements are not met.

•

The auditor has not appropriately followed federal agency audit guides.

•

Voluntary health and welfare organizations are not identified as such.

• The financial statements incorrectly classify contributions as unrestricted, temporarily restricted, or
permanently restricted.

• The financial statements do not present a statement of cash flows, as required by FASB Statement
No. 117, Financial Statements of Not-for-Profit Organizations.
•

There are inadequate audit procedures to support the statement of functional expenses.

See also the section of this Audit Risk Alert titled "Circular A-133 Audit Reviews" for additional information
about common audit deficiencies.

Going Concern
.115 If the economy continues to erode and contribution revenue declines, some NPOs may be unable
to continue as a going concern. In some cases, management's plan for the organization to continue as a going
concern may rely on mergers with other organizations. Auditors should consider whether plans for mergers
or plans for other significant changes are red flags, warning about an organization's ability to continue as a
going concern. Be alert to conditions and events that, when considered in the aggregate, indicate that there
could be substantial doubt about a not-for-profit organization's ability to continue as a going concern.
Remember that the inadequate evaluation of an entity's going-concern status is cited as a common audit
deficiency in official studies.
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.116 For example, such conditions and events could include the following:
•

Negative trends, such as negative cash flows from operating activities

•

Adverse key financial ratios

• Financial difficulties, such as the need to seek new sources or methods of financing or to dispose of
substantial assets

•

Aversion by financial institutions to grant long-term financing

•

Unusual board member turnover

•

Turnover in the fund-raising department

•

Internal matters, such as substantial dependence on the success of a particular project

•

External matters, such as legal proceedings that could jeopardize the entity's ability to operate

In such circumstances, auditors may conclude that, based on such conditions and events, there is substantial
doubt about the not-for-profit organization's ability to continue as a going concern.

.117 SAS No. 59, The Auditor's Consideration of an Entity's Ability to Continue as a Going Concern (AICPA,
Professional Standards, vol. 1, AU sec. 341), provides guidance to auditors in conducting an audit of financial
statements in accordance with generally accepted auditing standards for evaluating whether there is
substantial doubt about a client's ability to continue as a going concern for a period not to exceed one year
from the date of the financial statements being audited.

Possible Fraudulent Financial Reporting Relating to FASB Statement No. 136
.118 When evaluating the risk of fraudulent financial reporting in NPOs, auditors should consider the
risk factors and conditions related to management characteristics and the influence of management over the
control environment. FASB Statement No. 136 became effective this past year, and auditors should be alert
to fraud risk factors related to this pronouncement. Under FASB Statement No. 136, an NPO that accepts
assets from a donor and agrees to disburse those assets to a specified beneficiary should recognize a liability,
instead of revenue, to the specified beneficiary concurrent with its recognition of financial assets received
from the donor. However, FASB Statement No. 136 also stipulates that the NPO should recognize revenue,
and not a liability, when the donor explicitly grants the organization variance power (that is, the power to
redirect the use of transferred assets to another beneficiary). Management could potentially adopt a very
aggressive accounting practice, liberally interpreting donor agreements in a manner that results in the
organization asserting that the donor granted the organization variance power and the organization therefore
recognizing contribution revenue.
.119 The following are examples of specific responses that the auditor may consider when fraud risk
factors related to asset transfers subject to FASB Statement No. 136 are present:
• Send confirmations to donors to confirm the amount of promises to give in the future and to
clarify the nature of any terms or restrictions, including whether the donor has granted variance
power
• Review the documentation underlying the asset transfers to obtain a thorough understanding of any
terms, including donor restrictions or stipulations
•

Review the minutes of meetings of the governing board to determine whether the stipulations of the
donor were discussed and treated in accordance with the organization's policies

•

Review historical donor activity of the organization to evaluate whether inconsistencies exist with
the treatment of asset transfers from period to period
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Auditing Nonprofit Organizations Engaged in Online Philanthropy
How will the increased use of e-philanthropy affect auditors of nonprofit organizations?
.120 Currently, the overall percentage of contributions received by NPOs online is small, as compared
with total contributions, and generally is used to supplement traditional fund-raising methods. However,
this is expected to change soon. Economists predict that in the next fifty years we will see the largest
intergenerational transfer of wealth ever in the history of the United States—estimated at between $6 trillion
and $25 trillion. In addition to that, recent U.S. economic expansion, which lasted nearly ten years, created
a tremendous amount of new wealth. When those factors are combined with society's increased use of the
Internet, it is not inconceivable that online giving could grow significantly.
.121 As was mentioned before, nonprofits got a late start in the Internet environment. However, this
delay may be to their advantage. Since online fund-raising is similar to e-commerce in many ways, NPOs
can learn from various experiences of dot-com companies and build upon them. One thing obvious at this
point is that simply launching a Web site and asking for money is not a strategy to be followed. Just as every
organization should have a sound business plan, every fund-raising method should be a part of the overall
fund-raising strategy that emphasizes building and maintaining relationships with donors.
Audit and Accounting Implications

.122 E-philanthropy has a number of significant audit and accounting implications, including the
following:

•

In addition to performing the audit, some CPA firms may provide nonattest services to a nonprofit
organization involved in online fund-raising that will require consideration of independence issues.
For example, designing, implementing, or integrating information systems for your audit client may
impair independence. In such circumstances, the auditor should consider Interpretation No. 101-3,
"Performance of Other Services," of ET section 101, Independence (AICPA, Professional Standards, vol.
2, ET sec. 101.05).

•

The technological skills required to fully understand how online fund-raising works may be highly
specialized. Having a sound understanding of mechanics of online transactions may therefore
present a formidable challenge to the uninitiated. This is further complicated by the rapid change in
technology, which may mean that you're chasing a moving target. While auditors are likely to have
the requisite skill set to address many of the issues that arise in an organization employing online
fund-raising, some additional training may be required. In some cases the use of a technology
specialist may be advisable. If the auditor decides to use the specialist, he or she should consider SAS
No. 73, Using the Work of a Specialist (AICPA, Professional Standards, vol. 1, AU sec. 336).

•

Online giving will result in the increased use by not-for-profits of electronic data to transact business,
and to record, update, and maintain records. As a result, auditors of nonprofit organizations
increasingly will be confronted with evaluating evidential matter that may exist only in electronic
format. SAS No. 80, Amendment to Statement on Auditing Standards No. 31, Evidential Matter (AICPA,
Professional Standards, vol. 1, AU sec. 326), provides guidance to auditors who have been engaged to
audit the financial statements of an entity that transmits, processes, maintains, or accesses significant
information electronically. One of the issues addressed by SAS No. 80 is the timing of the audit.
Electronic evidence exists only for a limited amount of time and it may not be retrievable later if files
are changed and backup files do not exist. Consequently, waiting until after fiscal year end to begin
auditing procedures may be too late to obtain competent sufficient evidence. The AICPA Auditing
Practice Release The Information Technology Age: Evidential Matter in the Electronic Environment (Product
No. 021068kk) is designed to provide nonauthoritative guidance to auditors in applying SAS No. 80.
Also, for additional guidance the auditor may also refer to SAS No. 94 as amended by SAS No. 78,
which provides guidance to auditors about the effect of information technology on internal control
and on the auditor's understanding of internal control and assessment of control risk.
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The auditor also may be more likely to see prepackaged or customized computer systems used by
nonprofit clients. In such circumstances, the auditor should evaluate management's consideration of
SOP 98-1, Accounting for the Costs of Computer Software Developed or Obtained for Internal Use.

•

The cost of developing a Web site is often one of the largest costs for a nonprofit organization
conducting business over the Internet. A large portion of these costs may need to be accounted for
according to SOP 98-1. Also, FASB Emerging Issues Task Force (EITF) Issue No. 00-2, Accounting for
Web Site Development Costs, provides guidance about Web site development. The auditor should
ensure that management accounted for the costs of developing a Web site in accordance with the
above-mentioned guidance.

•

Often, a major cost of developing e-commerce activities is research and development (R&D). FASB
Statement No. 2, Accounting for Research and Development Costs, requires R&D costs to be expensed
when incurred except for acquired R&D that is purchased from others with alternative future uses.
Additionally, FASB Statement No. 2 requires disclosure in the financial statements of the total R&D
costs charged to expense.

•

SOP 98-5, Reporting on the Costs of Start-up Activities, defines start-up activities as follows:

Those one-time activities related to opening a new facility, introducing a new product or
service, conducting business in a new territory, conducting business with a new class or
customer, initiating a new process in an existing facility, or commencing some new operation.
•

Certain costs, such as those that would be capitalizable under generally accepted accounting princi
ples (GAAP) for ongoing enterprises (for example, fixed assets and acquired intangibles), are not
subject to SOP 98-5. All other costs of start-up activities, including organization costs, should be
expensed as incurred.

•

The use of e-philanthropy may result in a greater number of risks and uncertainties for the nonprofit
organization. Auditors should consider whether management has evaluated all such risks and
uncertainties appropriately and made any necessary disclosures pursuant to SOP 94-6, Disclosure of
Certain Significant Risks and Uncertainties. In addition, auditors should also evaluate management's
consideration of related contingencies arising from online fund-raising, pursuant to FASB Statement
No. 5, Accounting for Contingencies.

•

Some nonprofits are outsourcing the entire fulfillment and information technology functions. Audi
tors of entities that use such services should be familiar with the requirements of SAS No. 70, Service
Organizations (AICPA, Professional Standards, vol. 1, AU sec. 324). However, in some cases auditors
might not be able to obtain a SAS No. 70 letter. For example, a number of nonprofits use an Internet
service provider (ISP) to host their Web sites, including the databases used to initially record
donations and credit card receivables. Unfortunately, because of the newness of e-philanthropy, an
auditor is unlikely to obtain a SAS No. 70 letter from an ISP. For those audit clients that host their
sites at an ISP, lacking a SAS No. 70 letter or access to the ISP to gain an understanding and test
internal control, the auditor will be faced with a scope limitation, if the matter is material to the entity.

•

E-philanthropy may result in rapid changes in the way transactions are processed, possibly without
adequate consideration of the effect on internal control. SAS No. 55, as amended by SAS No. 78 and
SAS No. 94, provides guidance on the auditor's consideration of an entity's internal control in an
audit of financial statements in accordance with GAAS. If material, almost all auditors will find it
necessary to test the controls over electronic business. You may consider the use of computer-assisted
auditing techniques to assess the ability of unauthorized access into an organization's financial
information technology. When auditing the financial statements of nonprofits that engage in ephilanthropy, auditors should gain an understanding of the organizations' accounting models used
for their online fund-raising activities, and should ensure that online transactions that nonprofits
enter into are accounted for using the established accounting models for similar transactions entered
into through their traditional business operations, when such models exist.
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Many for-profit and not-for-profit organizations use the Internet for off-site backup storage of data
files and records. Several providers offer this service at a reasonable fee, usually based on the amount
of storage space required. Use of off-site data storage requires appropriate internal controls on the
part of the organization and an assessment of the security measures that the service employs.

Virtual Presence and State Registration
.123 Receiving donations over the Internet requires electronic funds transfer (EFT) mechanisms. De
spite the obstacles and costs of online solicitation, many organizations find the process rewarding and many
donors find it convenient. A concern is whether electronic requests for money create a responsibility for
the organization to register in the donor's home state. According to a recent decision in the U.S. Court of
Appeals for the District of Columbia (GTE New Media Services Inc. v. BellSouth Corp. et al.), a state does not
necessarily have jurisdiction over a computer user's contact with Web sites in other states. This ruling will
not be the final word on the issue, however, and many not-for-profits are continuing to encourage Congress
to enact federal legislation to prevent the need for costly registrations in states where an organization's
presence is only virtual.

Help Desk—Look for the newly introduced Audit Risk Alert E-Business Industry Developments—
2000/01 [AAM section 82101 for comprehensive discussions of the considerations unique to
the e-business environment.

Accounting Issues and Developments
Derivatives and Hedging Activities
.124 NPOs that make significant use of derivative instruments as part of their financial strategies may
be particularly affected by FASB Statement No. 133, as amended by FASB Statement No. 137, Accounting for
Derivative Instruments and Hedging Activities—Defferal of the Effective Date of FASB Statement No. 133, and No.
138, Accounting for Certain Derivative Instruments and Certain Hedging Activities. For example, an NPO may
use derivatives as part of its investment strategy or as part of a strategy to reduce risk on foreign-currency
transactions. Additionally, many NPOs do not realize they have derivatives, but they may have derivatives
embedded in such items as lease agreements, insurance policies, bonds, and financial guarantees.
.125 FASB Statement No. 133 establishes accounting and reporting standards for derivative instruments,
including certain derivative instruments embedded in other contracts (collectively referred to as derivatives),
and for hedging activities.

.126 FASB Statement No. 133 (paragraph 43) includes certain provisions regarding accounting by NPOs
and other entities that do not report earnings.
.127 An entity that does not report earnings as a separate caption in a statement of financial performance
(for example, a not-for-profit organization or a defined benefit pension plan) shall recognize the gain or loss
on a hedging instrument and a nonhedging derivative instrument as a change in net assets in the period of
change unless the hedging instrument is designated as a hedge of the foreign currency exposure of a net
investment in a foreign operation. In that case, the provisions of paragraph 42 of FASB Statement No. 133
shall be applied. Entities that do not report earnings shall recognize the changes in the carrying amount of
the hedged item pursuant to paragraph 22 in a fair value hedge as a change in net assets in the period of
change. Those entities are not permitted to use cash flow hedge accounting because they do not report
earnings separately. Consistent with the provisions of FASB Statement No. 117, Financial Statements of
Not-for-Profit Organizations, FASB Statement No. 133 does not prescribe how an NPO should determine the
components of an operating measure, if one is presented.
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.128 FASB Statement No. 133 was amended as a result of the issuance of FASB Statement No. 138. FASB
Statement No. 138 addresses a limited number of issues causing implementation difficulties for numerous
entities that apply FASB Statement No. 133.
.129 FASB Statement No. 138 also amends FASB Statement No. 133 for decisions made by the FASB
relating to the Derivatives Implementation Group (DIG) process. The DIG is a task force that the FASB
established to assist the FASB in answering questions that companies will face when they begin implement
ing FASB Statement No. 133. Certain decisions arising from the DIG process that required specific amend
ments to FASB Statement No. 133 are incorporated into FASB Statement No. 138. Issues addressed by the
DIG can be found on the FASB Web site at www.fasb.org.
.130 Readers should refer to the full text of FASB Statement Nos. 133,137, and 138 when considering
accounting and reporting issues related to derivative instruments and hedging activities.
Auditing Derivatives

.131 In September 2000, the Auditing Standards Board (ASB) issued SAS No. 92, Auditing Derivative
Instruments, Hedging Activities, and Investments in Securities (AICPA, Professional Standards, vol. 1, AU sec. 332).
SAS No. 92 supersedes SAS No. 81, Auditing Investments (AICPA, Professional Standards, vol. 1, AU sec. 332),
and is effective for audits of financial statements for fiscal years ending on or after June 30, 2001. Early
application of the SAS is permitted.
.132 Guidance for Auditors. SAS No. 92 provides guidance for auditors in planning and performing
auditing procedures for financial statement assertions about derivative instruments, hedging activities, and
investments in securities. The guidance in the SAS applies to (1) derivative instruments, as defined by FASB
Statement No. 133, (2) hedging activities in which the entity designates a derivative or a nonderivative
financial instrument as a hedge of exposure for which FASB Statement No. 133 permits hedge accounting,
and (3) debt and equity securities, as those terms are defined in FASB Statement No. 115, Accounting for Certain
Investments in Debt and Equity Securities. Matters addressed by SAS No. 92 include—
•

The need for special skills or knowledge.

•

Consideration of audit risk and materiality.

•

Designing substantive procedures based on risk assessment.

SAS No. 92 also discusses hedging activities and management representation issues.

.133 Audit Guide to Complement SAS No. 92. An Audit Guide to complement the SAS has been issued
by the ASB. The Guide provides practical guidance for implementing the SAS on all types of audit
engagements. The suggested audit procedures contained in the Guide do not increase or otherwise modify
the auditor's responsibilities; rather, they are intended to clarify and illustrate the application of the
requirements of SAS No. 92. The objective of the guide is both to explain SAS No. 92 by providing an in-depth
look, and to provide practical illustrations through the use of case studies.

Stock Market Volatility and Investments

.134 The recent turmoil in the stock markets may adversely affect the investment portfolios of some
NPOs. FASB Statement No. 124, Accounting for Certain Investments Held by Not-for-Profit Organizations,
provides that investments in equity securities with readily determinable fair values and all debt securities
should be reported at fair value with gains and losses included in a statement of activities. Accounting
Principles Board (APB) Opinion No. 18, The Equity Method of Accounting for Investments in Common Stock,
provides that declines in the value of investments that are accounted for using the equity method be
recognized if the declines in value are other than temporary. Auditors should consider the effects of the recent
stock market volatility in determining whether investments are reported in conformity with GAAP.
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Environmental Liabilities
.135 NPOs have been receiving gifts of property from donors with increasing frequency. Sometimes,
property received does not meet regulatory guidelines for environmental safety. The Environmental Protec
tion Agency (EPA) is empowered by law to seek recovery from any party that ever owned or operated a
contaminated site, or anyone who ever generated on or transported hazardous material to a site. In view of
the liabilities that may result from owning contaminated sites, virtually all real estate transactions entered
into today give consideration to potential environmental liabilities. Auditors of organizations that face such
claims should carefully evaluate whether the accounting and disclosure requirements of FASB Statement
No. 5 and AICPA SOP 96-1, Environmental Remediation Liabilities, have been met.

Restrictions Reminder
.136 Pressure to attract donors to a particular cause or mission and to develop a level of consistent giving
has resulted in some organizations soliciting contributions to emphasize specific activities or programs of
the organization. In some cases, these solicitations are worded narrowly and effectively impose restrictions
on the funds raised. You should be familiar with the fund-raising materials used by the organization and
consider whether the materials impose restrictions on the use of the funds raised.

Transfers of Assets
What are the requirements of the new FASB Statement No. 136?
.137 FASB Statement No. 136, Transfers of Assets to a Not-for-Profit Organization or Charitable Trust That
Raises or Holds Contributions for Others, establishes standards for transactions in which an entity—the
donor—makes a contribution by transferring assets to a not-for-profit organization or charitable trust—the
recipient organization—that accepts the assets from the donor and agrees to use those assets on behalf of or
transfer those assets, the return on investment of those assets, or both to another entity—the beneficiary—that
is specified by the donor. It also establishes standards for transactions that take place in a similar manner but
are not contributions because the transfers are revocable, repayable, or reciprocal.

.138 FASB Statement No. 136 requires a recipient organization that accepts cash or other financial assets
from a donor and agrees to use those assets on behalf of or transfer those assets, the return on investment of
those assets, or both to a specified unaffiliated beneficiary to recognize the fair value of those assets as a
liability to the specified beneficiary concurrent with recognition of the assets received from the donor.
However, if the donor explicitly grants the recipient organization variance power or if the recipient
organization and the specified beneficiary are financially interrelated organizations, the recipient organiza
tion is required to recognize the fair value of any assets it receives as a contribution received. NPOs are
financially interrelated if (1) one organization has the ability to influence the operating and financial decisions
of the other and (2) one organization has an ongoing economic interest in the net assets of the other. The
Statement does not establish standards for a trustee's reporting of assets held on behalf of specified
beneficiaries, but it does establish standards for a beneficiary's reporting of its rights to assets held in a
charitable trust.
.139 FASB Statement No. 136 requires that a specified beneficiary recognize its rights to the assets held
by a recipient organization as an asset unless the donor has explicitly granted the recipient organization
variance power. Those rights are either an interest in the net assets of the recipient organization, a beneficial
interest, or a receivable. If the beneficiary and the recipient organization are financially interrelated organi
zations, the beneficiary is required to recognize its interest in the net assets of the recipient organization and
adjust that interest for its share of the change in net assets of the recipient organization, similar to the equity
method of accounting under APB Opinion 18. If the beneficiary has an unconditional right to receive all or
a portion of the specified cash flows from a charitable trust or other identifiable pool of assets, the beneficiary
is required to recognize that beneficial interest, measuring and subsequently remeasuring it at fair value,
using a valuation technique such as the present value of the estimated expected future cash flows. If the
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recipient organization is explicitly granted variance power, the specified beneficiary does not recognize its
potential for future distributions from the assets held by the recipient organization. In all other cases, a
beneficiary recognizes its rights as a receivable.
.140 FASB Statement No. 136 describes four circumstances in which a transfer of assets to a recipient
organization is accounted for as a liability by the recipient organization and as an asset by the resource
provider because the transfer is revocable or reciprocal. Those four circumstances are if (1) the transfer is
subject to the resource provider's unilateral right to redirect the use of the assets to another beneficiary, (2)
the transfer is accompanied by the resource provider's conditional promise to give or is otherwise revocable
or repayable, (3) the resource provider controls the recipient organization and specifies an unaffiliated
beneficiary, or (4) the resource provider specifies itself or its affiliate as the beneficiary and the transfer is not
an equity transaction. If the transfer is an equity transaction and the resource provider specifies itself as
beneficiary, it records an interest in the net assets of the recipient organization (or an increase in a previously
recognized interest). If the resource provider specifies an affiliate as beneficiary, the resource provider records
an equity transaction as a separate line item in its statement of activities, and the affiliate named as beneficiary
records an interest in the net assets of the recipient organization. The recipient organization records an equity
transaction as a separate line item in its statement of activities.

.141 FASB Statement No. 136 requires certain disclosures if a not-for-profit organization transfers assets
to a recipient organization and specifies itself or its affiliate as the beneficiary or if it includes in its financial
statements a ratio of fund-raising expenses to amounts raised.
.142 FASB Statement No. 136 incorporates without reconsideration the guidance in FASB Interpretation
No. 42, Accounting for Transfers of Assets in Which a Not-for-Profit Organization Is Granted Variance Power, and
supersedes that Interpretation. The Statement is effective for financial statements issued for fiscal periods
beginning after December 15,1999, except for the provisions incorporated from Interpretation No. 42, which
continue to be effective for fiscal years ending after September 15,1996. The Statement may be applied either
by restating the financial statements of all years presented or by recognizing the cumulative effect of the
change in accounting principle in the year of the change. Auditors should refer to the full text of FASB
Statement No. 136.

Accounting for Restructuring Charges
.143 In the wake of the weak economic picture and in response to intense competitive pressures, some
NPOs may restructure their operations. They may eliminate redundant functions and attempt to create an
efficient and streamlined organization.

EITF Guidance
.144 You should consider whether management has appropriately accounted for restructuring costs in
accordance with the requirements of EITF Issue No. 94-3, Liability Recognition for Certain Employee Termination
Benefits and Other Costs to Exit an Activity (Including Certain Costs Incurred in a Restructuring). EITF Issue No.
94-3 provides guidance on whether certain costs (such as employee severance and termination costs) should
be accrued and classified as part of restructuring charges, or whether such costs would be more appropriately
considered a recurring operational cost of the organization. EITF Issue No. 94-3 provides guidance about the
appropriate timing of recognition of restructuring charges and prescribes disclosures that should be included
in the financial statements.

Management's Plan
.145 To justify restructuring charges, an approved management plan as of the date of the financial
statements should exist. Management's plan should be comprehensive, explicit, and adequately documented
to provide objective evidence of management's intent.
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.146 Loss recognition that is based on management's intent must be supported by objective evidence of
intent. To demonstrate management's intent, you may consider whether the plan is sufficiently developed
to forecast its consequences and management's commitment to ultimately implement the plan as contem
plated. A documented and appropriately approved management plan that is comprehensive and explicit is
necessary to accrue a liability.
Making Disclosures

.147 When liabilities are accrued in accordance with the guidance in EITF Issue No. 94-3, certain disclosures
are required. The thresholds for making the required disclosures are related to the materiality of the amounts
accrued or the significance of the activities that will not be continued. Therefore, when the disclosure thresholds
have been met, all the disclosures are required, not just those that are individually material.
.148 Some of the disclosures are required until the plan of termination is completed or until all actions
under a plan to exit an activity have been fully executed. For instance, under EITF Issue No. 94-3, the amount
of actual termination benefits paid and charged against the liability and the number of employees actually
terminated as a result of the plan to terminate the employees must be disclosed. The amount of any
adjustments to the liability also must be disclosed.
Making Sure Accruals Are Not "Cushions"

.149 Sometimes, frequent reductions to restructuring liabilities may suggest that management has
provided a cushion by overstating the accrual. When reviewing management's accruals, you should be aware
of the kinds of charges that are allowed to be accrued for, pursuant to EITF Issue No. 94-3 and other relevant
accounting literature, as appropriate. For example, FASB Statement No. 5 refers to "reserves for general
contingencies." No accrual shall be made or disclosure required since general business risks do not meet the
conditions for an accrual as stated in paragraph 8 of FASB Statement No. 5.

Financial Statement Reporting and Disclosure Requirements—Common Errors
and Points to Remember
.150 Recent industry reviews indicate that certain deficiencies concerning the reporting and disclosure
requirements applicable to NPOs are more common than others. Based on the errors and deficiencies
identified, listed below are important points to remember concerning reporting and disclosure.
Balance Sheet and Statement of Financial Position

.151
•

One of the required totals (that is, assets, liabilities, and net assets by class and in total) is omitted. The
most commonly omitted total is unrestricted net assets, when that net asset category has been (as
permitted) subdivided into two or more components (for example, net investment in plant, boarddesignated endowment, and operating). See FASB Statement No. 117, paragraph 10, for guidance.

•

Dues receivable are reported as an asset when in fact a receivable under GAAP does not exist (for
example, if the organization books the entire next year's dues as receivable and deferred revenue
when the annual invoices are sent to members, or, in the case of organizations with staggered
membership years, on the first of the month for all members scheduled to renew that month). This
is true even if the organization factors down the amount by an estimated "non-renewal" percentage
based on historical renewal rates. Dues receivable should be reported only if there is an obligation
on the part of the member to pay for goods or services already received (this circumstance will be
rare since most membership organizations will not allow the privileges of membership until dues
are paid). See the definition of asset in FASB Statement of Concepts No. 6, paragraph 26: Part (c) of
the definition (the "all-events" test) is the part not met here.
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•

The initial recognition of unconditional promises to give should not be reported net of an allowance
for estimated uncollectible amounts. Promises to give should be reported at fair value, which is usually
the present value of the expected cash flows or, for promises expected to be collected in less than one year, the
net realizable value. For example, if a group of donors promise to give $100 in five years, but the
organization expects to receive only $70, and the present value of the $70 is $50, the initial asset and
revenue should be reported as $50, not $70 less $20, or $100 less $30 less $20. An allowance should
be reported only if there are subsequent decreases in the estimated collectible amount. See the Audit
and Accounting Guide Not-for-Profit Organizations (the Guide), paragraph 5.64, including exhibit 5.1, for
guidance. Disclosure of the $30 and the $20 should be made in a note; see example 2 in paragraph 5.81.

•

Fund-raising costs should not be reported as an asset or otherwise deferred. (This includes items such
as printed materials that would be considered inventoriable if held for sale.) See the Guide, paragraph
13.06, for guidance.

•

Unrestricted, but board-designated, amounts should not be reported in a restricted net asset class.
Board designations do not affect the unrestricted status of such amounts. Board designated amounts
may, however, be segregated and displayed separately within the unrestricted class (preferably only
in the net assets section of the balance sheet), if desired. (Amounts, which are temporarily restricted
by a donor, and which are also board designated, are temporarily restricted; instances will be rare
and are most often seen in universities.) See FASB Statement No. 117, paragraph 13, for guidance.

•

A debit (negative) balance should not be displayed in either the total or any sub-part (individual fund
or other component disclosed in a note) of the temporarily restricted net asset class. It is not possible
to release more restricted amounts than you started with. Any "overspending" of restricted net assets
should be charged to the unrestricted class, unless there is an unconditional pledge to cover the deficit,
in which case recording the pledge will cause the temporarily restricted class to show at least a
break-even balance.

•

A balance sheet is presented in which assets are classified (current/long term), but liabilities are not
so classified. See FASB Statement No. 117, paragraph 12b, for guidance.

Statement of Activities
. 152 Revenue. Based on the errors and deficiencies identified, listed below are important points to
remember concerning revenue reporting and disclosure requirements for the statement of activities.

•

Unrestricted—or temporarily restricted—investment return (including gains) from permanent en
dowments should not first be reported as a change in the permanently restricted class and then
transferred to another class. All income/gains should be reported directly in the class as stipulated
by a donor restriction, if any, on the income/gains. (If income from a fund is restricted, then gains
are also restricted, unless the donor has stipulated otherwise.) See FASB Statement No. 124, para
graphs 8 and 9 for guidance.

•

Revenues from exchange transactions (commonly referred to as earned income) should not be reported
as changes in restricted net assets. Only restricted contributions (and related investment income, gains,
and losses, if so stipulated by the donor) should be reported as changes in restricted net assets under the
concepts in FASB Statement No. 116, Accounting for Contributions Received and Contributions Made, and No.
117. Even revenue from exchange transactions with legal restrictions (for example, college dormitory fees
deposited directly in a sinking fund pursuant to a bond indenture; special member assessment by a
country club to build a new swimming pool) should be reported as changes in unrestricted net assets;
though reporting the required use either on a separate line or in the notes to the financial statements may
provide meaningful information to financial statement users. (Note that these examples are examples of
the rare cases where individual assets may be legally restricted, rather than the related net assets.) See
FASB Statement No. 116, Accounting for Contributions Received and Contributions Made, paragraph 14, and
FASB Statement No. 117, paragraph 20, for guidance.
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•

Contribution revenue related to pledges receivable should generally be reported as temporarily
restricted because of the implied time restriction, unless (a) the donor has stipulated that when
collected the gift is permanently restricted, in which case the revenue is initially recorded directly in
that class, or (b) the donor has explicitly indicated that the contribution is intended to support
activities of the current period. See FASB Statement No. 116, paragraph 15, and the Guide, paragraph
5.48, for guidance.

•

Revenue and related expenses, such as from a special fund-raising event, gift shop sales, and conferences,
should not be reported as a single net number (GAAP requires such amounts to be reported gross, with
the exception of investment management expenses, which may be netted against investment income).
The following is permitted as gross reporting, (which may be in the revenue section):
Gross proceeds of activity
(Less expenses of activity)
Net revenue from activity

NPOs have flexibility in terms of where on the statement of activity the above is reported. It may be
most meaningful to report it in the revenue section, unless expenses exceed the revenue, in which
case it may be more meaningful to report it in the expense section, with the expenses first. It is also
acceptable to present the revenue and expenses each in its own section. See FASB Statement No. 117,
paragraph 24, and the Guide, paragraphs 13.23-13.25, for guidance.
•

All gifts-in-kind should be reported (for example, free rent, services provided by another organiza
tion, and donated supplies). See FASB Statement No. 116, paragraphs 5 and 9, for guidance.

•

If contributed services of volunteers are not recognized, this should be for only one of two reasons:
The services do not meet the recognition criteria in FASB Statement No. 116, or there is truly no
reasonable way to assign a value to the services, which should be rare. Simply choosing not to report
them is unacceptable, as is claiming that no objective value is determinable when a reasonable
estimated value could be determined with a little effort and estimation. See FASB Statement No. 116,
paragraphs 5 and 9; APB Opinion 29, Accounting for Nonmonetary Transactions, paragraphs 20 and 25,
extrapolated to this item; FASB Statement of Concepts No. 6, paragraph 31; and FASB Statement No.
116, paragraph 5, for guidance.

.153 Expenses. Based on the errors and deficiencies identified, listed below are further important points
to remember concerning expense reporting and disclosure requirements for the statement of activities.

•

The organization aggregates categories of functional expenses that should be reported separately
(every organization should have at least one program, and will have management and general
expenses, even if the organization has only one program; many will also have fund-raising [or
membership development or both] expenses.) See FASB Statement No. 117, paragraph 26. Interest
and payments to affiliates should be allocated to the extent that it is practicable and reasonable to do
so. See the Guide, paragraph 13.40 and 13.58.

•

Total fund-raising expenses should be disclosed. If an organization asserts that it is not necessary to
disclose fund-raising expense because the amount is immaterial, auditors should consider the extent
of the attention that financial statement users often devote to this item in determining whether the
judgment of a reasonable person relying upon the financial statements would have been changed or
influenced by the inclusion or correction of the item. If fund-raising expenses are not disclosed and
contribution revenue is displayed, the authors believe that the auditor should insist that the organi
zation's accounting policy footnote state that, "immaterial amounts of fund-raising expenses are
included in [management and general] expense." See the Guide, paragraph 13.35, for guidance.

•

Depreciation and occupancy (operation and maintenance of plant, or similar captions) are not
functional expense categories and should be allocated to other functions (program, management,
fund-raising). If an organization insists on showing such expense categories as separate line items on
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the face of a functionalized income statement (strongly not recommended), some accountants believe
that this deficiency may be remedied by a footnote that discloses their functional allocation. (How
ever, other accountants believe that such footnote disclosure is not sufficient to meet the requirements
of FASB Statement No. 117.) See the Guide, paragraph 13.40, for guidance.
•

Advertising of the organization's program services for which fees are charged (for example, clinic,
concert, or museum exhibit) should be reported as a management and general expense, and not as
program expense. See the Guide, paragraph 13.34, for guidance.

•

Expenses should not be reported in either of the restricted classes of net assets. (All expenses should
be reported as decreases in unrestricted net assets per FASB Statement No. 117.) Losses may be
reported in any class. See FASB Statement No. 117, paragraph 20, for guidance.

.154 Reclassifications/transfers are—
•

Not permitted out of permanently restricted.

•

Not permitted into temporarily or permanently restricted (permitted only for the matching portion
of a restricted challenge [matching] gift/grant—see the Guide, paragraph 5.40, for guidance).

Exceptions to the above are:
•

Any reclassification is permitted as a correction of an error (prior-period adjustment); these will be
rare.

•

Any reclassification is permitted if a donor of a gift changes the nature of a restriction, in a year
subsequent to initial recording of the gift (the organization may wish to consult an attorney regarding
the legality of certain types of reclassification, for example, the placing of a restriction on a previously
unrestricted gift.)

Statement of Cash Flows

.155
•

Purchases and sales of long-term assets should not be netted (investments, property, plant, and
equipment) in the investing cash flows section of the statement. FASB Statement No. 95, Statement of
Cash Flows, requires such amounts to be reported gross. Also see FASB Statement No. 117, paragraph
149, for additional guidance.

•

Noncash items (for example, the amount of gain/loss on investments or other assets, increase in cash
surrender value of life insurance, and amounts related to the inception of a capital lease) should not
be included in the investing or financing sections of the statement. Only any underlying cash
transactions should be reported here. See FASB Statement No. 95, paragraph 7, for guidance.

•

Capital-type contributions (endowment gifts and gifts restricted for acquisition of property) should
be reported in the financing cash flows section, not the operating section. See FASB Statement No.
117, paragraph 30d, for guidance.

•

Amounts that have been board designated for some purpose should be reported in the operating
section when received, not as financing flows (such amounts are still unrestricted and must be
presented in the operating section when received).

•

Noncash financing and investing transactions should be disclosed, for example, receipt of donated
fixed assets and donated investment securities, and forgiveness of debt. The subsequent sale of
donated noncash assets is an investing activity. See FASB Statement No. 95, paragraph 32, as amended
by FASB Statement No. 117, paragraph 30g, for guidance.

•

If the indirect method is used, the required disclosures of interest paid and taxes paid will have to be
made outside the main part of the statement. See FASB Statement No. 95, paragraph 29, for guidance.
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Footnotes to the Financial Statements

.156
•

The accounting policies footnote (to a set of financial statements on which an auditor expects to give
an unqualified opinion) describes a policy being followed by the organization that is not in conformity
with GAAP (for example, reporting investment income or uncollectible receivables on the cash basis),
and the note should indicate that the departure does not have a material effect on the financial
statements (if it did have a material effect, the auditor would have to qualify the report). (Alterna
tively, if the amount involved is really insignificant, and the policy is not evident from other
information presented, do not describe the accounting policy at all.)

•

The financial statements should include all required disclosures about—
— Unconditional promises to give (pledges) receivable: present value discount, discount rate used,
allowance for uncollectible, maturity by years, and information about conditional pledges. See
FASB Statement No. 116, paragraphs 24 and 25; APB Opinion 21, Interest on Receivables and
Payables, paragraph 16, and the Guide, paragraphs 5.78 and 5.81, for guidance.

— Joint costs of multipurpose activities: types of activities involved, statement that such costs have
been allocated, total amount allocated, and the portion allocated to each function (encouraged
but not required: amount of joint costs for each kind of joint activity). See the Guide, paragraphs
13.54 and 13.55, and illustrations in chapter 13, appendix D, for guidance.
— Donated services of volunteers: nature and extent of contributed services received, description of the
activity(ies) involved, amount recognized (encouraged but not required: fair value of contributed
services received but not recognized). For services that are not recognized, the reason should be stated
(that is, do not meet criteria in FASB Statement No. 116, or no objective value can reasonably be
determined—see above). See the Guide, paragraphs 5.79 and 5.81, for guidance.
— Nature of restrictions on net assets. See FASB Statement No. 117, paragraph 14, for guidance.

Reducing GAAP Violations
.157 The practitioner can take a number of steps to help identify GAAP violations, including:

•

Requiring specific internal firm consultation with a not-for-profit specialist when an accounting issue
arises.

•

Expanding the coverage of technical accounting topics and not-for-profit specific requirements in
firm-sponsored training courses to ensure audit personnel understand the nuances of GAAP,
particularly those involving unique not-for-profit issues.

•

Ensuring that firm personnel understand the provisions of SAS No. 69, The Meaning of Present Fairly
in Conformity With Generally Accepted Accounting Principles (GAAP hierarchy).

Listing of Recent Auditing, Attestation, and Accounting Pronouncements7
New Auditing Standards

.158
•

SAS No. 92, Auditing Derivative Instruments, Hedging Activities, and Investments in Securities, helps
auditors plan and perform auditing procedures for financial statement assertions about derivative
instruments, hedging activities, and investments in securities. SAS No. 92 supersedes SAS No. 81,
Auditing Investments. A summary of this SAS can be found on the AICPA Web site at www.aicpa.org.

7 Readers should refer to the complete text of pronouncements to determine whether they are applicable in a particular situation.
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•

SAS No. 93, Omnibus Statement on Auditing Standards—2000, withdraws SAS No. 75, Engagements to
Apply Agreed-Upon Procedures to Specified Elements, Accounts, or Items of a Financial Statement; amends
SAS No. 58, Reports on Audited Financial Statements, to include an identification in the auditor's report
of the country of origin of the accounting principles used to prepare the financial statements and the
auditing standards that the auditor followed in performing the audit; and amends SAS No. 84,
Communications Between Predecessor and Successor Auditors, to clarify the definition of a predecessor
auditor. A summary of this SAS can be found on the AICPA Web site at www.aicpa.org.

•

SAS No. 94, The Effect of Information Technology on the Auditor's Consideration of Internal Control in a
Financial Statement Audit, amends SAS No. 55, Consideration of Internal Control in a Financial Statement
Audit, to provide guidance to auditor's about the effect of information technology on internal control
and on the auditor's understanding of internal control and assessment of control risk. A summary of
this SAS can be found on the AICPA Web site at www.aicpa.org.

New Attestation Standard
.159 SSAE No. 10, Attestation Standards: Revision and Recodification, was issued in January 2001 by the ASB.
SSAE No. 10 does the following: changes the title of AT section 100 from "Attestation Standards" to AT
section 101, "Attest Engagements," changes the definition of an attest engagement; revises the third general
standard to focus on the essential elements of criteria; enables true direct reporting on subject matter by
eliminating the requirement to make reference to the assertion in the practitioner's report; and provides
expanded guidance on the circumstances in which the use of attest reports should be restricted to specified
parties. A summary of this SAS can be found on the AICPA Web site at www.aicpa.org.
Help Desk—AICPA reSOURCE provides electronic access to AICPA Professional Standards,
Technical Practice Aids, and Audit and Accounting Guides, as well as to other AICPA audit and
accounting literature. AICPA reSOURCE CD-ROM provides access to this same literature
on CD-ROM. AICPA reSOURCE Online provides online access to AICPA audit and ac
counting literature. Both reSOURCE products are available by subscription, which can be
obtained through www.cpaweb.org. AICPA reSOURCE CD-ROM also may be obtained by
calling the AICPA Order Department (Member Satisfaction) at (888) 777-7077.

New Auditing Interpretations
.160 Auditing Interpretations are issued by the AITF of the ASB to provide timely guidance on the
application of ASB pronouncements. Interpretations are reviewed by the ASB but are not as authoritative as
ASB pronouncements. Nevertheless, a departure from an Interpretation may have to be justified if the quality
of a member's work is questioned. Interpretations become effective upon their publication in the Journal of
Accountancy.
.161 The new Interpretations listed below are available on the AICPA Web site at www.aicpa.org/members/
div/auditstd/announce/index.htm.
1. Interpretation No. 1, "The Meaning of the Term Misstatement" of SASNo. 47, Audit Riskand Materiality
in Conducting an Audit (AICPA, Professional Standards, vol. 1, AU sec. 9312.01-.04)
2. Interpretation No. 2, "Evaluating Differences in Estimates" of SAS No. 47, Audit Risk and Materiality
in Conducting an Audit (AICPA, Professional Standards, vol. 1, AU sec. 9312.05-.09)
3. Interpretation No. 3, "Quantitative Measures of Materiality in Evaluating Audit Findings" of SAS
No. 47, Audit Risk and Materiality in Conducting an Audit (AICPA, Professional Standards, vol. 1, AU
sec. 9312.10-.14)

4. Interpretation No. 4, "Considering the Qualitative Characteristics of Misstatements" of SAS No. 47,
Audit Risk and Materiality in Conducting an Audit (AICPA, Professional Standards, vol. 1, AU sec.
9312.15-.17)
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New FASB Pronouncements
.162
•

FASB Statement No. 138, Accounting for Certain Derivative Instruments and Certain Hedging Activities,
an amendment of FASB Statement No. 133

•

FASB Statement No. 139, Recission of FASB Statement No. 53 and Amendments to FASB Statements No.
63,89, and 121

•

FASB Statement No. 140, Accounting for Transfers and Servicing of Financial Assets and Extinguishments
of Liabilities, a replacement of FASB Statement No. 125

New AICPA Accounting and Auditing Statements of Position
.163

•

SOP 00-2, Accounting by Producers or Distributors of Films

•

SOP 00-3, Accounting by Insurance Enterprises for Demutualizations and Formations of Mutual Insurance
Holding Companies and for Certain Long-Duration Participating Contracts

•

SOP 01-1, Amendment to Scope of Statement of Position 95-2, Financial Reporting by Nonpublic
Investment Partnerships, to Include Commodity Pools

•

SOP 01-2, Accounting and Reporting by Health and Welfare Benefit Plans

On the Horizon
Certain FASB Exposure Drafts
Proposed Statement of Financial Accounting Standards and a Proposed Amendment to FASB
Concepts Statement 6

.164 In October 2000, an exposure draft of a proposed Statement, Accounting for Financial Instruments with
Characteristics of Liabilities, Equity, or Both, and a proposed amendment to Concepts Statement 6, Proposed
Amendment to FASB Concepts Statement No. 6 to Revise the Definition of Liabilities, were issued. The proposed
Statement provides guidance on classifying components of financial instruments as liabilities or equity.
.165 The proposed Statement would be effective for fiscal years beginning after June 15, 2002. Earlier
application would be permitted. Initial application of the proposed Statement would be as of the beginning
of an entity's fiscal year.
.166 The proposed amendment to Concepts Statement 6 reflects the Board's decision to revise the
definition of liabilities to include certain obligations that a reporting entity can or must settle by issuing its
equity shares.

Proposed Statement of Financial Accounting Standards on Business Combinations and
Intangible Assets
.167 In September 1999, the FASB issued an exposure draft of a proposed FASB Statement, Business
Combinations and Intangible Assets. This proposed Statement is divided into two parts. Part I addresses the
method of accounting for business combinations and amends APB Opinion 16, Business Combinations. Part
II addresses the accounting for intangible assets (including goodwill) whether acquired singly, in a group,
or as part of a business combination and supersedes APB Opinion 17, Intangible Assets. In January 2001, the
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FASB announced that issues about intangible assets acquired by NPOs would be included in a separate
project that addresses issues specific to the combination of NPOs.

.168 The FASB has decided to address issues specific to combinations of not-for-profit organizations as
a separate project, conducted concurrently with the main business combinations project. The FASB is taking
a differences-based approach. That is, guidance for not-for-profit organizations should differ from guidance
for for-profit organizations only in circumstances in which the nature of the transaction justifies different
accounting treatment. In addition, the FASB clarified the scope of part I of the proposed Statement, so that
all organizations that fall outside the definition of not-for-profit organization in FASB Statement No. 116 are
within the scope of this exposure draft, as is the acquisition of a not-for-profit organization by a business
enterprise.
Proposed Statement of Financial Accounting Standards on Consolidated Financial Statements

.169 In February 1999, the FASB issued an exposure draft of a proposed FASB Statement, Consolidated
Financial Statements: Purpose and Policy, a revision to an exposure draft issued in October 1995. This proposed
Statement would establish standards that specify when entities should be included in consolidated financial
statements. It would apply to business enterprises and not-for-profit organizations that control other entities
regardless of the legal form of the controlling and controlled entities. The proposed statement would—
•

Define control as the ability of an entity to direct the policies and management that guide the ongoing
activities of another entity so as to increase its benefits and limit its losses from that other entity's
activities. For purposes of consolidated financial statements, control involves decision-making ability
that is not shared with others.

•

Require that a controlling entity (parent) consolidate all entities that it controls (subsidiaries) unless
control is temporary at the time the entity becomes a subsidiary.

•

Preclude consolidation of a new subsidiary if a parent's control is temporary at the date that control
is obtained.

The proposed Statement would supersede the provisions of paragraphs 1 through 3 and 5 of Accounting
Research Bulletin (ARB) No. 51, Consolidated Financial Statements, as amended, and would amend ARB No.
51 to extend its provisions to not-for-profit organizations. The proposed statement would also supersede or
amend other accounting pronouncements.

.170 In the second quarter of 2001 the FASB had planned to issue both a final Statement and an additional
exposure draft addressing consolidation issues related to special purpose entities. The FASB determined that
there was not sufficient board member support to issue either of the documents in January 2001. After the
FASB's board membership changes on July 1,2001, the FASB staff is expected in the third quarter of 2001 to
present its assessment of the consolidation project to the FASB board.

Nonauthoritative AICPA Audit and Accounting Products and Services
What other AICPA publications and products can be
of value to auditors of not-for-profit organizations?
Industry Conference

.171 The AICPA will hold its Ninth Annual Not-for-Profit Organizations Industry Conference on June
14 to June 15, 2001 (with pre-conference workshops on June 13), in Washington, D.C. The conference is
designed for both practitioners and not-for-profit organization financial executives, and will provide
technical information for those decision makers. For further information, call the AICPA CPE Conference
Hotline at (888) 777-7077 or visit the AICPA Web site at www.aicpa.org.
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Accounting and Auditing Technical Hotline
.172 The AICPA Technical Hotline answers members' inquiries about accounting, auditing, attestation,
compilation, and review services. Call (888) 777-7077.

Ethics Hotline
.173 The AICPA Professional Ethics Team answers inquiries concerning independence and other behav
ioral issues related to the application of the AICPA Code of Professional Conduct. Call (888) 777-7077.

Continuing Professional Education Courses
.174 The AICPA offers many continuing professional education (CPE) courses related to NPOs, many
of them available for both group study and self-study. Among the available titles are the following:

•

Accounting and Reporting Practices of Nonprofit Organizations—Choices and Applications (Prod
uct No. 743267kk)

•

The AICPA Form 990 Nonprofits Workshop (Product No. 731051kk)

•

Compensation Issues in Not-for-Profit Organizations (Product No. 730726kk)

•

Advanced Accounting and Auditing Problems for NPOs (Product No. 730125kk)

•

Advanced Auditing of HUD-Assisted Projects (available in text Product No. 730185kk and CD-ROM
Product No. 738185kk)

•

Applying A-133 to Nonprofit and Governmental Organizations (Product No. 730195kk)

•

Applying Fraud SAS No. 82 in Governmental and Not-for-Profit Audits (Product No. 735135kk)

•

Audits of HUD-Assisted Projects (available in text Product No. 730290kk and video Product No.
1802190kk)

•

Compliance Auditing (Product No. 733451kk)

•

Managing Accounting, Budgeting and Tax Transactions for Nonprofits (Product No. 730335kk)

•

Managing Nonprofit Organizations Like a Business (Product No. 730340kk)

•

Nonprofit Accounting and Auditing Update (2000-2001 Edition) (available in text Product No.
732063kk and video Product No. 182054kk)

•

Nonprofit Auditing: Auditing Financial Results and Compliance Requirements (Product No. 737050kk)

•

Planned Giving: Strategies for Donor and Recipient (Product No. 732235kk)

•

Tax Mysteries of Private Foundations (Product No. 732240kk)

•

Solving Complex Single Audit Issues for Government and Nonprofit Organizations (available in text
Product No. 734403kk and video Product No. 184401kk)

•

Getting Started with Not-for-Profit Organization Tax Issues (Product No. 733801kk)

•

Tackling Tough Tax Topics in Nonprofit Organizations (Product No. 736761kk)

•

Using the AICPA Audit and Accounting Guide Not-for-Profit Organizations

•

Workpaper Preparation Techniques for Government and Nonprofit Organizations (available in text
Product No. 732628kk and video Product No. 182628kk)
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Yellow Book: Government Auditing Standards (available in text, Product No. 736108kk, and CDROM, Product No. 739100kk)

For more information about AICPA CPE courses, call the AICPA (Member Satisfaction) at (888) 777-7077 or
visit the AICPA Web site at www.aicpa.org.

Not-for-Profit Organizations Checklists
.175 The AICPA Accounting and Auditing Publications Team publishes Checklists and Illustrative Finan
cial Statements for Not-for-Profit Organizations (Product No. 008762KK), a nonauthoritative publication de
signed to help those preparing reports and financial statements of NPOs.

Practice Aids
.176 Financial Statement Presentation and Disclosure Practices for Not-for-Profit Organizations is a compre
hensive Practice Aid (Product No. 006605KK) that illustrates a wide variety of NPOs financial statement
formats and disclosures to assist auditors of NPOs.

.177 Auditing Recipients of Federal Awards: Practical Guidance for Applying OMB Circular A-133,
Audits of States, Local Governments, and Non-Profit Organizations, is a two-volume set (Product No.
008730kk) containing comprehensive analyses of the OMB's revisions to its Circulars for performing
single audits, numerous checklists, and illustrative examples, and an illustrative case study of the single
audit process.

Technical Practice Aids
.178 AICPA Technical Practice Aids includes questions received by the AICPA Technical Hotline on
various subjects and the responses to those questions. Sections 6140 and 6960 of Technical Practice Aids include
questions and answers specifically pertaining to NPOs. Technical Practice Aids is available both as a subscrip
tion service (Product No. G01013kk) and in paperback form (Product No. 005059kk).

Help Desk—AICPA publications can be obtained by calling the AICPA Order Department
(Member Satisfaction) at (888) 777-7077, or faxing a request to (800) 362-5066.

References for Additional Guidance
Federal Agencies—Administrative Regulations
.179 Most federal agencies issue general administrative regulations that apply to their programs.
Those regulations provide general rules on how to apply for grants and contracts, how grants are made,
the general conditions that apply to and the administrative responsibilities of grantees and contractors,
and the compliance procedures used by the various agencies. Those regulations are included in the Code
of Federal Regulations.

General Accounting Office
.180 GAO publications include those listed in this section. The GAO issues hundreds of reports and
testimony to the Congress each year on a variety of subjects, including accounting, budgeting, and financial
management. Now the full text of GAO products can be retrieved via the Internet. The GAO's Web site is
http://www.gao.gov. For information on how to access GAO reports or other documents on the Internet,
send an email message with information in the body to info@www.gao.gov. In addition, requests for copies
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of these publications can also be sent to the U.S. General Accounting Office, P.O. Box 37050, Washington,
DC 20013. Telephone: (202) 512-6000; fax: (202) 512-6061.

Government Auditing Standards, 1994 Revision as Amended

.181 These standards, also referred to as the Yellow Book, relate to audits—both financial and perform
ance—of governmental organizations, programs, activities, and functions, and of governmental funds
received by contractors, nonprofit organizations, and other nongovernmental organizations. The standards
incorporate the AICPA Statements on Auditing Standards for field work and reporting, and prescribe
additional standards to meet the more varied interests of governmental audit report users. The 1994 revision
and its amendments are for sale by the Superintendent of Documents, U.S. Government Printing Office
(GPO), Washington, DC 20401; telephone (202) 512-1800; fax (202) 512-2250; Stock No. 020-000-00-265-4. The
current codification of the standards that includes Amendment Nos. 1 and 2 also is available on the Yellow
Book section of the GAO Web site at www.gao.gov/govaud/ybk01.htm.
Interpretation of Continuing Education and Training Requirements—Government
Auditing Standards

.182 This establishes specific CPE requirements for auditors working on audits made in accordance with
those standards. This Interpretation guides audit organizations and individual auditors on implementing
the CPE requirements by answering the most frequently asked questions from the audit community. This
Interpretation is available on the Yellow Book section of the GAO Web site at www.gao.gov.
Office of Management and Budget

Circulars

.183 The OMB issues grants management circulars to establish uniform policies and rules to be observed
by federal agencies for the administration of federal grants. Federal agencies then adopt these circulars in
their regulations. The process for issuing grants management circulars includes due process with a notice of
any proposed changes in the Federal Register, a comment period, and careful consideration of all responses
before issuance of final circulars. Circulars and other documents relevant to audits of NPOs are as follows:
•

OMB Circular A-21 (Revised), Cost Principles for Educational Institutions

•

OMB Circular A-110 (Revised), Uniform Administrative Requirements for Grants and Agreements with
Institutions of Higher Education, Hospitals, and Other Non-Profit Organizations

•

OMB Circular A-122 (Revised), Cost Principles for Non-Profit Organizations

•

OMB Circular A-133 (Revised), Audits of States, Local Governments, and Non-Profit Organizations

For copies of circulars and bulletins, write or call the Office of Management and Budget, Publications Office,
725 17th Street Northwest, Washington, DC 20503; telephone (202) 395-3080, or check the OMB home page
at www.whitehouse.gov/OMB/grants.

OMB Circular A-133, Compliance Supplement

.184 The OMB Compliance Supplement sets forth the major federal compliance requirements that should
be considered in a single audit of states, local governments, and non-profit organizations that receive federal
assistance. It is appendix B to OMB Circular A-133, Audits of States, Local Governments, and Non-Profit
Organizations. The 2000 Compliance Supplement (and the preceding 1999 Compliance Supplement) can be found
on the OMB's Web site at the grants management address www.whitehouse.gov/OMB/grants. The 2000
Compliance Supplement also is available for sale from the Government Printing Office at telephone (202)
512-1800. The stock number is 041-001-00544-7.
AICPA Audit and Accounting Manual

AAM §8120.184

8420

Audit Risk Alerts

49

6-01

Other Guidance
.185 The Catalog of Federal Domestic Assistance (CFDA) is a government-wide compendium of federal
programs, projects, services, and activities that provide assistance or benefits to the American public. The
General Services Administration (GSA) is responsible for the dissemination of federal domestic assistance
information through the catalog and maintains the information database from which program information
is obtained. A searchable version of the CFDA is located at www.cfda.gov.

.186 Program information provided by the catalog includes authorizing legislation and audit require
ments. The GSA makes copies available to certain specified national, state, and local government offices.
Catalog staff may be contacted at (202) 708-5126. The catalog may be purchased from the GPO by calling
(202) 512-1800.
.187 Program information also is available on machine-readable magnetic tape, high-density floppy
diskettes, and CD-ROM. These may be purchased by contacting the Federal Domestic Assistance Catalog
Staff (MVS), General Services Administration, 300 7th Street, S.W., Suite 101, Washington, DC 20407;
telephone (202) 708-5126.

.188 Auditors should also be aware of the economic, regulatory, and professional developments that
may affect the audits they perform, as described in the AICPA general Audit Risk Alert—2000/2001 [AAM
section 8010], and AICPA Compilation and Review Alert—2000/2001 [AAM section 8015]. These Alerts may be
obtained by calling the AICPA Order Department (Member Satisfaction) at (888) 777-7077 or faxing a request
to (800) 362-5066. Obtaining product information and placing online orders can be done at
www.CPAweb.org. (The 2001/2002 version of these publications will be issued later in 2001).
.189 Copies of FASB publications referred to in this document may be obtained directly from the FASB
by calling the FASB Order Department at (800) 748-0659.
* * * *

.190 This Audit Risk Alert replaces Not-for-Profit Organizations Industry Developments—2000 [AAM
section 8120]. The Not-for-Profit Organizations Industry Developments [AAM section 8120] Audit Risk Alert is
published annually. As you encounter audit or industry issues that you believe warrant discussion in next
year's Alert, please feel free to share them with us. Any other comments that you have about the Alert would
be appreciated. You may e-mail these comments to lwest@aicpa.org or write to:

Lori A. West CPA
AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
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.191

Appendix
The Internet—An Auditor's Research Tool
If used properly, the Internet can be a valuable tool for auditors. Through the Internet, auditors can access a
wide variety of global business information. For example, information is available relating to industry
statistics, resources for NPOs and their finance professionals, professional news, state CPA society informa
tion, Internal Revenue Service information, software downloads, university research materials, currency
exchange rates, stock prices, annual reports, and legislative and regulatory initiatives. Not only are such
materials accessible from the computer, but they are available at any time, often free of charge.

A number of resources provide direct information, whereas others may simply point to information inside
and outside of the Internet. Auditors can use the Internet to—
•

Obtain audit and accounting research information.

•

Obtain texts, such as audit programs.

•

Discuss audit issues with peers.

•

Communicate with audit clients.

•

Obtain information from a client's Web site.

•

Obtain information on professional associations.

There are caveats to keep in mind when using the Internet. Reliability varies considerably. Some information
on the Internet has not been reviewed or checked for accuracy; caution is advised when accessing data from
unknown or questionable sources. Although a vast amount of information is available on the Internet, much
of it may be of little or no value to auditors. Accordingly, auditors should learn to use search engines
effectively to minimize the amount of time browsing through useless information. The Internet is best used
in tandem with other research tools, because it is unlikely that all desired research can be conducted solely
from Internet sources.

The following listing summarizes the various Web sites of many of the organizations referred to in this Audit
Risk Alert, as well as others that auditors of not-for-profit organizations may find useful.
Name of Site

Content

Internet Address

American Institute of CPAs

Information for CPAs on account http://www.aicpa.org
ing, auditing, industry activities,
the activities of the AICPA, and
other matters

Accountant's Home Page

Resources for accountants and fi http:/ /www.computercpa.com/
nancial and business professionals

Action Without Borders

Includes a directory of not-for- http://www.idealist.org
profit organizations and volun
teering resources, a newsletter on
not-for-profit organization issues,
and job postings

American Society of
Association Executives

Provides resources to assist asso http:/ /www.asaenet.org
ciation executives and individuals
from for-profit companies that
provide products and services to
the association community
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Internet Address

The Chronicle of Philanthropy

Articles from the Chronicle of Phi http:/ /philanthropy.com
lanthropy newspaper and links to
other sites

Council on Foundations

Includes research, publications, http:/ /www.cof.org
and other information of interest
to foundations and corporate
donors

CPAnet

Links to other Web sites of interest http://www.cpalinks.com/
to CPAs

Cybersolve

Online financial calculators, such http://www.cybersolve.com/
toolsl.html
as ratio and breakeven analysis

Department of Housing and
Urban Development:
Office of Inspector General
Real Estate Assessment Center

Information on programs, resour http://www.hud.gov/oig
ces, and other matters
http://www.hud.gov/offices/
reac

The Electronic Accountant

World Wide Web magazine that http://www.
features up-to-the minute news electronicaccountant.com
for accountants

Financial Accounting
Standards Board

Information on the activities of http:/ /www.fasb.org
this standard-setting body

FedWorld.Gov

U.S. Department of Commerce http:/ /www.fedworld.gov
sponsored site providing access to
government publications

Financial Systems Forum

Topics involving the improvement http:/ /www.fsforum.com
of financial systems by providing
information on methodologies,
service organizations, and ven
dors with a focus on applications
concerning accounts payable, ac
counts receivable, asset manage
ment, general ledger, and inventory

The Foundation Center

Information for not-for-profit or http: //www.fdncenter.org
ganizations, donors, and researchers

Giving USA

American Association of Fund- http: //www.aafrc.org
Raising Counsel sponsored site
providing information trends in
giving and sources of support

General Accounting Office

Policy and guidance materials, re http://www.gao.gov
ports on federal agency major rules

Guidestar

Information on not-for-profit or http:/ /www.guidestar.org
ganizations and resources for notfor-profit organizations and donors

Guide to WWW for
Research and Auditing

Basic instructions on how to use http: / /www.tetranet.net/users/
the Web as an auditing research gaostl/guide.htm
tool

Hoovers Online

Online information on various http: //www.hoovers.com
companies and industries
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Name of Site

Content

Internet Address

http://www.ignet.gov
http:/ /www.ignet.gov/pa/
mains.html

IGnet (the federal Inspectors
General site):
Main page
Single audit library

Provides information for OIGs

Independent Sector

A forum to encourage giving, vol http:/ /www.indepsec.org
unteering, not-for-profit initiative
and citizen action

Information for Tax-Exempt
Organizations (an IRS site)

A Treasury Department site pro http://www.irs.ustreas.gov/
viding information and answers prod/bus_info/eo
to frequently asked questions re
garding tax-exempt organizations

Internet Bulletin for CPAs

CPA tool for Internet sites, dis http: / /www.kentis.com/ib.html
cussion groups, and other
resources for CPAs

Internet Nonprofit Center

Includes the nonprofit locator, http://www.nonprofits.org
frequently asked questions, and
other information

Management Assistance
Program for Nonprofits

Includes the Nonprofit Manager's http://www.mapnp.org
Library and other resources

National Archives and
Records Administration

To search Code of Federal http: / /www.access.gpo.gov/
Regulations, Federal Register, and su_docs/index.html
Public Laws

National Association of College Provides information geared to http:/ /www.nacubo.org
and University Business Officers colleges and universities, includ
ing accounting tutorials on speci
fic situations encountered in
higher education accounting

The National Center for
Nonprofit Boards

Resources to help strengthen not- http:/ /www.ncnb.org
for-profit organization boards of
directors

The National Center for
Charitable Statistics

Provides statistics on revenue and http://urban.org
expenses of not-for-profit
organizations

National Charities
Information Bureau

Promotes giving and helps con http:/ /www.give.org
tributors obtain accurate informa
tion about charitable organizations

The Nonprofit Genie

Advice, links to other sites, pub http://www.genie.org
lications, and other information
on not-for-profit organization
management

The Nonprofit Resource Center

Information and links to other http:/ /www.not-for-profit.org
sites covering financial manage
ment, governance, legal, and other
matters

The Nonprofit Risk
Management Center

Provides information to help not- http://www.nonprofitrisk.org
for-profit organizations control
their risks
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Internet Address

The Nonprofit Times Online

Articles from the Nonprofit Times http://www.nptimes.com
newspaper and links to other sites

CompassPoint
Nonprofit Services

Workshops, consulting, publica http: / /www.supportcenter.org
tions, and other information and
resources of interest to managers
of not-for-profit organizations

Tax Analysts Online

Provides information on current http: / /www.tax.org
tax developments

U.S. Department of Education

Information on programs, http: / /www.ed.gov
resources, and other matters

U.S. Tax Code Online

A complete text of the U.S. Tax http://www.fourmilab.ch/
ustax/ustax.html
Code

U.S. Office of Management
and Budget

OMB information and literature

Vision Project

Information on the profession's http://www.cpavision.org/
horizon
Vision Project

http://www.whitehouse.gov/
OMB/

[The next page is 8461.]
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AAM Section 8130
High-Technology Industry
Developments—2000/01
In This Year's Alert . . .
•

What significant industry and economic events and conditions have occurred recently that are
relevant to the audits of high-technology entities?

•

Why is the going-concern issue important for the high-tech industry? What is the auditor's respon
sibility in addressing it?

•

How does the issue of inventory valuation affect auditors of high-technology clients?

•

What factors might indicate a misstatement of revenues and why are these issues of particular concern
to auditors of high-technology entities?

•

How will the increased use of e-business affect auditors of high-tech entities?

•

How does the trend toward merger and consolidation in the high-technology industry affect auditors
of high-technology entities?

•

What guidance is available for auditing derivative instruments?

•

What does the new SEC Staff Accounting Bulletin have to say about revenue recognition? What effect
will it have on financial statement preparation and audits for high-tech entities?

•

What are some of the EITF issues that may be relevant to high-tech entities?

•

Will repricing of employee stock options be a significant issue for high-tech entities this year? What
guidance has the FASB issued recently to clarify accounting for this type of transaction?

•

How can the rapid pace of technological development affect the valuation of long-lived assets? What
guidance is provided in FASB Statement No. 121 with respect to accounting for the impairment of
long-lived assets?

•

What new accounting pronouncements have been issued this year by the FASB?

•

What new auditing and attestation pronouncements have been issued this year?

•

What are some of the exposure drafts currently outstanding?

•

What other AICPA publications may be of value to my practice?

•

How can I order AICPA products? What other AICPA services may be of interest to me?

*

AICPA Audit and Accounting Manual

*

*

*
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Economic and Industry Developments
What significant industry and economic events and conditions have
occurred recently that are relevant to the audits of high-technology entities?
.01 The economy and the stock market have been dominated by the high-technology industry in the past
several years. The desire to enter this industry does not seem to be affected by strong competition and the
tragic experience of some of the new high-tech companies that ended up filing for bankruptcy. In 2000 we
did not see any slowdown in the rush of new start-ups, especially in the Internet sector.

.02 The pervasive impact of high technology on our overall economy has been dramatic. It is hard to
pick up a newspaper these days without reading something about the so-called new economy, which is made
up of all high-tech sectors. Discussions about the Internet, Web sites, portals, electronic commerce (ecommerce), electronic business (e-business), dot-com companies, and the like, abound. Analysts estimate
that over the past several years technology spending accounted for about 30 percent of the growth in the
gross domestic product (GDP). In addition to that, technology has helped to increase productivity, which in
turn has allowed our economy to grow at such a fast pace for so long without sparking inflation.
.03 Up until the beginning of this year, the market experienced one of its longest expansions and
record-setting price levels. It was mostly due to the high-tech sector. However, during the past six months,
stock prices of most of the high-tech companies declined, bringing the whole market down with them.

.04 It is difficult to find common ground on the precise definition of what constitutes a high-technology
entity. According to the American Electronics Association, the high-technology industry includes nine
subgroups of manufacturing: computers, consumer electronics, communications equipment, electrical com
ponents, semiconductors, defense electronics, industrial electronics, electromedical equipment, and photon
ics, and two subgroups of services—telecommunications services and software and computer services. For
the purposes of this Alert, we will use this definition. It is important to note the great diversity that exists
within the high-technology industry. These industry segments may be affected differently by the same
economic conditions, as discussed in the following sections.

Computers and Peripherals
.05 This year the demand for computers and computer parts remained very strong. Personal computer
(PC) analysts estimate a 17 percent growth in unit sales in 2000. This year's growth rate is a little bit lower
than the 22 percent increase in unit sales experienced by the industry in 1999. The year 1999 was an
outstanding one for the computer sector of the high-tech industry due largely to sales that were fueled by
Internet service rebates—buyers willing to sign up for long-term Internet service were offered significant
discounts on computers—and by the rush to upgrade equipment in anticipation of the year 2000 crisis.
However, this year was favorable to computer makers with respect to prices—they finally got a break from
steep, 30-percent-a-year price declines. Computer manufacturers were unwilling to lower prices because
they had higher costs resulting from component shortages, there was strong demand for computers, and
they just could not allow profit margins to shrink any further. Also, this year manufacturers moved away
from lower end products and instead focused on more profitable midtier and higher-end computers. This
shift resulted in a slight increase in average computer prices. Most computer makers experienced double
digit growth in revenues in the first two quarters. However, the third quarter was not as strong due to
lower-than-expected sales in Europe. Demand for computers in Europe was softened by a combination of
the following factors: the strong dollar, a weak euro, and a general economic slowdown. Should the European
economic decline continue, fourth-quarter sales are expected to grow at a slower rate than at the beginning
of the year and to be more in line with the third-quarter results.
.06 Short product life cycles are a fundamental characteristic of this sector of the industry. For example,
the life cycle of a desktop PC is thought to be two years or less, and it is estimated that up to 50 percent of
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profits for PCs and related products are now generated in the first three to six months of sales. As a result,
computer makers face the risk of inventory obsolescence. See the "Inventory Valuation" section of this Alert
for discussion of this issue.

.07 Computer manufacturers may enter into hedging transactions to protect themselves against fluctu
ating prices of the components used in the production of computers. As a result, computer manufacturers
may be affected by Financial Accounting Standards Board (FASB) Statement of Financial Accounting
Standards No. 133, Accounting for Derivative Instruments and Hedging Activities, because they might have
financial instruments that now should be accounted for as derivatives. See "Auditing Derivatives" section
of this Alert for more information on this topic.

Semiconductors
.08 Despite concerns by analysts and the press about a downturn in the chip business, this sector of
high-tech industry has performed well in 2000. In August of this year, North American-based manufacturers
of semiconductor equipment posted for the first time average monthly bookings of more than $3 billion with
a resulting book-to-bill ratio of 1.24. This ratio indicates that orders exceeded shipments for that month by
24 percent, proving once again that the market is still expanding. Analysts expect that revenues in the
aggregate will grow by 35 percent this year and 19 percent next year for semiconductor companies.
Manufacturers of semiconductors are currently experiencing such a severe capacity shortage that it is
expected that the industry will spend at least $50 billion on new manufacturing capacity this year. Intel alone
will spend $6 billion to add new equipment and plants. There are two primary reasons behind the capacity
shortage. First, up until last year the semiconductor sector was in a slump. Companies using chips exerted
pressure to obtain ever lower prices from chip suppliers, who in turn had to reduce their capital investment
to stay afloat. Second, demand for chips has exploded in the past year due to strong computer sales and
development of new products requiring chips. Computer sales are on the upswing and chip manufacturers
servicing traditional PC businesses are experiencing a healthy growth rate of 8 percent. At the same time,
chip makers are expanding their business to service such areas as telecommunications, data networking,
consumer electronics, and Internet access appliances. One of the most promising products is the flash
memory chip, which retains data even when the power is switched off. These chips are used in cell phones,
digital cameras, MP3 players, and personal digital assistants (PDAs). Their sales are expected to increase by
at least 110 percent this year. A number of chip manufacturers are boosting their capacity for flash memory
by converting plants that produced dynamic random access memory chips (DRAMs), which are still
experiencing declining prices. To be able to produce new products, chip makers are acquiring new equipment
and discarding the old. Rapid replacement of capital assets may trigger the need for reassessment of
depreciation lives of all assets. In addition, auditors of semiconductor entities may need to ensure that their
clients have appropriately considered the provisions of FASB Statement No. 121, Accounting for the Impairment
of Long-Lived Assets and for Long-Lived Assets to Be Disposed Of. See the "Impairment of Long-Lived Assets"
section of this Alert for further discussion of this topic.

.09 Another implication of the shifting needs of product manufacturers and end users is the potential
for rapid inventory obsolescence. New types of chips are continuously developed and older ones quickly
become obsolete. Product life cycles continue to decrease and communications protocols constantly change.
As a result, auditors may need to consider an increased level of risk associated with inventory valuations.
For a further discussion, see the section titled "Inventory Valuation" in this Audit Risk Alert.

.10 The semiconductor sector has great potential in the upcoming years. Both the U.S. House and Senate
passed a bill this year granting permanent normal trade relations to China. The bill is expected to take effect
early next year. The semiconductor industry stands to benefit from this bill immensely. Currently, the
semiconductor market in China is estimated at $8 billion a year and it is still growing. As a result of this bill,
tariffs on U.S. high-tech imports will be eliminated and the current import duties ranging from 10 percent
to 15 percent will be reduced to zero over the next three years.
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Electronic Products and Components
.11 The electronics industry is having an explosive year, so much so that it can not keep up with the
faster-than-expected demand. Electronics are the driving force in many consumer devices. Two basic components
of most electronic devices are capacitors and resistors. Both, costing just pennies, are in great demand. Many
consumer electronics hungry for such components are going to be difficult to locate this holiday season. The
industry's policy of just-in-time manufacturing, as well as the accelerated pace of new product introduction, may
have contributed to the current shortages. The high-risk nature of manufacturing has also halted the investment
in new production capacity. In the last downturn of 1996 to 1998, overinvestment led to overproduction, which
in turn resulted in falling prices and lower returns on new plants and equipment. As a result, manufacturers were
cautious to invest in new capacities this time around. The worldwide shortage of electronic parts may result in a
loss of sales opportunities now and well into the year 2001. The production lag could translate into unprecedented
market opportunities for some, while it may be a serious threat for the others, particularly those who lose
significant market share due to inability to fulfill sales orders. See the "Going-Concern Issue" section of this Alert
for a discussion of the audit implications of this topic.

.12 As the trend of technical innovation advances, many new applications are coming to fruition. For
example, auto manufacturers have replaced mechanical complexities with such electronics as antilock
brakes, traction control, Internet gadgetry, and previously unimaginable entertainment and navigation gear.
This could not have happened without research and development (R&D), which is a major expense for the
electronics industry. There is continuous pressure to develop and produce new products to maintain market
share in an environment where technology changes at a rapid pace. As an auditor you should ensure that
your client properly accounts for and discloses R&D costs in accordance with FASB Statement No. 2,
Accounting for Research and Development Costs.
.13 Consolidations in the electronics sector are on the rise, with a number of major deals taking place
during the year. The prediction is for more mergers to occur. As an auditor, you need to ensure that your
client's financial statements properly reflect these complex transactions. This issue is further discussed in the
"Business Combinations" section of this Alert.

Computer Software and Services
.14 This year can be characterized by strong demand for software products. There are several reasons
behind this trend.
.15 First, more and more tasks are being computerized. Computerization has moved beyond the
accounting and human resources functions. Now almost all business activity is being performed with the
help of computers. Certain functions that just several years ago were considered to be too personal to be
computerized are now being delegated to machines. The software sector has developed several revolutionary
products in the past couple of years that changed our view on computerization. For example, supply-chain
software made it possible to computerize the inventory management process. Software for customer
relationship management has enabled companies to automate various types of customer outreach programs.
And today's competitive environment, together with high expectations of investors work for the software
industry by making it a necessity rather than an option for businesses to acquire and use the most novice
applications. Businesses that are not using technology to its full extent are not going to be as efficient as their
technologically advanced competitors and may not be successful in cutting cost.
.16 Second, the Internet has created an unprecedented demand for new computer applications. In 2000,
the fear of year 2000 problems among the heads of technology departments was replaced by a desire to bring
their companies to the Internet. Businesses are using the Web to provide information and sell their products
to customers, to purchase supplies from their vendors, and to communicate with their employees. To do all
of that, they need to have proper applications and databases that can support those Web sites. This trend
resulted in rapid growth of a number of software companies.
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.17 Finally, shortage of qualified information technology personnel made some companies outsource
their computing to application service providers (ASP). So far ASPs have been targeting midsize businesses
but eventually they are hoping to win over the top corporations.
.18 It is impossible not to mention the Microsoft antitrust case when discussing developments in the
software sector. In twenty-five years, Microsoft had become the world's most valuable corporation and the
most powerful high-tech company. On June 8, 2000, in a landmark court case, U.S. District Judge Thomas
Penfield Jackson ordered the breakup of Microsoft Corporation and mandated broad restrictions on its
conduct until appeals ran their course.
.19 If the breakup is upheld on appeal, it will most likely result in greater competition and more
innovation, leading to a rise in the number of new enterprises formed and capitalized. The new enterprises,
in turn, may fuel competition in the software sector. However, there could be a downside to a breakup if a
proliferation of operating systems and greater diversity in applications result in increased incompatibility,
complexity, and instability. These results, in turn, may reduce efficiency and make it harder for businesses
to control transactions.
.20 The software sector will benefit greatly in the coming years from the bill passed this year granting
permanent normal trade relations to China (this bill is discussed in further detail in the "Semiconductors"
section of this Alert). It is estimated that 90 percent of the software used in China comes from the United
States. Most of it was pirated because tariffs made prices of U.S. software much higher than what was offered
by most competitors. Once tariffs ranging from 6 percent to 35 percent are eliminated, U.S. software makers
will be able to sell their products to China at competitive prices.

Internet Services
.21 At first, most businesspeople, including accountants, thought the only business use of the Internet
was for e-commerce, which is generally understood to mean online retail sales to consumers over the Internet,
for example, Amazon.com selling books online. But some companies quickly realized that the greatest
opportunities on the Internet were for business rather than consumer transactions. Before established stock
brokerage houses had realized it, Charles Schwab, E
*trade, and other online brokerage houses had taken
significant market share from them by offering online stock trading. The same phenomenon occurred for
airline tickets, as online travel Web sites made major inroads into business travel sales by travel agencies,
online classified employment advertising stole market share from newspapers, and industrial purchasing
and sales quickly moved to electronic marketplaces, to name just a few. Companies that make it all possible
by providing various services over the Internet make up the Internet sector of high-tech industry. Those
companies operate in an electronic world environment which is unique and challenging, and poses a number
of new demands on auditors. See the "Auditing in an Electronic Business Environment" section of this Alert
for a discussion of e-business and its implications on the audit process.

.22 On March 10, 2000, the Nasdaq and most Internet companies reached their all-time high market
values. Up until that date, Internet companies focused on growing the number of site visitors and increasing
their customer base and sales revenues. The ultimate goal was to become the Internet market share leader
in their respective industries. Prompting such lofty goals was the idea that if a company could become the
market share front-runner, then it could raise as much money as it needed from "angel" investors, venture
capitalists, and the public stock market itself. Many indeed did do this with record-breaking initial public
offerings (IPOs). Later in the spring of 2000, the market for dot-coms took an enormous downturn for a
variety of reasons. For example, auditors of two Internet companies, DrKoop.com and CDNow, qualified
their audit reports questioning the ability of these entities to meet their obligations as they came due and,
therefore, to be able to continue as going concerns. On April 14, 2000, the Wall Street Journal published an
article by Burton G. Malkiel entitled "Nasdaq: What Goes Up. . ." bringing out into the open what all
professional investors learned in business school but chose to ignore for Internet stocks, that "eventually
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every stock can only be worth the value of the cash flow it is able to earn for the benefit of investors." By this
point in time, many Internet sector analysts were saying that most of the dot-coms couldn't survive. Audited
financial statements of many Internet companies filed with the Securities and Exchange Commission (SEC)
indicated a history of continuously increasing losses with no positive cash flow in sight. The steep plunge in
market value of 25 percent to 50 percent for Internet market leaders and as much as 90 percent or more for
the rest of the dot-coms during the spring of 2000 is compelling evidence that the efficient market hypothesis
is still valid in its main premises, that investors are rational, markets are efficient, and price changes only
reflect new information. As a result of these developments, companies are likely to have difficulty raising
cash as investors are now taking a closer look at return on investment (ROI) and cost savings. In the meantime,
increasing sales, low operating margins, and excessive operating losses cannot fund continuing operations.
Auditors should consider whether clients that require additional equity investments in the next twelve
months to maintain operations have the ability to continue as a going concern. See the "Going-Concern Issue"
section of this Alert for further discussion of going-concern issue. In addition, purchase business combina
tions financed by equity securities before the spring market plunge may result in assets recorded at values
that, based on the current market's assessment of expected cash flows, may be impaired. See the "Impairment
of Long-Lived Assets" section of this Alert for further discussion.

In today's tight labor market, many Internet companies are in the position of being unable to increase
monetary compensation of their employees and having to resort to other methods to retain existing
employees and to attract new ones. As a result, they often use stock options as a part of their compensation
package. Due to declining stock prices Internet companies are more frequently being confronted with stock
compensation issues such as repricing (that is, reducing the exercise price of fixed stock option awards). As
an auditor of an Internet company, you should be aware that accounting for various changes to stock option
plans has changed as a result of FASB Interpretation No. 44, Accounting for Certain Transactions Involving Stock
Compensation—an interpretation of Accounting Principles Board (APB) Opinion No. 25, Accounting for Stock
Issued to Employees. We will discuss this issue in further detail in the "Repricing of Employee Stock Options"
section of this Alert.
.23

.24 Auditors should also consider the variety of unique accounting issues that may confront dot-com
companies. The "Improper Revenue Recognition" and "Revenue Recognition in Financial Statements—SEC Staff
Accounting Bulletin" sections of this Alert discuss some of the issues that are relevant to high-tech companies.

Another important development in the Internet industry this year is the judgment against MP3.com
and the ongoing case against Napster. Those Web sites allowed customers to download and exchange
copyrighted compact disks (CDs) for free. The record companies represented by the Recording Industry
Association of America sued those companies to protect their intellectual property. The significance of the
ruling against MP3 is that it indicates that the Wild West days of the Internet may be ending. According to
the presiding judge in the case, U.S. District Judge Jed Rakoff:
.25

Some of the evidence in the case strongly suggests that some companies operating in the
area of the Internet may have a misconception that, because their technology is somewhat
novel, they are somehow immune from the ordinary applications of laws of the United
States, including copyright law. They need to understand that the law's domain knows no
such limit.
.26 Although users, for now, can still obtain music for free, someone is paying for it—MP3. The MP3
case sets a precedent that businesses that participate in the distribution of copyrighted material are liable to
the owners of that material for compensation. Auditors should consider whether clients that are engaged in
similar e-business activities have sufficient contingent loss reserves and disclosures in the event they are
found liable for copyright infringement as MP3.com was.
.27 Napster also represents an important case for auditors. Regardless of whether Napster or the record
industry prevails in court, emerging technology calls into question the continued viability of businesses
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involved in the sale and distribution of CDs, digital video disks (DVDs), or e-books, whether through
traditional stores or over the Internet. Auditors should question whether there's a threat to a client's ability
to continue as a going concern because of market penetration and growth of emerging technologies that affect
the recoverability of capitalized assets.

.28 Among the prominent events in the Internet sector was the proposed merger between America
Online (AOL) and Time Warner. For more than twenty years, business analysts have predicted the conver
gence of television, communications, and computers. When AOL, the largest and most profitable Internet
company, announced its merger with Time Warner, the world's largest media company, that prediction came
closer to realization. One of the major reasons AOL proposed to acquire Time Warner was to gain access to
Time Warner's cable network after being denied access to AT&T's cable network, the largest cable system
operator. In addition to the 13 million cable subscribers Time Warner would bring to AOL are the 57 million
other subscribers from magazine subscriptions and Home Box Office. Not only would AOL acquire a huge
customer base, but it would also acquire established quality brands built over decades, such as Time, Fortune,
CNN, and Warner Brothers Pictures and Music. Currently, no other Internet or media company would have
as large an Internet and cable subscriber base with the quality and depth of content that the new AOL Time
Warner company will control.
.29 The AOL-Time Warner merger is about competition and control of access to the Internet. When
competition and access are controlled by few companies, the business models and viability of smaller and
medium-sized Internet audit clients may be threatened.

Telecommunications
.30 This year the telecom market underwent many changes. Last December the Federal Communication
Commission (FCC) granted Bell Atlantic permission to enter the long-distance market in New York state. In
June of 2000, SBC Communications won the approval of the FCC to offer long-distance service to customers
in Texas. Analysts expect all the Bells to obtain a few state approvals to provide long-distance service by the
end of this year. With the Regional Bell Operating Companies (RBOC) entering the long-distance market and
with long-distance providers offering local services, competition in the voice market is as strong as it has
ever been. Phone companies have been forced to lower their rates to retain and attract customers. The Internet
is also becoming an increased source of concern for the telephony sector because it represents an alternative
means of delivering voice services to customers. Voice over Internet Protocol (VoIP) allows consumers to
avoid charges of long-distance phone companies by breaking down sound into data packets and transmitting
it over the Internet. Some Internet companies are offering this service for free, hoping to earn revenue through
advertising. As a result of those developments, phone companies are looking into expanding their operations
into other sectors. The long-distance sector appears to be in more trouble than the local voice sector. The
long-distance sales grew in low single digits for the past year, while local sales experienced a more rapid
growth, in high single to low double digits. AT&T, for example, will be spinning off its consumer long
distance business. Some analysts believe that in several years long-distance will cease to exist as a separate
industry.
.31 Unlike telephony, the data and Internet services sector provides unlimited opportunity for growth.
Analysts predict that this year the volume of data traffic in the U.S. will surpass that of traditional voice traffic
and by 2001 it will be two and one-half times the volume of voice. Telecommunication companies are entering
such new areas as consulting, Web hosting, and media. They are building new networks and upgrading the
old ones to prepare themselves to compete in those new fields. Some companies saw mergers and acquisitions
as the easiest way to obtain access to the needed technology. This year we saw a lot of merger action in the
telecom market. The AOL-Time Warner merger tops the list. AT&T completed its purchase of MediaOne,
and GTE finally merged with Bell Atlantic, forming Verizon Communications, which recently announced
its plans to acquire OnePoint Communications Corp. Auditors of telecom companies involved in mergers
and acquisitions should ensure that their clients properly account for these complex transactions. See the
"Business Combinations" section of this Alert for further discussion of this topic.
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.32 Another important development in the telecom sector is so called "m-commerce" or mobile com
merce. Sometimes it is also referred to as "wireless networking." The basic premise behind it is the ability of
customers to access the Internet through their mobile phones. Analysts believe that in several years the
number of mobile phones with Web-browsing capability worldwide will exceed the number of PCs
connected to the Internet. Europe seems to be ahead of the United States in exploring the seemingly unlimited
possibilities offered by this technology. European customers are using their mobile phones to access e-mail,
check travel information, buy and sell securities, access local movie listings, obtain restaurant information,
maps, news, and weather reports, and so on. Shopping with the help of mobile phones is considered to be
the ultimate application for m-commerce. Unfortunately, at this point U.S. customers can do only very few
things with their wireless phones because m-commerce is still in an early stage of development. Web content
needs to be adjusted to fit small screens and graphics, which take a lot of memory, need to be modified or
replaced with something else. Hi-tech companies are working on technology that will allow the United States
to catch up with Europe and tap into the unlimited potential of m-commerce.

Cable
.33 The buzzword of the year in this telecom sector is broadband. Broadband is a means of transferring
huge volumes of data almost instantly to Internet users via cable pipe. The possibilities for new broadband
cable services are enormous. By the end of the year analysts estimate that about 3 million cable modems will
be in use in North America, up from just a few hundred thousand a few months ago. Broadband technology
offers Internet access that is more than 100 times faster than typical modems wired through cable or digital
subscriber line (DSL). Such high-speed access can cut the wait time for pages to load so that, in most cases,
the download seems to be instantaneous. Over the next several years as broadband use accelerates numerous
new applications are expected to become available. Live full-screen video with higher resolution than
conventional television will allow video conferencing and collaboration. Video on demand will also become
a reality as viewers will be able to select any television show or movie at any time. This feature will pose a
threat to conventional broadcasters, cable operators, and any business involved in the manufacture, distri
bution, and sale or rental of physical DVDs and video cassettes.
.34 However, opportunities offered to the cable sector by broadband may be hindered by new govern
mental regulations. While the world awaits a decision on the merger between America Online and Time
Warner, the degree of likelihood that Congress will regulate high-speed Internet access over cable wire
escalates. Cable companies have been successful at warding off attempts by Congress and the FCC to
mandate sharing their lines with competing Internet service providers. The merger approval may be
dependent on consenting to line sharing. This will increase the need for a national policy applicable to all
cable operators.
.35 The FCC is contemplating to what extent its involvement should be in requiring cable companies to
open up their networks to Internet service providers. It is reasonable to say that whatever the commissioners
decide, action will be taken in court by the unhappy party. Three decisions were made during the past year
by federal courts. In June, the Ninth Circuit Court of Appeals ruled that cable Internet service should be
viewed as a telecommunications service. The Fourth Circuit Court of Appeals ruled it should be treated as
a cable service. The Eleventh Circuit disagreed with both rulings. The only thing clear to promoters of open
access was that if it were to be imposed by regulators, it would have to come from the FCC.

.36 Currently, the cable sector is dominated by five large companies that account for 80 percent of the
U.S. market. This represents a major barrier for competition. In addition to that, before the FCC took action
in October 2000, telecommunication carriers routinely entered into exclusive contracts with building owners,
thereby precluding other service providers from accessing the building. Emerging carriers complained that
this practice stifled competition because building owners often preferred established providers to new and
unknown ones. The FCC has taken several actions to encourage competition and promote consumer choice.
One of these actions is to prohibit telecommunication carriers in the commercial environment from entering
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into exclusive contracts with building owners, including contracts restricting premise owners or their agents
from permitting access to other telecommunications service providers. Real estate groups are strongly
opposed to this regulation, calling it "forced access" to buildings. Major players in the cable sector are not
going to benefit from this ruling either because it fosters the growth and development of competition.
However, it is welcomed by small to medium-sized carriers. As an auditor of a cable company, you may
wish to consider the effect this regulation will have on your client.

.37 The look of the cable industry is changing. Larger companies continue to expand their territories at
the expense of smaller competitors through mergers and acquisitions. The "Business Combinations" section
of this Alert discusses points you need to consider as an auditor of a company that is involved in these
complex transactions.
Executive Summary—Economic and Industry Developments

• The high-technology industry continues to have a significant impact on the U.S. economy.
•

Rapid changes in technology continue to be a significant factor affecting inventory valuations, a
continuing area of concern for auditors of high-technology entities.

•

Demand for PCs remained strong this year and was accompanied by an increase in prices due to
a shift to more expensive models. Computer makers may be affected by FASB Statement No. 133.

• Manufacturers of semiconductors are expanding their capacity due to very strong demand. Chip
makers are constantly upgrading or replacing their equipment to be able to manufacture new
products, which triggers such accounting issues as the need to reassess depreciation lives.
•

To keep up with the competition, companies in the electronics industry need to spend heavily on
research and development. They are also faced with a capacity shortage, which may result in the
inability to fulfill sales orders.

•

The final decision in the Microsoft antitrust case will have a significant effect on the software sector.
Demand for software products and services remained strong.

•

Internet companies had a difficult year and many of them may end up with a "going concern"
paragraph in the audit opinion.

• There were a number of mergers in the telecommunications and cable sectors. This poses a threat
for small companies, which might not be able to survive the competition against the industry
giants.

Audit Issues and Developments
Going-Concern Issue
Why is the going-concern issue important for the high-tech industry?
What is the auditor's responsibility in addressing it?
.38 A number of high-tech industry sectors have experienced intense competition, recurring operating
losses, negative cash flows, and the inability to obtain debt or equity financing. These circumstances have
resulted in a high rate of business failure. And, despite the current favorable economic environment, the
Internet sector experienced a disproportionately high rate of bankruptcies this year. Accordingly, auditors
may identify conditions and events that, when considered in the aggregate, indicate that there could be
substantial doubt about a high-tech entity's ability to continue as a going concern. For example, such
conditions and events could include (1) negative trends such as recurring operating losses or working capital
deficiencies, (2) financial difficulties such as loan defaults or denial of trade credit from suppliers, (3) internal
matters such as substantial dependence on the success of a particular line of product, or (4) external matters
such as legal proceedings or loss of a principal supplier. In such circumstances auditors will have to consider
whether, based on such conditions and events, there is substantial doubt about the company's ability to
continue as a going concern.
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.39 Auditors should be aware of their responsibilities pursuant to Statement on Auditing Standards
(SAS) No. 59, The Auditor's Consideration of an Entity's Ability to Continue as a Going Concern (AICPA,
Professional Standards, vol. 1, AU sec. 341). SAS No. 59 provides guidance to auditors in conducting an audit
of financial statements in accordance with generally accepted auditing standards (GAAS) for evaluating
whether there is substantial doubt about a client's ability to continue as a going concern for a period not to
exceed one year from the date of the financial statements being audited.
.40 Continuation of an entity as a going concern is generally assumed in the absence of significant
information to the contrary. Information that significantly contradicts the going-concern assumption relates
to the entity's inability to continue to meet its obligations as they become due without substantial disposition
of assets outside the ordinary course of business, restructuring of debt, externally forced revisions of its
operations, or similar actions. SAS No. 59 does not require the auditor to design audit procedures solely to
identify conditions and events that, when considered in the aggregate, indicate there could be substantial
doubt about the entity's ability to continue as a going concern. The results of auditing procedures designed
and performed to achieve other audit objectives should be sufficient for that purpose.
.41 If the auditor believes there is substantial doubt about the entity's ability to continue as a going
concern, the auditor should consider whether it is likely that the adverse effects of the existing conditions
and events can be mitigated by management plans for a reasonable period of time and that those plans can
be effectively implemented. If the auditor obtains sufficient competent evidential matter to alleviate doubts
about going-concern issues for a reasonable period of time, then consideration should be given to the possible
effects on the financial statements and the adequacy of the related disclosures. If, however, after considering
identified conditions and events, along with management's plans, the auditor concludes that substantial
doubt about the entity's ability to continue as a going concern remains, the audit report should include an
explanatory paragraph to reflect that conclusion. In these circumstances, auditors should refer to the specific
guidance set forth under SAS No. 59.
.42 For those high-tech entities that are under bankruptcy reorganization pursuant to chapter 11 of the
Bankruptcy Code or emerging from it, the auditor should consider whether the company is following the
accounting guidance of Statement of Position (SOP) 90-7, Financial Reporting by Entities in Reorganization Under
the Bankruptcy Code. High-tech entities that filed for bankruptcy may have impairments that need to be
recorded prior to fresh-start accounting under SOP 90-7. The auditor should be aware that in November 1999
the SEC staff released Staff Accounting Bulletin (SAB) No. 100, Restructuring and Impairment Charges, which
affects accounting for impairments. SAB No. 100 can be found on the SEC Web site at www.sec.gov/rules/
acctreps/sabl00.htm.

Inventory Valuation
How does the issue of inventory valuation affect auditors of high-technology clients?

.43 The primary literature on inventory accounting is Accounting Research Bulletin (ARB) No. 43,
Restatement and Revision of Accounting Research Bulletins, chapters 3A and 4, which provide the following
summary:
Inventory shall be stated at the lower of cost or market except in certain exceptional cases when
it maybe stated above cost. Cost is defined as the sum of the applicable expenditures and charges
directly or indirectly incurred in bringing inventories to their existing condition and location.
Cost for inventory purposes may be determined under any one of several assumptions as to the
flow of cost factors (such as first-in, first-out; average; and last-in, first-out).

.44 Whether inventory is properly stated at lower of cost or market can be a very significant issue for
high-technology audit clients because of rapid changes that can occur in many areas, and the need for entities to
keep up with the newest technology. Examples of factors that may affect inventory pricing include the following:
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•

Changes in a products' design may have an adverse impact on the entity's older products, with older
products not as salable as the newer versions.

•

A competitor's introduction of a technologically advanced version of the product may decrease
salability of a client's products.

• Changes in the products promoted by the industry as a whole, such as a shift from analog to digital
technology, may affect salability.

•

Changes in foreign economies may result in such situations as slowdown of sales to that region or
lower-priced imports from that region.

• Changes in the technology to produce high-technology products can give competitors a selling-price
advantage.

•

Changes in regulations could affect the competitive environment.

•

The entity's own product changes may not be well researched due to the pressure to introduce new
products quickly, resulting in poor sales or high returns.

. 45 The highly competitive environment and the rapid advancement of technological factors contribute
to the common problem of rapid inventory obsolescence in the high-technology industry. As such, auditors
should consider whether the value at which inventories are carried is appropriate.
. 46 The auditor may look at many factors in determining the proper valuation of inventories. A few
examples of those factors that may be useful include the following:

•

Product sales trends and expected future demand

•

Sales forecasts prepared by management as compared with industry statistics

•

Anticipated technological advancements that could render existing inventories obsolete or that could
significantly reduce their value

• Inventory valuation ratios, such as gross profit ratios, inventory turnover, obsolescence reserves as
a percentage of inventory, and days' sales in inventory
•

New product lines planned by management and their effects on current inventory

•

New product announcements by competitors

•

Economic conditions in markets where the product is sold

•

Economic conditions in areas where competitive products are produced

•

Changes in the regulatory environment

•

Unusual or unexpected movements, or lack thereof, of certain raw materials for use in work-in
process inventory

•

Levels of product returns

•

Pricing trends for the type of products sold by the client

•

Changes in standards used by the industry

Also, the auditor may need to address many other issues, including the taking of physical inventories in
high-technology entities. The auditor should consider the guidance set forth in SAS No. 1, Codification of
Auditing Standards and Procedures (AICPA, Professional Standards, vol. 1, AU sec. 331, "Inventories"). Among
the issues for the auditor's consideration are the following:
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•

When dealing with some difficult types of inventory, such as chemicals used in processing, the
auditor may need to take samples for outside analysis. The work of a specialist may also be needed,
and the auditor should follow the guidance set forth in SAS No. 73, Using the Work of a Specialist
(AICPA, Professional Standards, vol. 1, AU sec. 336).

•

The extent to which raw materials have been converted to work-in-process will need to be determined
to assess the value of the work-in-process.

•

Indications of old or neglected materials or finished goods need to be considered in the valuation of
the inventory.

•

The client's inventory held by others will need to be considered, as well as field service inventories
for use in servicing the client's products.
Executive Summary—Inventory Valuation

•

Inventory valuation may be a significant issue for auditors of high-technology entities, primarily
due to the rapid rate of inventory obsolescence in this industry.

•

Auditors need to be alert to potential threats to the salability of inventory, such as changes in
technology or new competitors in the field with more advanced products.

•

Observing the physical inventory process may require use of specialists.

Improper Revenue Recognition
What factors might indicate a misstatement of revenues and why are these
issues of particular concern to auditors of high-technology entities?
.47 Business practices in the high-technology industry continue to evolve. Many transactions are cus
tomized based on specific customer needs, and contracts may contain unusual or complex terms (for
example, multi-element transactions and nonmonetary exchanges). Because a type of technology can often
be used in many ways in different types of products without incurring significant additional costs, a vendor
may fashion individual products and services for different clients. They can provide for extended payment
terms, the right to receive future products or services, cancellation options, rights of returns, rights of
exchange, acceptance clauses, free services, price protection, and so forth. In addition, even the standard sales
contract may have features that make revenue recognition less than straightforward, such as requiring
substantial continuing vendor involvement after delivery of merchandise (for example, software or hardware
sales requiring installation, debugging, extensive modifications, or other significant support commitments).
These types of issues make the determination of proper revenue recognition more difficult in the hightechnology industry than in many other industries.
.48 Additionally, technology is a high-profile industry, and a significant amount of business news
coverage is devoted to this industry. Changes in the share prices of the technology group of stocks are often
a matter of general business interest. The continuous scrutiny and the pressure to meet market expectations
are factors that may lead to additional concerns on the part of the auditor that there has been no material
misstatement of earnings. Also, failing to meet market expectations can have a significant effect on the value
of the company's stock and the value of employee stock options, which are often a significant portion of total
management compensation in high-technology entities.

. 49 Auditors of high-tech entities should be alert to the significant risks that may be associated with this
area. Auditors should of course consider whether routine revenue transactions have been properly accounted
for. However, greater levels of audit risk may more likely be associated with unusual, complex, or nonroutine
revenue transactions, especially those that occur at or near the end of a reporting period. Therefore, auditors
should have a sufficient understanding of the nature of the entity's business to be able to distinguish routine
transactions from those that are unusual or complex.
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. 50 The high-tech industry is extremely competitive. Industry players are using a variety of pricing
mechanisms and other product offerings in order to attract new customers and satisfy the existing ones in
an attempt to increase their market share. Therefore, it is not uncommon for high-tech entities to offer their
customers such terms and conditions that would be considered more than generous by the standards of any
other industry. The following is a brief discussion of some of the circumstances likely to exist in the high-tech
industry that might affect revenue recognition.
Side Agreements

. 51 Side agreements may be used to entice customers to accept delivery of goods and services. They often
remain either undocumented or documented in agreements separate from the main contract. When side
agreements exist, there is a greater risk that accounting personnel will not be aware of all of the terms of the
transaction, which may result in improper revenue recognition. In addition to that, side agreements may
create obligations or contingencies relating to financing arrangements or to product installation or customi
zation that may relieve the customer of some of the risks and rewards of ownership, thus affecting the timing
of revenue recognition.
. 52 Typically, very few individuals within an entity are aware of the use of side agreements. Although
side agreements may be difficult to discover, auditors should consider their possible existence. SAS No. 82,
Consideration of Fraud in a Financial Statement Audit (AICPA, Professional Standards, vol. 1, AU sec. 316), states
that "if there is a risk of material misstatement due to fraud that may involve or result in improper revenue
recognition, it may be appropriate to confirm with customers certain relevant contract terms and the absence
of side agreements—inasmuch as the appropriate accounting is often influenced by such terms or agree
ments. For example, acceptance criteria, delivery and payment terms and the absence of future or continuing
vendor obligations, the right to return the product, guaranteed resale amounts, and cancellation or refund
provisions often are relevant in the circumstances."

Price Protection Agreements
. 53 A price protection clause requires the seller to rebate or credit a portion of the sales price if the seller
subsequently reduces its price for a product and the purchaser still has rights with respect to that product.
The seller guarantees sales price by agreeing to (1) reacquire the equipment at a guaranteed price at specified
time periods as a means to facilitate its resale or (2) pay the purchaser for the deficiency, if any, between the
sales proceeds received for the equipment and guaranteed minimum resale value.
. 54 FASB's Emerging Issues Task Force (EITF) Issue No. 95-1, Revenue Recognition on Sales with a
Guaranteed Minimum Resale Value, provides guidance on accounting for price protection agreements. Accord
ing to this consensus position, the manufacturer (seller) is precluded from recognizing a sale of equipment
if the manufacturer guarantees the resale value of the equipment to the purchaser. Rather, the manufacturer
should account for the transaction as a lease, using the principles of lease accounting described in FASB
Statement No. 13, Accounting for Leases.
Bill and Hold Sales

. 55 It is not uncommon for high-technology companies to enter into bill and hold transactions. In a bill and
hold transaction, a customer agrees to purchase the goods but the seller retains physical possession until the
customer requests shipment to designated locations. Normally, such an arrangement does not qualify as a sale
because delivery has not occurred. Under certain conditions, however, when a buyer has made an absolute
purchase commitment and has assumed the risks and rewards of the purchased product but is unable to accept
delivery because of a compelling business reason, bill and hold sales may qualify for revenue recognition.
. 56 SAB No. 101, Revenue Recognition in Financial Statements, provides guidance for determining if a bill and
hold transaction can be recognized as a sale. Although SAB No. 101 is not binding on nonpublic companies,
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management and auditors of those companies may find it useful in analyzing bill and hold transactions. See
the "Revenue Recognition in Financial Statements—SEC Staff Accounting Bulletin" section of this Alert for
further discussion of SAB No. 101.
Rights of Return

. 57 It is common for high-technology manufacturers to provide their customers with rights of return.
FASB Statement No. 48, Revenue Recognition When Right of Return Exists, specifies how an entity should
account for sales of its products in which the buyer has a right to return the product. The Statement provides
a list of conditions, all of which must be met to recognize revenue from the transaction at the time of sale.
One of these conditions is that the amount of future returns can be reasonably estimated.

. 58 Paragraph 8 of FASB Statement No. 48 describes a number of factors that may impair (but not
necessarily preclude) the ability to make a reasonable estimate of the amount of future returns. Among the
factors that are most prevalent in the high-technology industry are the following:
•

The susceptibility of the product to significant external factors, such as technological obsolescence or
changes in demand

•

Absence of historical experience with similar types of sales of similar products, or inability to apply
such experience because of changing circumstances, for example, changes in the selling enterprise's
marketing policies or relationships with its customers

.59 When an entity is unable to reasonably estimate the amount of future returns, revenue recognition
should be postponed until the return privilege has substantially expired or until such time when the returns
can be reasonably estimated and all the other conditions listed in FASB Statement No. 48 have been met.

.60 Auditors of SEC registrants should also be familiar with guidance provided in SAB No. 101. The
SAB lists a number of factors, in addition to those provided in FASB Statement No. 48, that may affect
or preclude the ability to make reasonable and reliable estimates of product returns. See the "Revenue
Recognition in Financial Statements—SEC Staff Accounting Bulletin" section of this Alert for further
discussion of SAB No. 101.

"Solution Selling" and Bundled Sales
.61 Companies in some sectors of the high-tech industry are migrating toward providing total,
customized solutions and other bundled sales to their customers. Computer hardware manufacturers
may provide their customers with hardware and some or all of the following: software, peripherals,
installation, customization, and other services. Computer software companies may also provide their
customers with additional services such as consulting, system integration, and ongoing support. When
transactions contain multiple elements, it may be difficult to determine the amount and timing of the
related revenue recognition.

.62 When a revenue transaction involves both products and services, the individual elements of the
transaction should be separated and accounted for separately. According to SAB No. 101, if an arrangement
(i.e., outside the scope of SOP 81-1, Accounting for Performance of Construction-Type and Certain Production-Type
Contracts) requires the delivery or performance of multiple deliverables, or "elements," the delivery of an
individual element is considered not to have occurred if there are undelivered elements that are essential to
the functionality of the delivered element because the customer does not have the full use of the delivered
element. Services that are essential to the functionality of the product and/or involve significant production,
customization, or modification should be accounted for in conformity with ARB No. 45, Long-Term ConstructionType Contracts, using the relevant guidance in SOP 81-1. For services that do not qualify for contract
accounting, revenue generally is recognized ratably over the contractual period or as the services are
performed.
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.63 Software vendors that bundle their products with additional software and services should follow
guidance provided in SOP 97-2, Software Revenue Recognition. The SOP refers to these arrangements as
"multiple element arrangements" and requires software companies to allocate fees to each element of
the arrangement. The portion of the fee allocated to an element should be recognized as revenue when
all the revenue recognition criteria specified in this SOP have been met related to that element. The SOP
requires the use of vendor-specific objective evidence (VSOE) of fair value when allocating the fee to
various elements in a multiple element arrangement. When sufficient VSOE does not exist, then generally
all revenue from the arrangement should be deferred until the earlier of the point at which (1) such VSOE
does exist, or (2) all elements of the arrangement have been delivered. Auditors of software companies
should also be aware of a number of Technical Practice Aids issued by the AICPA providing guidance
on the application of SOP 97-2.
.64 EITF Issue No. 00-21, Accounting for Multiple-Element Revenue Arrangements, focuses on when and
how an arrangement should be divided into separate units of accounting. Auditors of high-tech
companies should pay close attention to EITF developments because the consensus on this issue is
expected to be reached soon.

Barter Transactions and Nonmonetary Exchanges
.65 Barter transactions and nonmonetary exchanges also may occur in the high-tech industry. For
example, Internet companies may exchange rights to place advertisements on each other's Web sites
or software company may accept shares of its customer's stock as payment for its products or
services. Auditors should be aware that transactions that do not involve an exchange of monetary
consideration have an increased risk of not being captured by the accounting system. In addition,
the accounting for barter transactions and nonmonetary exchanges may require the use of significant
accounting estimates.
.66 APB No. 29, Accounting for Nonmonetary Transactions, provides guidance on the accounting for
nonmonetary exchanges. According to the APB, in general accounting for nonmonetary transactions should
be based on the fair values of the assets (or services) involved. In the circumstances where there is not
sufficient evidence of fair value, which is common for newer companies, the transaction should be recorded
at the book value of the asset transferred from the enterprise.

.67 The auditors of high-tech companies should also be aware of guidance provided in EITF Issue No.
99-17, Accounting for Advertising Barter Transactions. According to the EITF, revenue and expense should be
recognized at fair value from an advertising barter transaction only if the fair value of the advertising
surrendered in the transaction is determinable based on the entity's own historical practice of receiving cash,
marketable securities, or other consideration that is readily convertible to a known amount of cash for similar
advertising from buyers unrelated to the counterparty on the barter transaction. If fair value of the advertising
surrendered cannot be determined, the barter transaction should be recorded based on the carrying amount
of the advertising surrendered, which likely will be zero.

Classification of Revenues and Costs
.68 Given the lack of profitability for certain high-technology entities, particularly Internet companies,
analysts and prospective investors may evaluate their performance based on revenues or gross margins. In
fact, for some of these companies, the amount of the operating loss may not be a consideration at all.
Accordingly, the classification of items within the income statement may take on greater significance than
might otherwise be the case. In such circumstances, auditors may need to place heightened scrutiny on
classification issues. SAB No. 101 and a number of recent EITF statements address the issues of income
statement classification. See the "Revenue Recognition in Financial Statements—SEC Staff Accounting
Bulletin" and "Recent EITF Issues Relevant to High-Technology Industry" sections of this Alert for further
discussion of this topic.

AICPA Audit and Accounting Manual

AAM §8130.68

8476

Audit Risk Alerts

48

1-01

Other Circumstances of Concern

.69 Also suspect are high volumes of revenues recognized in the last few weeks—or days—of a reporting
period. The following are examples of additional circumstances of concern to auditors regarding the issue
of recognition of revenue:
•

Partial shipments if the portion not shipped is a critical component of the product

•

Revenue transactions with related parties

•

Lack of involvement by the accounting or finance department in unusual or complex sales transactions

•

Sales in which evidence indicates the customer's obligation to pay for the merchandise depends on
the following:

— Receipt of financing from another party
— Resale to another party (such as sale to distributor or a consignment sale)

— Fulfillment by the seller of material unsatisfied conditions
— Final acceptance by the customer following an evaluation period
•

Existence of longer-than-usual payment terms or installment receivables

•

Sales terms that do not comply with the company's normal policies

•

Sales that require substantial continuing vendor involvement after delivery of merchandise (for
example, software sales requiring installation, debugging, extensive modifications, or other signifi
cant support commitments)

•

Shipments of merchandise to customers without proper authorization from the customer

•

Shipments of merchandise to company-owned warehouses

•

Pre-invoicing of goods in process or being assembled or invoicing before or in the absence of actual
shipment

Auditing Procedures

. 70 In auditing revenues, the auditor should design procedures to reduce the risk of misstatement of
revenues in the financial statements. The following are examples of such procedures.
. 71 Obtaining an understanding of the business. As mentioned earlier, it is important for the auditor to
understand the client's industry and business. This is of critical importance in the high-tech industry where rapidly
changing events may make obtaining this understanding a challenge. The understanding would include the kinds
of products and services sold and the client's and industry's customary terms over sales. The auditor also obtains
an understanding of the controls surrounding the shipment of goods and the recognition of revenue.
. 72 Assignment of personnel. Unusual or complex sales contracts may call for consideration by more
experienced audit personnel.
.73 Physical observation. In connection with the observation of inventories at the end of a reporting
period, auditors frequently obtain information pertaining to the final shipments of goods made during the
period. This information later is compared to the client's sales records to determine whether a proper cutoff
of sales occurred. Additional procedures include inspecting the shipping areas at the observation site and
making inquiries about whether goods in the shipping area will be included in inventory. If they are not to
be included in inventory, the auditor may need to obtain information about the nature of the goods and the
quantities and make additional inquiries of management. Auditors also might inspect the site to determine
whether any other inventory has been segregated.
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.74 Inquiry of relevant personnel. In many instances, particularly those involving unusual or complex
transactions, the auditor should consider making inquiries of marketing, inventory control personnel, and
other client personnel familiar with the transactions to gain an understanding of the nature of the transactions
and any special terms that may be associated with them. Inquiries of legal staff also may be appropriate. In
some circumstances, the auditor may wish to obtain written representations from such personnel.

.75 Analytical procedures. Well-planned and detailed analytical procedures used in planning the audit
and as substantive tests can identify situations that warrant additional consideration. Examples of these
procedures include monthly or weekly analyses of sales volume, comparison of sales volume to prior periods,
ratio of sales in the last month or week to total sales for the quarter or year, and the client's record of making
or exceeding budgeted sales amounts.
.76 Confirmations. Standard confirmation requests (confirming only the outstanding balance) alone do
not always provide sufficient evidence that only appropriate revenue transactions have been recorded.
Auditors should consider the need to confirm significant terms of contracts and whether to inquire about
the existence of oral or written contract modifications (side agreements).

.77 Reading and understanding the contracts. In many entities, the majority of sales are made pursuant to
standard terms and are not evidenced by other than the normal purchase orders and shipping documenta
tion. In addition to understanding the client's normal terms of sale, the auditor should read and understand
contracts related to those significant transactions that are unusual or complex. Auditors need to be careful
not to assume that all contracts are alike, and they need to consider substance and form of an arrangement.
In some entities, the majority of revenues are comprised of complex transactions evidenced by individual
contracts. In these circumstances, the need for the auditor to read and understand individual contract terms
may be increased. Auditors may wish to consider whether contracts that include only "as of" dating
presumptively provide evidence of the date on which such contracts were executed.
.78 Auditors of high-tech companies may find helpful the Audit Guide Auditing Revenue, which will contain
chapters titled "Auditing Revenue Transactions in the High Technology Manufacturing Industry" and "Auditing
Revenue Transactions in the Computer Software Industry" This Guide will be published in 2001.

Executive Summary—Improper Revenue Recognition

• Auditors are reminded of the significant risks that may be associated with revenue recognition in
the high-tech industry.
• Auditors should be alert for significant unusual or complex transactions, especially those that
occur at or near the end of a reporting period, along with a variety of other circumstances that
may raise concerns about improper revenue recognition.
•

Auditors should be alert to the possible existence of side agreements and price protection
agreements. They should also pay close attention to accounting treatment of bill and hold sales,
rights of returns, bundled sales, and barter transactions.

•

Auditors should consider the issue of revenue recognition with regard to its impact on
engagement planning, assignment of personnel, physical observation, inquiry of relevant
personnel, analytical procedures, confirmations, and reading and understanding contractual
arrangements.

Auditing in an Electronic Business Environment
How will the increased use of e-business affect auditors of high-tech entities?
.79 Before discussing the effect of e-business on the auditor, it may be helpful to provide a definition: The
term e-business means the transformations of key business processes through the use of Internet technologies.
E-business has a number of significant audit and accounting implications, including the following:

AICPA Audit and Accounting Manual

AAM §8130.79

8478

Audit Risk Alerts

48

1-01

•

In the not-too-distant past, investors demonstrated a great tolerance for dot-coms with limited
revenues and a lack of profitability. There seemed to be few misgivings on their part about providing
additional cash infusions to keep these entities solvent. The focus of the investment community was
on the future potential for earnings. In those circumstances it was appropriate for auditors to conclude
that the going-concern assumption was valid. However, the collapse of some prominent Internet
companies earlier in the year has ushered in greater skepticism on the part of investors. Given this
change in circumstances, auditors may have to reassess the going-concern assumption for some of
their dot-com clients in accordance with SAS No. 59. See the "Going-Concern Issue" section of this
Alert for further discussion.

•

In addition to performing the audit, some CPA firms may provide nonattest services to a high-tech client
involved in Internet transactions that will require consideration of independence issues. For example,
designing, implementing, or integrating information systems for your audit client may impair inde
pendence. In such circumstances, the auditor should consider Rule 101, Independence (AICPA, Professional
Standards, vol. 2, ET sec. 101). Auditors of publicly held entities should of course also consider SEC and,
where applicable, Independence Standards Board (ISB) independence standards.

•

The technological skills required to fully understand the operations of an e-business and the manner in
which business is transacted may be highly specialized. Having a sound understanding of these matters
may therefore present a formidable challenge to the uninitiated. This is further complicated by the rapid
change in technology, which may mean that you're chasing a moving target. Even though auditors are
likely to have the requisite skill set to address many of the issues that arise in an e-business environment,
some additional training may be required. In some cases, the use of a technology specialist may be
advisable. If the auditor decides to use the specialist, he or she should consider SAS No. 73.

•

E-business will result in the increased use of electronic data to transact business, and to record, update,
and maintain records. As a result, auditors of high-tech companies conducting business over the Internet
will be confronted with evaluating evidential matter that may exist only in electronic format. SAS No. 31,
Evidential Matter (AICPA, Professional Standards, vol. 1, AU sec. 326), as amended by SAS No. 80, points
out, among other matters, that certain electronic evidence may exist at a certain point in time but may not
be retrievable after a specified period of time if files are changed and if backup files do not exist. Therefore,
the auditor should consider the time during which information exists or is available in determining the
nature, timing, and extent of his or her substantive tests and, if applicable, tests of controls.

•

The auditor also may be more likely to see prepackaged or customized computer systems used by
Internet companies. In such circumstances, the auditor should evaluate management's consideration
of SOP 98-1, Accounting for the Costs of Computer Software Developed or Obtained for Internal Use.

•

The cost of developing a Web site is one of the key issues identified by the SEC staff. It is often one of the
largest costs for a company conducting business over the Internet. The SEC staff believes that a large
portion of these costs should be accounted for according to SOP 98-1. This year, FASB issued EITF Issue
No. 00-2, Accounting for Web Site Development Costs. The auditor should ensure that management
accounted for the costs of developing a Web site in accordance with the above-mentioned guidance.

•

Accounts receivable are a hot topic for the Internet sector because of the high incidence of fraud on
the Internet. Auditors should evaluate the collectibility of accounts receivable and the adequacy of
bad debt reserve.

•

Factors such as lack of a paper trail, possible poor controls, and unauthorized persons initiating
transactions may increase the potential for disputes. These in turn may lead to legal action for which
accrual and/or disclosure is required pursuant to FASB Statement No. 5, Accounting for Contingencies.
SAS No. 12, Inquiry of a Client's Lawyer Concerning Litigation, Claims, and Assessments (AICPA, Professional
Standards, vol. 1, AU sec. 337), provides guidance on the procedures an independent auditor should
consider for identifying litigation, claims, and assessments and for satisfying himself or herself as to the
financial accounting and reporting for such matters when performing an audit in accordance with GAAS.
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•

Changes in the way the client does business in the Internet environment of course need to be considered
by the auditor when planning the engagement. SAS No. 22, Planning and Supervision (AICPA, Professional
Standards, vol. 1, AU sec. 311), points out some of the important considerations that should be addressed
in the planning phase of the audit. Among those matters are the need for the auditor to obtain knowledge
about the entity's business, its operating characteristics, types of products and services, production,
distribution, and compensation methods, matters affecting the industry in which the client operates,
changes in technology, and other matters. Given the unique characteristics of e-business entities, a sound
understanding of these matters at the planning stage will be especially critical. Attention should also be
given to the planning considerations discussed in SAS No. 48, The Effects of Computer Processing on the
Audit of Financial Statements (AICPA, Professional Standards, vol. 1, AU sec. 311).

•

E-business may result in rapid changes in the way transactions are processed, possibly without
adequate consideration of the effect on internal control. SAS No. 55, Consideration of Internal Control
in a Financial Statement Audit (AICPA, Professional Standards, vol. 1, AU sec. 319), as amended by SAS
No. 78, Consideration of Internal Control in a Financial Statement Audit: An Amendment to SAS No. 55
(AICPA, Professional Standards, vol. 1, AU sec. 319), provides guidance on the auditor's consideration
of an entity's internal control in an audit of financial statements in accordance with GAAS.

•

SAS No. 82, Consideration of Fraud in a Financial Statement Audit (AICPA, Professional Standards, vol. 1,
AU sec. 316), suggests, among other matters, a number of fraud risk factors relating to misstatements
arising from fraudulent financial reporting. Some of these factors may be particularly relevant to
e-business entities. These fraud risk factors may include rapid changes in the industry, high vulner
ability to rapidly changing technology, significant pressure to obtain additional capital necessary to
stay competitive, a significant portion of management's compensation represented by stock options,
an inability to generate cash flows from operations, a high degree of competition, management
continuing to employ ineffective information technology staff, the threat of imminent bankruptcy,
and an excessive interest by management in maintaining or increasing the entity's stock price.

E-business is a new realm. Accordingly, accounting issues that arise are likely to be more problematic when
compared with "old economy" entities. Auditors should be particularly alert to the manner in which
management applies existing standards, and those recently developed, to this new business model. Given
that divergent practices may exist where generally accepted accounting principles (GAAP) is unclear or
nonexistent, careful consideration should be given to whether the accounting methods employed accurately
reflect the substance of the underlying transaction.

Help Desk—Look for the newly introduced Audit Risk Alert E-Business Industry Developments—
2000/01 [AAM section 8210] for comprehensive discussions of the considerations unique to the
e-business environment. See "Resource Central" later in this Alert for further information.
Executive Summary—Auditing in an Electronic Business Environment

•

Increasingly, auditors are faced with auditing in an environment where a significant amount of
business is transacted electronically.

•

E-business environments may have a significant impact on the audit process, including such
matters as internal control, audit evidence, using the work of a specialist, and independence.

•

The newly introduced Audit Risk Alert E-Business Industry Developments 2000/01 [AAM section
8210] takes a close look at the e-world and its implications to auditors.

Business Combinations
How does the trend toward merger and consolidation in the
high-technology industry affect auditors of high-technology entities?
.80 There has been significant merger activity in the high-technology industry recently, as entities
attempt to increase market share, gain access to new markets, or acquire the knowledge or the infrastructure
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to keep competitive. As a result, auditors of high-technology entities face a greater likelihood of dealing with
clients that were involved in a business combination in the last year and with clients facing an upcoming
business combination. The following is a discussion of some of the issues relating to business combinations
that the auditor may be facing.
.81 A business combination, according to APB Opinion 16, Business Combinations, occurs when a
corporation and one or more incorporated or unincorporated businesses are brought together into one
accounting entity. The single entity that results carries on the activities of the previously separate, inde
pendent enterprises. The auditing and accounting issues that arise out of corporate consolidations are
numerous and varied. Auditors should carefully consider the individual circumstances of the client to
identify those issues and to then develop an appropriate audit strategy. Some of the issues that should be
considered by auditors include the following.
•

Careful consideration should be given to management's accounting for the business combination to
ensure that all relevant generally accepted accounting principles have been considered, and for
publicly-held entities, all relevant SEC rules and regulations should be considered also. For example,
if the pooling-of-interests method has been used, have the specific criteria of APB Opinion 16 been
met?1 If not, has the purchase price been allocated to the assets (including identifiable intangibles)
and liabilities acquired with goodwill properly calculated in accordance with the purchase method
of accounting?1
2

•

If specialists have been used in asset or liability valuation, auditors relying on such information should
understand their responsibilities when using the work of a specialist, as set forth under SAS No. 73.

•

The question of the valuation and subsequent write-off of in-process research and development
has been an area of particular concern for the SEC, especially with respect to high-technology
companies. Accordingly, audit risk in this area may be especially acute for publicly held hightechnology entities. Auditors should be aware that in 2001, the AICPA is planning to publish the
Practice Aid titled Assets Acquired in a Purchase Business Combination to Be Used in Research and
Development Activities.

•

With consolidation comes dramatic change in the structure of an entity. In an effort to create greater
cost efficiencies in the consolidated entity, departments may be combined and duplicative functions
eliminated. Auditors should consider the impact of such changes on their client's internal control
when making the assessment of control risk. SAS No. 55, as amended by SAS No. 78, provides
guidance on the auditor's consideration of an entity's internal control in an audit of financial
statements in accordance with generally accepted auditing standards (GAAS).

•

Business combinations often result in the gain of a client for one auditor and a loss of a client for another.
Thus, in the current environment, auditors may be more likely to find themselves in the role of either a
predecessor or successor auditor. SAS No. 84, Communications Between Predecessor and Successor Auditors
(AICPA, Professional Standards, vol. 1, AU sec. 315), provides guidance on communications between
predecessor and successor auditors when a change of auditors is in process or has taken place.

•

Mergers and acquisitions may be effected in part through the use of debt financing. Auditors should
carefully evaluate the terms of the debt agreement to identify, among other things, whether there are

1 Auditors should be aware that currently the Financial Accounting Standards Board (FASB) is debating whether to eliminate pooling
as a method of accounting for mergers and acquisitions. If a final proposal passes by the end of 2000, it could take effect on January 1,
2001. All U.S. companies initiating business combinations after that date would have to use the purchase method to account for the
transaction.

2 Accountants, other than the continuing accountant, who, among other things, have been requested to provide advice on the
application of accounting principles to specified transactions, such as whether a proposed business combination is in compliance with
the pooling requirements of Accounting Principles Board (APB) Opinion No. 16, Business Combinations, and other related generally
accepted accounting principles (GAAP), should refer to the guidance set forth under Statement on Auditing Standards (SAS) No. 50,
Reports on the Application of Accounting Principles (AICPA, Professional Standards, vol. 1, AU sec. 625).
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any loan covenants, and if so, the terms. Auditors should evaluate compliance with restrictive
covenants and the implications of any loan covenant violations.
•

The acquisition of an entity by one party may mean that another party has disposed of a business segment.
Accordingly, auditors of the selling party should consider whether management has followed the
accounting and disclosure requirements of APB Opinion 30, Reporting the Results of Operations—Reporting
the Effects of Disposal of a Segment of a Business, and Extraordinary, Unusual and Infrequently Occurring Events
and Transactions. Audit risk may be significant for discontinued operations involving an extended
phase-out period. Auditors should give careful consideration to management's estimates when the
disposal date of the segment occurs after year end. SAS No. 57, Auditing Accounting Estimates (AICPA,
Professional Standards, vol. 1, AU sec. 342), provides guidance on obtaining and evaluating sufficient
competent evidential matter to support significant accounting estimates.

•

Subsequent to the business combination, auditors should consider whether management has pre
pared the financial statements of the combined entity in accordance with appropriate accounting
standards, including FASB Statement No. 94, Consolidation of All Majority-Owned Subsidiaries, and
ARB No. 51, Consolidated Financial Statements.

•

A business combination involving a public business enterprise may result in an operating segment
subject to the disclosure requirements of FASB Statement No. 131, Disclosures about Segments of an
Enterprise and Related Information. In such circumstances, auditors should consider the guidance set
forth under Auditing Interpretation No. 4, "Applying Auditing Procedures to Segment Disclosures
in Financial Statements," of SAS No. 31, Evidential Matter (AICPA, Professional Standards, vol. 1, AU
sec. 9326.22).
Executive Summary—Business Combinations

•

The ongoing consolidations of high-technology entities suggest that auditors are more likely to
face the numerous and varied issues relating to business combinations.

•

Auditors should carefully consider the individual circumstances of the client to identify the
auditing and accounting issues that arise out of corporate consolidations.

• Auditors should consider the possible auditing and accounting issues that might arise as a result
of a business combination, including the accounting methods used, effects on internal control,
predecessor and successor communications, and discontinued operations.

Auditing Derivatives
What guidance is available for auditing derivative instruments?
.82 The topic of derivatives takes center stage this year, from both the accounting and auditing perspec
tives. FASB Statement No. 133, Accounting for Derivative Instruments and Hedging Activities (as amended),
issued in June 1998, became effective for all fiscal quarters of all fiscal years beginning after June 15, 2000.
Many high-tech entities are likely to be affected by FASB Statement No. 133 because they might have financial
instruments that now should be accounted for as derivatives. In September of this year, the Auditing
Standards Board (ASB) issued SAS No. 92, Auditing Derivative Instruments, Hedging Activities, and Investments
in Securities (AICPA, Professional Standards, vol. 1, AU sec. 391). SAS No. 92, which will supersede SAS No.
81, Auditing Investments (AICPA, Professional Standards, vol. 1, AU sec. 332), is effective for audits of financial
statements for fiscal years ending on or after June 30,2001. Early application of the SAS is permitted.
Guidance for Auditors

.83 SAS No. 92 provides guidance for auditors in planning and performing auditing procedures for
financial statement assertions about derivative instruments, hedging activities, and investments in securities.
The guidance in the SAS applies to (1) derivative instruments, as defined by FASB Statement No. 133; (2)
hedging activities in which the entity designates a derivative or a nonderivative financial instrument as a
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hedge of exposure for which FASB Statement No. 133 permits hedge accounting; and (3) debt and equity
securities, as those terms are defined in FASB Statement No. 115, Accounting for Certain Investments in Debt
and Equity Securities. The matters addressed by SAS No. 92 include—

•

The need for special skills or knowledge. Auditors may need special skills or knowledge to plan and
perform procedures for certain assertions about derivatives and securities, such as the ability to
identify a derivative that is embedded in a contract or agreement.

•

Consideration of audit risk and materiality. SAS No. 92 offers examples of considerations that affect the
auditor's assessment of inherent risk (that is, the susceptibility of an assertion to a material misstate
ment, assuming there are no related controls) for assertions about derivatives or securities. Such
factors include the complexity of the features of the derivative or security and the entity's experience
with the derivative or security. The SAS also discusses control risk (that is, the risk that a material
misstatement that could occur in an assertion will not be prevented or detected on a timely basis by
an entity's internal control) assessment.

•

Designing substantive procedures based on risk assessment. Auditors assess inherent and control risk for
assertions about derivatives and securities to determine the nature, timing, and extent of the
substantive procedures to be performed. Substantive procedures for derivatives and securities
should address the five categories of assertions presented in SAS No. 31, Evidential Matter:
1.

Existence or occurrence—Existence assertions address whether the derivatives and securities
reported in the financial statements exist at the balance sheet date. Occurrence assertions address
whether derivatives and securities transactions reported in the financial statements (as a part of
earnings, other comprehensive income, or cash flows) occurred.

2.

Completeness—Completeness assertions address whether all of the entity's derivatives and secu
rities and the related transactions are reported in the financial statements.

3.

Rights and obligations—Assertions about rights and obligations address whether the entity has
the rights and obligations associated with derivatives and securities reported in the financial
statements.

4.

Valuation—Assertions about the valuation of derivatives and securities address whether the
amounts reported in the financial statements were determined in conformity with GAAP. GAAP
may require that a derivative or security be valued based on cost, the investee's financial results,
or fair value. Also, GAAP for securities may vary depending on the type of security, the nature
of the transaction, management's objectives related to the security, and the type of entity.

5.

Presentation and disclosure—Assertions about presentation and disclosure address whether the
classification, description, and disclosure of derivatives and securities in the entity's financial
statements are in conformity with GAAP.

SAS No. 92 also discusses hedging activities and management representation issues.

Audit Guide to Complement SAS No. 92
.8 4 An Audit Guide to complement the SAS has been developed by the ASB and will be available in
January 2001. The Guide provides practical guidance for implementing the SAS in all types of audit
engagements. The objective of the Guide is both to explain SAS No. 92 and to provide practical illustrations
through the use of case studies.

.8 5 The Guide will include an overview of derivatives and securities and the general accounting
considerations for them, as well as case studies that address topics such as the use of interest rate futures
contracts to hedge the forecasted issuance of debt, the use of put options to hedge available-for-sale securities,
separately accounting for a derivative embedded in a bond, the use of interest rate swaps to hedge existing
debt, the use of foreign-currency put options to hedge a forecasted sale denominated in a foreign currency,
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changing the classification of a security to held-to-maturity, control risk considerations when service
organizations provide securities services, inherent and control risk assessment, and designing substantive
procedures based on risk assessments.

Executive Summary—Auditing Derivatives

• The topic of derivatives takes center stage this year, from both the accounting and auditing
perspectives.
• Auditing guidance is available to auditors in the form of SAS No. 92, Auditing Derivative
Instruments, Hedging Activities, and Investments in Securities.
• Further, more detailed guidance will be available in a related ASB Audit Guide that has been
designed to complement the new SAS.

Accounting Issues and Developments
Revenue Recognition in Financial Statements—SEC Staff Accounting Bulletin
What does the new SEC Staff Accounting Bulletin have to say about revenue recognition?
What effect will it have on financial statement preparation and audits for high-tech entities?
.86 On December 3, 1999, the SEC staff released SAB No. 101, Revenue Recognition in Financial State
ments.3 This SAB addresses the application of GAAP to revenue recognition in financial statements. It applies
to entities subject to SEC regulations. Initially, SAB No. 101 was required to be applied no later than the first
fiscal quarter of the fiscal year beginning after December 15,1999. However, subsequently the effective date
was amended twice by SAB No. 101A and SAB No. 101B. The most recent effective date according to SAB
No. 101B is no later than the fourth fiscal quarter of the fiscal year beginning after December 15,1999.
. 87 The SAB lists and explains four critical criteria needed for revenue recognition. All of the following
criteria must be met for revenue to be recognized:
1. Persuasive evidence of an arrangement exists
2. Delivery has occurred or services have been rendered
3. The seller's price to the buyer is fixed or determinable

4. Collectibility is reasonably assured
The SAB addresses a number of revenue recognition topics. In this Alert we will discuss only those that are
most relevant to high-tech entities.

Factors Precluding Revenue Recognition Even If the Title Has Passed to the Buyer
.88 Many high-technology manufacturers use written contracts to document the terms of an arrange
ment, particularly when the arrangement is complex. In other situations, the manufacturing company may
use a purchase order from the customer to document its understanding with the customer. SAB No. 101
states that the presence of certain characteristics in a transaction precludes revenue recognition even if title
to the product has passed to the buyer. It is common for high-technology companies to provide sales
incentives that include some of these characteristics that preclude revenue recognition. According to SAB
No. 101, the presence of one or more of the following characteristics precludes revenue recognition even if
title to the product has passed to the buyer:
3 Staff Accounting Bulletins (SABs) are not rules or interpretations of the Securities and Exchange Commission (SEC); they represent
interpretations and practices followed by staff of the Office of the Chief Accountant and the Division of Corporation Finance in
administering the disclosure requirements of the federal securities laws.
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The buyer has the right to return the product and—

a.

The buyer does not pay the seller at the time of sale, and the buyer is not obligated to pay the
seller at a specified date or dates.

b.

The buyer does not pay the seller at the time of sale but rather is obligated to pay at a specified
date or dates, and the buyer's obligation to pay is contractually or implicitly excused until the
buyer resells the product or subsequently consumes or uses the product.

c.

The buyer's obligation to the seller would be changed (for example, the seller would forgive the
obligation or grant a refund) in the event of theft or physical destruction or damage of the product.

d.

The buyer acquiring the product for resale does not have economic substance apart from that
provided by the seller.

e.

The seller has significant obligations for future performance to directly bring about resale of the
product by the buyer.

2. The seller is required to repurchase the product (or a substantially identical product or processed
goods of which the product is a component) at specified prices that are not subject to change except
for fluctuations due to finance and holding costs, and the amounts to be paid by the seller will be
adjusted, as necessary, to cover substantially all fluctuations in costs incurred by the buyer in
purchasing and holding the product (including interest). The SEC staff believes that indicators of the
latter condition include any of the following:

a.

The seller provides interest-free or significantly below market financing to the buyer beyond the
seller's customary sales terms and until the products are resold.

b.

The seller pays interest costs on behalf of the buyer under a third-party financing arrangement.

c.

The seller has a practice of refunding (or intends to refund) a portion of the original sales price
representative of interest expense for the period from when the buyer paid the seller until the
buyer resells the product.

3. The transaction possesses the characteristics set forth in EITF Issue No. 95-1, Revenue Recognition on
Sales with a Guaranteed Minimum Resale Value, and does not qualify for sales-type lease accounting.

4. The product is delivered for demonstration purposes.

Bill and Hold Transactions
.8 9 As was mentioned before, it is not uncommon for high-tech entities to enter into bill and hold
transactions. SAB No. 101 set forth certain criteria that a bill and hold transaction of a public company should
meet in order to qualify for revenue recognition when delivery has not occurred. These include:
1.

The risks of ownership must have passed to the buyer;

2. The customer must have made a fixed commitment to purchase the goods, preferably in written
documentation;

3. The buyer, not the seller, must request that the transaction be on a bill and hold basis. The buyer must
have a substantial business purpose for ordering the goods on a bill and hold basis;
4. There must be a fixed schedule for delivery of the goods. The date for delivery must be reasonable
and must be consistent with the buyer's business purpose (for example, storage periods are custom
ary in the industry);

5. The seller must not have retained any specific performance obligations such that the earning process
is not complete;
6. The ordered goods must have been segregated from the seller's inventory and not be subject to being
used to fill other orders; and
7.

The equipment (product) must be complete and ready for shipment.

AAM §8130.89

Copyright © 2001, American Institute of Certified Public Accountants, Inc.

48

1-01

High-Technology Industry Developments—2000/01

8480-5

The SAB states that in applying the above criteria to a purported bill and hold sale, the individuals
responsible for the preparation and filing of financial statements also should consider the following factors:
1. The date by which the seller expects payment, and whether the seller has modified its normal billing
and credit terms for this buyer;

2. The seller's past experiences with and pattern of bill and hold transactions;

3. Whether the buyer has the expected risk of loss in the event of a decline in the market value of goods;
4. Whether the seller's custodial risks are insurable and insured;
5. Whether extended procedures are necessary in order to assure that there are no exceptions to the
buyer's commitment to accept and pay for the goods sold (i.e., that the business reasons for the bill
and hold have not introduced a contingency to the buyer's commitment).
Reliable Estimates of Product Returns

.90 As was mentioned before, high-tech companies often provide their customers with a right of return.
FASB Statement No. 48 provides guidance for revenue recognition when a right of return exists. Paragraph
8 of FASB Statement No. 48 lists a number of factors that may impair the ability to make a reasonable estimate
of product returns at the time of the sale, thereby preventing the seller from recognizing revenue. The
paragraph concludes by stating "other factors may preclude a reasonable estimate." The SAB identifies the
following additional factors, among others, that may affect or preclude the ability to make reasonable and
reliable estimates of product returns:

•

Significant increases in or excess levels of inventory in a distribution channel (sometimes referred to
as "channel stuffing")

•

Lack of "visibility" into or the inability to determine or observe the levels of inventory in a distribution
channel and the current level of sales to end users

•

Expected introductions of new products that may result in the technological obsolescence of and
larger than expected returns of current products

•

The significance of a particular distributor to the registrant's (or a reporting segment's) business, sales
and marketing

•

The newness of a product

•

The introduction of competitors' products with superior technology or greater expected market
acceptance, and other factors that affect market demand and changing trends in that demand for the
registrant's products.

Registrants and their auditors should carefully analyze all factors, including trends in historical data, that
may affect registrants' ability to make reasonable and reliable estimates of product returns.
Acceptance, Cancellation, and Termination Clauses

.91 It is not uncommon for a high-technology company to include acceptance, cancellation, or termina
tion clauses in its agreements with customers. According to SAB No. 101, if uncertainty exists about customer
acceptance after delivery of a product or performance of a service, revenue should not be recognized until
acceptance occurs or acceptance provisions lapse. With respect to cancellation or termination clauses, the
SEC staff believes that they may be indicative of a demonstration period or an otherwise incomplete
transaction. These contractual provisions raise questions about whether the sales price is fixed or determin
able. The sales price in arrangements that are cancelable by the customer are neither fixed nor determinable
until the cancellation privileges lapse. If the cancellation privileges expire ratably over a stated contractual
term, the sales price is considered to become determinable ratably over the stated term. Short-term rights of
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return, such as thirty-day money-back guarantees, and other customary rights to return products are not
considered to be cancellation privileges but should be accounted for in accordance with FASB Statement No. 48.
Side Agreements

.92 To entice customers to buy their products, high-tech companies often offer additional incentives that
effectively amend the master contract. These are called "side" agreements. The SAB states that registrants
should ensure that appropriate policies, procedures, and internal controls exist and are properly documented
so as to provide reasonable assurances that sales transactions, including those affected by side agreements,
are properly accounted for in accordance with GAAP and to ensure compliance with section 13 of the
Securities Exchange Act of 1934 (that is, the Foreign Corrupt Practices Act). Side agreements could include
cancellation, termination, or other provisions that affect revenue recognition. The existence of a subsequently
executed side agreement may be an indicator that the original agreement was not final and revenue
recognition was not appropriate.
Licensing Arrangements

.93 High-technology companies often derive a significant portion of their revenues from licensing their
products to customers. The SAB states that in those cases revenue should not be recognized until the license
term begins. Accordingly, if a licensed product or technology is physically delivered to the customer, but the
license term has not yet begun, revenue should not be recognized prior to inception of the license term. Upon
inception of the license term, revenue should be recognized in a manner consistent with the nature of the
transaction and the earnings process.

Income Statement Presentation—Gross Versus Net
.94 Before the advent of the "new economy," stock prices were generally determined by the company's
bottom line. In today's dot-com world, many Internet companies report net losses and yet are still doing very
well in the stock market. The stock price for those companies is often affected more by the size of their revenue
than by the size of their net income or loss. That is why it is extremely important to ensure that revenue is
properly stated. The SAB gives an example of a company that operates an Internet site from which it sells
products of another company. Customers place their orders for the product by making a product selection
directly from the Internet site and providing a credit card number for the payment. The company operating
the Internet site receives the order and authorization from the credit card company and passes the order on
to the company whose product it sells so that it can ship the product directly to the customer. The company
operating the Internet site does not take title to the product and has no risk of loss or other responsibility for
the product. The company whose product is sold is responsible for all product returns, defects, and disputed
credit card charges. In the event a credit card transaction is rejected, the company operating the Internet site
loses only its margin on the sale. In this situation, it is the SEC staff's view that the company operating the
Internet site should report the revenue from the product on a net basis.
.95 In assessing whether revenue should be reported gross with separate display of cost of sales to arrive
at gross profit or on a net basis, the SEC staff considers whether the registrant—
1. Acts as principal in the transaction.
2. Takes title to the products.
3. Has risks and rewards of ownership, such as the risk of loss for collection, delivery, or returns.

4. Acts as an agent or broker (including performing services, in substance, as an agent or broker) with
compensation on a commission or fee basis.
If the company performs as an agent or broker without assuming the risks and rewards of ownership of the
goods, sales should be reported on a net basis.
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.96 EITF Issue No. 99-19, Reporting Revenue Gross as a Principal versus Net as an Agent, provides additional
guidance in determining whether to recognize revenue on a gross or net basis. It lists a number of factors
that should be considered when making this decision. See the "Recent EITF Issues Relevant to HighTechnology Industry" section of this Alert for a complete listing of EITF issues that might be relevant for
high-tech industry.
Conclusion

.97 As auditor of an SEC registrant you should ensure that management has properly applied the
accounting and disclosure requirements described in SAB No. 101. The SEC staff will not object if registrants
that have not applied this accounting in the past do not restate prior financial statements, provided they
report a change in accounting principle in accordance with APB Opinion 20, Accounting Changes. However,
registrants that have not previously complied with GAAP should apply the guidance in APB Opinion 20 for
the correction of an error.
.98 Auditors might find helpful guidance recently issued by SEC staff on implementation of SAB No.
101. This guidance, in the form of a Frequently Asked Questions (FAQ) document, is available on the SEC's
Web site at www.sec.gov/offices/account/sabl01fq.htm.
.99 Auditors need to be aware that in this Alert we discussed only those issues that are most likely
to affect high-tech entities. The SAB and FAQ discuss other topics that might be relevant to high-tech
industry.

.100 There are numerous issues on EITF's agenda dealing with revenue recognition. Auditors should be
aware of final consensuses reached to ensure that, where applicable, their clients have properly applied these
standards. See the "Recent EITF Issues Relevant to High-Technology Industry" section of this Alert for a
complete listing of EITF issues that might be relevant for high-tech industry.
Help Desk—This section presents only a summary of items from SAB No. 101 that are most
likely to affect high-tech entities. Readers of this Alert are strongly encouraged to refer to
the full text of SAB No.101, which can be viewed at the SEC Web site at www.sec.gov/rules/
acctreps/sablOl.htm.

Executive Summary—Revenue Recognition in Financial Statements
—SEC Staff Accounting Bulletin

•

SAB No. 101 lists four critical criteria needed for revenue recognition.

•

The SAB lists factors precluding revenue recognition even if the title has passed to the buyer.

• The SAB addresses bill and hold transactions by setting forth the criteria to be met to recognize
revenue when delivery has not occurred.
• The SAB list factors that may affect or preclude the ability to make reasonable and reliable
estimates of product returns.
• The SAB discusses acceptance, cancellation, and termination clauses. It also addresses the issue
of side agreements and licensing arrangements.
• The SAB discusses issues related to income statement presentation of revenue. It lists factors that
should be considered when deciding whether revenue should be recognized on a gross or net
basis. Additional guidance on this topic is provided in EITF Issue No. 99-19.
• Auditors might find helpful guidance, in the form of a FAQ document, recently issued by SEC
staff on implementation of SAB No. 101. It can be found on the SEC's Web site.
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Recent EITF Issues Relevant to the High-Technology Industry
What are some of the EITF issues that may be relevant to high-tech entities?
.101 Auditors of high-tech companies should pay close attention to EITF issues because in the past several
years the EITF addressed a number of topics relevant to that industry. The application of EITF consensuses
(category c of the GAAP hierarchy) effective after March 15, 1992, is mandatory under SAS No. 69, The
Meaning of Present Fairly in Conformity With Generally Accepted Accounting Principles in the Independent
Auditor's Report (AICPA, Professional Standards, vol. 1, AU sec. 411). Any EITF consensus issued before March
16,1992, becomes effective in the hierarchy for initial application of an accounting principle after March 15,
1993. The following is a summary of EITF issues discussed in the past two years that are relevant to high-tech
industry.4
• EITF Issue No. 99-16, Accounting for Transactions with Elements of Research and Development Arrange
ments. Consensus was reached.
• EITF Issue No. 99-17, Accounting for Advertising Barter Transactions. Consensus was reached.
• EITF Issue No. 99-19, Reporting Revenue Gross as a Principal versus Net as an Agent. Consensus was
reached.

•

EITF Issue No. 00-2, Accounting for Web Site Development Costs. Consensuses were reached.

• EITF Issue No. 00-3, Application of AICPA Statement of Position 97-2 to Arrangements That Include the
Right to Use Software Stored on Another Entity's Hardware. Consensuses were reached.

• EITF Issue No. 00-8, Accounting by a Grantee for an Equity Instrument to Be Received in Conjunction with
Providing Goods or Services. Consensus was reached.
•

EITF Issue No. 00-10, Accounting for Shipping and Handling Fees and Costs. Consensuses were reached.

•

EITF Issue No. 00-14, Accounting for Certain Sales Incentives. Consensuses were reached.

• EITF Issue No. 00-20, Accounting for Costs Incurred to Acquire or Originate Information for Database
Content and Other Collections of Information. Originally discussed September 20-21, 2000. Further
discussion is planned.
• EITF Issue No. 00-21, Accounting for Multiple-Element Revenue Arrangements. Originally discussed
July 19-20, 2000. Further discussion is planned.
• EITF Issue No. 00-22, Accounting for "Points" and Certain Other Time-Based or Volume-Based Sales
Incentive Offers, and Offers for Free Products or Services to Be Delivered in the Future. Originally discussed
September 20-21,2000. Further discussion is planned.
• EITF Issue No. 00-23, Issues Related to the Accounting for Stock Compensation under APB Opinion No. 25
and FASB Interpretation No. 44. Originally discussed September 20-21,2000. Consensuses reached on
certain issues. Further discussion is planned.

• EITF Issue No. 00-24, Revenue Recognition: Sales Arrangements That Include Specified-Price Trade-in
Rights. Originally discussed September 20-21, 2000. Further discussion is planned.
•

EITF Issue No. 00-25, Accounting for Consideration from a Vendor to a Retailer in Connection with the
Purchase or Promotion of the Vendor's Products. Originally discussed September 20-21, 2000. Further
discussion is planned.

4 This summary reflects information contained in the minutes to the September 2000 Emerging Issues Task Force (EITF) meeting.
Look to the EITF Abstracts for final language. The Abstracts can be ordered directly from the FASB (www.fasb.org).
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Repricing of Employee Stock Options
Will repricing of employee stock options be a significant issue for high-tech entities this year?
What guidance has the FASB issued recently to clarify accounting for this type of transaction?
.102 As we mentioned in the "Economic and Industry Developments" section, high-tech entities may
choose to reduce the exercise price of fixed stock option awards (this practice is commonly referred to as
repricing) due to tumbling stock prices. In today's job market, where intense competition for employees exists,
stock options often play a significant role in attracting and retaining talented people. Declines in stock prices
can often reduce the value of stock options or render some of them worthless. In these cases companies often
reprice the options close to current market value so that they remain an incentive for employees.
.103 In March 2000, FASB issued Interpretation No. 44, Accounting for Certain Transactions Involving Stock
Compensation (an interpretation of APB Opinion 25). The Interpretation does not amend APB Opinion 25 but
instead clarifies some of the issues addressed in it. In this Alert we will discuss only the guidance provided
in FASB Interpretation No. 44 with respect to accounting for repricing because this topic is the one most likely
to be relevant to high-tech entities this year.

.104 Before the issuance of this Interpretation, repricing was basically "free"—that is, it did not affect
net income. With this new guidance, however, repricing most likely will have a negative impact on the
bottom line. According to this Interpretation, if the exercise price of a fixed stock option award is reduced,
the award shall be accounted for as variable from the date of the modification to the date the award is
exercised, is forfeited, or expires unexercised. Subsequent to modification, additional compensation cost is
calculated as the intrinsic value of the modified (or variable) award to the extent that it exceeds the lesser
of the intrinsic value of the original award (1) at the original measurement date or (2) immediately prior
to the modification. The remaining unrecognized original intrinsic value, if any, plus any additional
compensation cost measured as described above shall be recognized over the remaining vesting (service)
period, if any. If the modified award is fully vested at the date of the modification, any additional
compensation cost to be recognized shall be recognized immediately. Also, under variable accounting,
compensation cost shall be adjusted for increases or decreases in the intrinsic value of the modified award
in subsequent periods until that award is exercised, is forfeited, or expires unexercised. However, compen
sation cost shall not be adjusted below the intrinsic value (if any) of the modified stock option or award at
the original measurement date unless that award is forfeited because the employee fails to fulfill an
obligation.
.105 The effective date of FASB Interpretation No. 44 is July 1, 2000. However, modifications to fixed
stock option awards that directly or indirectly reduce the exercise price of an award apply to modifications
made after December 15, 1998. The effects of applying this Interpretation shall be recognized only on a
prospective basis. Accordingly, no adjustments shall be made on initial application of this Interpretation to
financial statements for periods prior to July 1, 2000. Additional compensation cost measured on initial
application of this Interpretation that is attributable to periods prior to July 1, 2000, shall not be
recognized.
.106 Auditors should ensure that management of their high-tech clients properly account for repricing
of their stock option awards. Auditors also should be alert to the potential effect that this Interpretation may
have on internal control. SAS No. 55 identifies new accounting pronouncements as one of the circumstances
that may increase risk relevant to the preparation of the financial statements.
Help Desk—This section presents only one aspect of FASB Interpretation No. 44 that is most
likely to affect high-tech entities. Readers of this Alert are strongly encouraged to refer to
the full text of FASB Interpretation No. 44, which can be found in the most recent edition of
FASB Original Pronouncements, volume 3. See the FASB Web site at www.rutgers.edu/
Accounting/raw/fasb/public/index.html for order information.
AICPA Audit and Accounting Manual

AAM §8130.106

8480-10

Audit Risk Alerts

48

1-01

Impairment of Long-Lived Assets
How can the rapid pace of technological development affect the valuation of long-lived assets?
What guidance is provided in FASB Statement No. 121
with respect to accounting for the impairment of long-lived assets?
.107 High-technology products are susceptible to rapid obsolescence. Long-lived assets used by enter
prises involved in the manufacture of such products may require significant retooling to retain their
usefulness. In some cases these assets may not lend themselves to modification and could be rendered
obsolete. Additionally, the high-tech industry has experienced a spurt of merger and acquisition activity.
The elimination of duplicate functions, which typically accompany a merger or acquisition, may affect the
carrying amount of certain assets. These are just a few examples of the instances in which the carrying
amounts of recorded assets may not be recoverable and the provisions of FASB Statement No. 121 may need
to be applied.
.108 FASB Statement No. 121, Accounting for the Impairment of Long-Lived Assets and for Long-Lived Assets
to Be Disposed Of, requires that long-lived assets and certain identifiable intangibles and goodwill related to
those assets to be held and used by an entity, be reviewed for impairment whenever events or changes in
circumstances indicate that the carrying amount of an asset may not be recoverable. The Statement also
requires that long-lived assets and certain identifiable intangibles to be disposed of be reported at the lower
of carrying amount or fair value less costs to sell, except for assets covered by APB Opinion 30. Assets covered
by APB Opinion No. 30 continue to be reported at the lower of the carrying amount or the net realizable
value.

.109 FASB Statement No. 121 is likely to have a significant impact on many manufacturers of high-tech
equipment, given the inherently capital-intensive nature of the industry. In evaluating a high-tech entity's
implementation of FASB Statement No. 121, major issues to be considered by auditors include—

•

The appropriate classification of long-lived assets as either those being held and used or those to be disposed of.
Auditors should obtain an understanding of the policies and procedures used by the company to
classify long-lived assets pursuant to FASB Statement No. 121, as well as evaluating whether those
classifications are proper.

•

The identification of events or circumstances indicating that the carrying amounts of assets to be held and used
may not be recoverable. Auditors should obtain an understanding of the policies and procedures used
by the company to identify such events and circumstances. Examples of such events and circum
stances could include the following:
— A dramatic change in the manner in which an asset is used
— A reduction in the extent to which an asset is used
— Forecasts showing lack of long-term profitability
— A change in the law or business environment

— A substantial drop in the market value of an asset
If there is a reduction in the extent to which an asset is used and the asset is used in manufacturing a product,
then consideration should be given to ARB No. 43, Restatement and Revision of Accounting Research Bulletins,
chapter 4. If idle facility/asset expense is abnormal, it may be required to be treated as a period cost rather
than be capitalized as part of the cost of inventory.

•

The assumptions used in the underlying calculation of estimated future cash flows when testing for asset
impairment used in management's impairment test, and the assumptions used in estimating the fair value of
assets for which an impairment loss is to be recognized. A company's estimate of future cash flows from
asset use, the discount rate used to determine an asset's present value, and the fair value of assets
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used in calculating impairment losses should be evaluated pursuant to the guidelines set forth in SAS
No. 57. Procedures to be employed should include one or a combination of the following: (1)
reviewing and testing the process used by management to develop the estimates, (2) developing an
independent expectation to corroborate the reasonableness of the estimates, and (3) reviewing
subsequent events or transactions occurring before the completion of fieldwork.
•

The recording of assets to be disposed ofat the lower of carrying amount or fair value less costs to sell. Auditors
should verify that the company has appropriately classified and valued long-lived assets to be
disposed of.

•

The disclosure requirements of FASB Statement No. 121. Auditors should verify that all disclosure
requirements of FASB Statement No. 121 have been included in the company's financial statements.

The auditors should be aware that in November 1999, the SEC staff released SAB No. 100, Restructuring and
Impairment Charges, which, among other things, discusses the impairment of fixed assets and goodwill. SAB
No. 100 can be found on the SEC Web site at www.sec.gov/rules/acctreps/sabl00.htm .

New FASB Pronouncements
What new accounting pronouncements have been issued this year by the FASB?
.110 In this section we present brief summaries of accounting pronouncements issued since the
publication of last year's Alert. The summaries are for informational purposes only and should not be relied
on as a substitute for a complete reading of the applicable standard. For information on accounting
standards issued subsequent to the writing of this Alert, please refer to the Web sites provided throughout
this section. You may also look for announcements of newly issued standards in the CPA Letter and the
Journal of Accountancy.

FASB Statement No. 138, Accounting for Certain Derivative Instruments and Certain
Hedging Activities, an Amendment of FASB Statement No. 133

.111 FASB Statement No. 138 addresses a limited number of issues causing implementation difficulties
for numerous entities that apply FASB Statement No. 133. This Statement amends the accounting and
reporting standards of FASB Statement No. 133 for certain derivative instruments and certain hedging
activities as indicated in the following paragraphs.
1. The normal purchases and normal sales exception in paragraph 10(b) may be applied to contracts
that implicitly or explicitly permit net settlement, as discussed in paragraphs 9(a) and 57(c)(1), and
contracts that have a market mechanism to facilitate net settlement, as discussed in paragraphs 9(b)
and 57(c)(2).

2. The specific risks that can be identified as the hedged risk are redefined so that in a hedge of interest
rate risk, the risk of changes in the benchmark interest rate (benchmark interest rate is defined in
paragraph 4(jj) of FASB Statement No. 138) would be the hedged risk.
3. Recognized foreign-currency-denominated assets and liabilities for which a foreign currency trans
action gain or loss is recognized in earnings under the provisions of paragraph 15 of FASB Statement
No. 52, Foreign Currency Translation, may be the hedged item in fair value hedges or cash flow hedges.
4. Certain intercompany derivatives may be designated as the hedging instruments in cash flow hedges
of foreign currency risk in the consolidated financial statements if those intercompany derivatives
are offset by unrelated third-party contracts on a net basis.
FASB Statement No. 138 also amends FASB Statement No. 133 for decisions made by the FASB relating to
the Derivatives Implementation Group (DIG) process. Certain decisions arising from the DIG process that
required specific amendments to FASB Statement No. 133 are incorporated into FASB Statement No. 138.
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FASB Statement No. 139, Recission of FASB Statement No. 53 and Amendments to FASB
Statements No. 63, 89, and 121

.112 FASB Statement No. 139 rescinds FASB Statement No. 53, Financial Reporting by Producers and Distributors
ofMotion Picture Films. An entity that previously was subject to the requirements of FASB Statement No. 53 shall
follow the guidance in AICPA SOP 00-2, Accounting by Producers or Distributors of Films. This Statement also
amends FASB Statement Nos. 63, Financial Reporting by Broadcasters; 89, Financial Reporting and Changing Prices;
and 121, Accounting for the Impairment of Long-Lived Assets and for Long-Lived Assets to Be Disposed Of.
.113 Statement No. 139 is effective for financial statements for fiscal years beginning after December 15,
2000. Earlier application is permitted only upon early adoption of the SOP.

FASB Statement No. 140, Accounting for Transfers and Servicing of Financial Assets and
Extinguishments of Liabilities, a Replacement of FASB Statement No. 125

.114 Issued in September 2000, FASB Statement No. 140 replaces FASB Statement No. 125, Accounting
for Transfers and Servicing of Financial Assets and Extinguishments of Liabilities. It revises the standards for
accounting for securitizations and other transfers of financial assets and collateral and requires certain
disclosures, but it carries over most of FASB Statement No. 125's provisions without reconsideration.
.115 The Statement provides accounting and reporting standards for transfers and servicing of financial
assets and extinguishments of liabilities. Those standards are based on consistent application of a financialcomponents approach that focuses on control. Under that approach, after a transfer of financial assets, an entity
recognizes the financial and servicing assets it controls and the liabilities it has incurred, derecognizes
financial assets when control has been surrendered, and derecognizes liabilities when extinguished. State
ment No. 140 provides consistent standards for distinguishing transfers of financial assets that are sales from
transfers that are secured borrowings.
.116 A transfer of financial assets in which the transferor surrenders control over those assets is accounted
for as a sale to the extent that consideration other than beneficial interests in the transferred assets is received
in exchange. The transferor has surrendered control over transferred assets if and only if all of the following
conditions are met:

1. The transferred assets have been isolated from the transferor—put presumptively beyond the reach
of the transferor and its creditors, even in bankruptcy or other receivership.

2. Each transferee (or, if the transferee is a qualifying special-purpose entity (SPE), each holder of its
beneficial interests) has the right to pledge or exchange the assets (or beneficial interests) it received,
and no condition both constrains the transferee (or holder) from taking advantage of its right to
pledge or exchange and provides more than a trivial benefit to the transferor.
3. The transferor does not maintain effective control over the transferred assets through either (a) an
agreement that both entitles and obligates the transferor to repurchase or redeem them before their
maturity or (b) the ability to unilaterally cause the holder to return specific assets, other than through
a cleanup call.
.117 The Statement requires that liabilities and derivatives incurred or obtained by transferors as part of
a transfer of financial assets be initially measured at fair value, if practicable. It also requires that servicing
assets and other retained interests in the transferred assets be measured by allocating the previous carrying
amount between the assets sold, if any, and retained interests, if any, based on their relative fair values at
the date of the transfer.

.118 The Statement requires that servicing assets and liabilities be subsequently measured by (a)
amortization in proportion to and over the period of estimated net servicing income or loss and (b)
assessment for asset impairment or increased obligation based on their fair values.
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.119 The Statement requires that a liability be derecognized if and only if either (a) the debtor pays the
creditor and is relieved of its obligation for the liability or (b) the debtor is legally released from being the
primary obligor under the liability either judicially or by the creditor. Therefore, a liability is not considered
extinguished by an in-substance defeasance.
.120 The Statement provides implementation guidance for assessing isolation of transferred assets;
conditions that constrain a transferee; conditions for an entity to be a qualifying SPE; accounting for transfers
of partial interests; measurement of retained interests; servicing of financial assets; securitizations, transfers
of sales-type and direct financing lease receivables; securities lending transactions; repurchase agreements,
including "dollar rolls," "wash sales," loan syndications, and participations; risk participations in banker's
acceptances; factoring arrangements; transfers of receivables with recourse; and extinguishments of liabili
ties. The Statement also provides guidance about whether a transferor has retained effective control over
assets transferred to qualifying SPEs through removal-of-accounts provisions, liquidation provisions, or
other arrangements.

.121 The Statement requires a debtor to (a) reclassify financial assets pledged as collateral and report
those assets in its statement of financial position separate from other assets not so encumbered if the secured
party has the right by contract or custom to sell or repledge the collateral and (b) disclose assets pledged as
collateral that have not been reclassified and separately reported in the statement of financial position. The
Statement also requires a secured party to disclose information about collateral that it has accepted and is
permitted by contract or custom to sell or repledge. The required disclosure includes the fair value at the end
of the period of that collateral, and of the portion of that collateral that it has sold or repledged, and
information about the sources and uses of that collateral.
.122 The Statement requires an entity that has securitized financial assets to disclose information
about accounting policies, volume, cash flows, key assumptions made in determining fair values of
retained interests, and sensitivity of those fair values to changes in key assumptions. It also requires that
entities that securitize assets disclose for the securitized assets and any other financial assets it manages
together with them (a) the total principal amount outstanding, the portion that has been derecognized,
and the portion that continues to be recognized in each category reported in the statement of financial
position, at the end of the period; (b) delinquencies at the end of the period; and (c) credit losses during
the period.

.123 In addition to replacing FASB Statement No. 125 and rescinding FASB Statement No. 127, Deferral
of the Effective Date of Certain Provisions of FASB Statement No. 125, this Statement carries forward the actions
taken by FASB Statement No. 125. FASB Statement No. 125 superseded FASB Statement Nos. 76, Extinguish
ment of Debt, and 77, Reporting by Transferors for Transfers of Receivables with Recourse. FASB Statement No. 125
amended FASB Statement No. 115, Accounting for Certain Investments in Debt and Equity Securities, to clarify
that a debt security may not be classified as held-to-maturity if it can be prepaid or otherwise settled in such
a way that the holder of the security would not recover substantially all of its recorded investment. FASB
Statement No. 125 amended and extended to all servicing assets and liabilities the accounting standards for
mortgage servicing rights now in FASB Statement No. 65, Accounting for Certain Mortgage Banking Activities,
and superseded FASB Statement No. 122, Accounting for Mortgage Servicing Rights. FASB Statement No. 125
also superseded FASB Technical Bulletins No. 84-4, In-Substance Defeasance of Debt, and No. 85-2, Accounting
for Collateralized Mortgage Obligations (CMOs), and amended FASB Technical Bulletin No. 87-3, Accounting
for Mortgage Servicing Fees and Rights.
.124 FASB Statement No. 125 was effective for transfers and servicing of financial assets and extinguish
ments of liabilities occurring after December 31, 1996, and on or before March 31, 2001, except for certain
provisions. FASB Statement No. 127 deferred until December 31,1997, the effective date (a) of paragraph 15
of FASB Statement No. 125 and (b) for repurchase agreement, dollar-roll, securities lending, and similar
transactions, of paragraphs 9 through 12 and 237(b) of FASB Statement No. 125.
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.125 The Statement is effective for transfers and servicing of financial assets and extinguishments of
liabilities occurring after March 31, 2001. The Statement is effective for recognition and reclassification of
collateral and for disclosures relating to securitization transactions and collateral for fiscal years ending after
December 15,2000. Disclosures about securitization and collateral accepted need not be reported for periods
ending on or before December 15, 2000, for which financial statements are presented for comparative
purposes.
.126 The Statement is to be applied prospectively with certain exceptions. Other than those exceptions,
earlier or retroactive application of its accounting provisions is not permitted.

FASB Interpretation No. 44, Accounting for Certain Transactions Involving Stock
Compensation, an Interpretation of APB Opinion 255
.127 APB Opinion 25, Accounting for Stock Issued to Employees, was issued in October 1972. Since its
issuance, questions have been raised about its application and diversity in practice has developed. During
its consideration of the accounting for stock-based compensation, which led to the issuance of FASB
Statement No. 123, Accounting for Stock-Based Compensation, the FASB decided not to address practice issues
related to APB Opinion 25 because it had planned to supersede the Opinion. However, FASB Statement
No. 123 permits entities to continue applying APB Opinion 25 to stock compensation involving employees.
Consequently, questions remain about the application of APB Opinion 25 in a number of different
circumstances.

.128 FASB Interpretation No. 44 clarifies the application of APB Opinion 25 for only certain issues.
It does not address any issues related to the application of the fair value method in FASB Statement No.
123. The issues addressed herein were selected after receiving input from members of both the FASB
EITF and the task force on stock compensation that assisted in the development of FASB Statement No.
123. Among other issues, FASB Interpretation No. 44 clarifies (a) the definition of employee for purposes
of applying APB Opinion 25, (b) the criteria for determining whether a plan qualifies as a noncompen
satory plan, (c) the accounting consequence of various modifications to the terms of a previously fixed
stock option or award, and (d) the accounting for an exchange of stock compensation awards in a
business combination.
.129 In considering those issues, the FASB focused on interpreting APB Opinion 25. The FASB decided
not to amend the APB Opinion 25 framework because most of the problems inherent in the APB Opinion 25
intrinsic value method are addressed in FASB Statement No. 123 through that Statement's recommended
fair value method. Consequently, in determining the guidance in this Interpretation, the FASB reached its
conclusions within the framework of APB Opinion 25 and did not refer to concepts underlying the fair value
method described in FASB Statement No. 123.
.130 FASB Interpretation No. 44 is effective July 1, 2000, but certain conclusions in the Interpretation
cover specific events that occur after either December 15,1998, or January 12, 2000. To the extent that the
Interpretation covers events occurring during the period after December 15,1998, or January 12, 2000, but
before the effective date of July 1, 2000, the effects of applying the Interpretation are recognized on a
prospective basis from July 1, 2000.

EITF Consensus Positions
.131 The status of issues considered recently by the EITF of the FASB can be found in Audit Risk
Alert—2000/01 [AAM section 8010] or on the FASB Web site.
5 Certain implementation issues regarding FASB Interpretation No. 44, Accounting for Certain Transactions Involving Stock
Compensation, as well as certain issues regarding the application of APB Opinion 25, Accounting for Stock Issued to Employees that are not
addressed by Interpretation No. 44, are being addressed by the EITF in Issue No. 00-23.
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New SOPs

.132 A complete listing of all SOPs issued this year by the AICPA can be found in Audit Risk Alert—2000/01
[AAM section 8010].
Executive Summary—New FASB Pronouncements

•

FASB Statement No. 138, Accounting for Certain Derivative Instruments and Certain Hedging
Activities, an amendment of FASB Statement No. 133

•

FASB Statement No. 139, Recission of FASB Statement No. 53, and Amendments to FASB Statements
No. 63,89, and 121

•

FASB Statement No. 140, Accounting for Transfers and Servicing of Financial Assets and
Extinguishments of Liabilities, a replacement of FASB Statement No. 125

•

FASB Interpretation No. 44, Accounting for Certain Transactions Involving Stock Compensation, an
interpretation of APB Opinion No. 25

•

The status of issues considered recently by EITF of the FASB can be found in Audit Risk Alert—
2000/01 [AAM section 8010] or on the FASB Web site

•

A list of new SOPs can be found in Audit Risk Alert—2000/01 [AAM section 8010]

New Auditing and Attestation Pronouncements
What new auditing and attestation pronouncements have been issued this year?
.133 In this section we present brief summaries of auditing and attestation pronouncements issued since
the publication of last year's Alert. The summaries are for informational purposes only and should not be
relied on as a substitute for a complete reading of the applicable standard. For information on auditing
pronouncements issued subsequent to the writing of this Alert, please refer to the AICPA Web site at
www.aicpa.org/members/div/auditstd/technic.htm. You may also look for announcements of newly
issued standards in the CPA Letter and Journal of Accountancy.

Auditing Standards
SAS No. 88, Service Organizations and Reporting on Consistency

.134 In December 1999, the AICPA ASB issued SAS No. 88, Service Organizations and Reporting on
Consistency (AICPA, Professional Standards, vol. 1, AU secs. 324 and 420).
.135 Part 1, "Service Organizations," amends SAS No. 70, Reports on the Processing of Transactions by Service
Organizations (AICPA, Professional Standards, vol. 1, AU secs. 324.03 and 324.06-.10), to—
1. Clarify the applicability of SAS No. 70 by stating that the SAS is applicable if an entity obtains services
from another organization that are part of the entity's information system. It also provides guidance
on how to determine whether services are part of an entity's information system.

2. Revise and clarify the factors a user auditor should consider in determining the significance of a
service organization's controls to a user organization's controls.
3. Clarify the guidance on determining whether information about a service organization's controls is
necessary to plan the audit.

4. Clarify that information about a service organization's controls may be obtained from a variety of
sources.

5. Change the title of SAS No. 70 from Reports on the Processing of Transactions by Service Organizations
to Service Organizations.
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Part 2, "Reporting on Consistency/' amends SAS No. 1, Codification of Auditing Standards and Procedures
(AICPA, Professional Standards, vol. 1, AU sec. 420, "Consistency of Application of Generally Accepted
Accounting Principles"), to—

1. Conform the list of changes that constitute a change in the reporting entity (AU sec. 420.07) to the
guidance in paragraph 12 of APB Opinion 20.
2. Clarify that the auditor need not add a consistency explanatory paragraph to the auditor's report
when a change in the reporting entity results from a transaction or event.

3. Eliminate the requirement for a consistency explanatory paragraph in the auditor's report if a pooling
of interests is not accounted for retroactively in comparative financial statements.
4. Eliminate the requirement to qualify the auditor's report and consider adding a consistency explana
tory paragraph to the report if single-year financial statements that report a pooling of interests do
not disclose combined information for the prior year.

All of the amendments contained in SAS No. 88 were effective upon issuance.
SAS No. 89, Audit Adjustments

.136 In December 1999, the ASB issued SAS No. 89, Audit Adjustments (AICPA, Professional Standards,
vol. 1, AU secs. 310, 333, and 380), which amends three SASs to establish audit requirements designed to
encourage client management to record financial statement adjustments aggregated by the auditor. It also
clarifies management's responsibility for the disposition of financial statement misstatements brought to
its attention. SAS No. 89 amends SAS No. 83, Establishing an Understanding With the Client (AICPA,
Professional Standards, vol. 1, AU sec. 310); SAS No. 85, Management Representations (AICPA, Professional
Standards, vol. 1, AU sec. 333); and SAS No. 61, Communication With Audit Committees (AICPA, Professional
Standards, vol. 1, AU sec. 380), as follows:
1. SAS No. 83 is amended to include, in the understanding with the client, management's responsibility
for determining the appropriate disposition of financial statement misstatements aggregated by the
auditor. Specifically, SAS No. 89 adds the following to the list of matters that generally are included
in the understanding with the client:
Management is responsible for adjusting the financial statements to correct material
misstatements and for affirming to the auditor in the representation letter that the effects
of any uncorrected misstatements aggregated by the auditor during the current engage
ment and pertaining to the latest period presented are immaterial, both individually
and in the aggregate, to the financial statements taken as a whole.
2. SAS No. 85 is amended to require that the management representation letter include an acknow
ledgment by management that the effects of any uncorrected financial statement misstatements
aggregated by the auditor during the current engagement and pertaining to the latest period
presented are immaterial, both individually and in the aggregate, to the financial statements taken
as a whole. It also requires that a summary of the uncorrected misstatements be included in or
attached to the representation letter.

3. SAS No. 61 is amended to require the auditor to inform the audit committee about uncorrected
misstatements aggregated by the auditor during the current engagement and pertaining to the latest
period presented, whose effects management believes are immaterial, both individually and in the
aggregate, to the financial statements taken as a whole.

These amendments are effective for audits of financial statements for periods beginning on or after December
15,1999, with early adoption permitted.
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SAS No. 90, Audit Committee Communications

.137 SAS No. 90, Audit Committee Communications (AICPA, Professional Standards, vol. 1, AU secs. 380 and
722), issued by the ASB in December 1999, amends SAS No. 61 and SAS No. 71, Interim Financial Information
(AICPA, Professional Standards, vol. 1, AU sec. 722). SAS No. 90 was issued in response to recommendation
numbers 8 and 10 of the report of the Blue Ribbon Committee on Improving the Effectiveness of Corporate
Audit Committees, which suggest changes to GAAS.
.138 Among other things, the amendment to SAS No. 61 requires an auditor to discuss with the audit
committee of an SEC client the auditor's judgments about the quality, not just the acceptability, of the
company's accounting principles as applied in its financial reporting. It also encourages a three-way
discussion among the auditor, management, and the audit committee. This amendment is effective for audits
of financial statements for periods ending on or after December 15,2000, with earlier application permitted.

.139 The amendment to SAS No. 71 clarifies that the accountant should communicate to the audit committee
or be satisfied, through discussions with the audit committee, that matters described in SAS No. 61 have been
communicated to the audit committee by management when they have been identified in the conduct of interim
financial reporting. This amendment also requires the accountant of a client filing interim financial information
with a regulatory agency, such as the SEC, to attempt to discuss with the audit committee the matters described
in SAS No. 61 prior to such filing. This amendment is effective for reviews of interim financial information for
interim periods ending on or after March 15,2000, with earlier application permitted.
.140 Note also that the SEC has adopted new rules and amendments to its current rules to require that
companies' independent auditors review the companies' financial information prior to the companies' filing
their Quarterly Reports on Form 10-Q or Form 10-QSB with the Commission and to require that companies
include in their proxy statements certain disclosures about their audit committees and reports from their
audit committees containing certain disclosures. The rules are designed to improve disclosure related to the
functioning of corporate audit committees and to enhance the reliability and credibility of financial state
ments of public companies. See the complete text of this final rule, Audit Committee Disclosure, at www.sec.
gov/rules/final/34-42266.htm.

SAS No. 91, Federal GAAP Hierarchy

.141 At its October 1999 meeting, the AICPA Council adopted a resolution recognizing the Federal
Accounting Standards Advisory Board (FASAB) as the body designated to establish GAAP for federal
government entities under Rule 203 of the AICPA's Code of Conduct. Pursuant to that resolution, Statements
of Federal Financial Accounting Standards issued by the FASAB since March 1993 are recognized as GAAP
for applicable federal governmental entities. SAS No. 91, Federal GAAP Hierarchy (AICPA, Professional
Standards, vol. 1, AU sec. 411), issued by the ASB in April 2000, amends SAS No. 69, The Meaning of Present
Fairly in Conformity With Generally Accepted Accounting Principles in the Independent Auditor's Report, to
recognize FASAB statements as "level A" GAAP and to establish a hierarchy for other FASAB guidance and
general accounting literature. SAS No. 91 became effective upon its issuance in April 2000.
SAS No. 92, Auditing Derivative Instruments, Hedging Activities, and Investments in Securities

.142 In September 2000 the ASB issued SAS No. 92. SAS No. 92 will help auditors plan and perform
auditing procedures for financial statement assertions about derivative instruments, hedging activities, and
investments in securities. SAS No. 92 will supersede SAS No. 81, Auditing Investments. The guidance in the
SAS applies to—
•

Derivative instruments, as that term is defined in FASB Statement No. 133, Accounting for Derivative
Instruments and Hedging Activities.

•

Hedging activities in which the entity designates a derivative or a nonderivative financial instrument
as a hedge of exposure for which FASB Statement No. 133 permits hedge accounting.

AICPA Audit and Accounting Manual

AAM §8130.142

8480-18
•

Audit Risk Alerts

48

1-01

Debt and equity securities, as those terms are defined in FASB Statement No. 115, Accounting for Certain
Investments in Debt and Equity Securities.

SAS No. 92 is effective for audits of financial statements for fiscal years ending on or after June 30,2001. Early
application of the SAS is permitted. The ASB also has developed a companion Audit Guide to help
practitioners implement the new SAS. See the "Auditing Derivatives" section of this Alert for a more detailed
discussion of the new SAS and companion Guide.
SAS No. 93, Omnibus Statement on Auditing Standards—2000
.143 Issued by the ASB in October 2000, SAS No. 93, Omnibus Statement on Auditing Standards—2000
(AICPA, Professional Standards, vol. 1, AU secs. 315,508, and 622)—

1. Withdraws SAS No. 75, Engagements to Apply Agreed-Upon Procedures to Specified Elements, Accounts,
or Items of a Financial Statement (AICPA, Professional Standards, vol. 1, AU sec. 622). The guidance in
SAS No. 75 will be incorporated into the Attestation Standards to consolidate the guidance on
agreed-upon procedures engagements in professional standards.
The withdrawal of SAS No. 75 is concurrent with the effective date of Statement on Standards for
Attestation Engagements (SSAE) No. 10, Attestation Standards: Revision and Recodification, scheduled
to be issued in January 2001. The guidance included in SSAE No. 10 relating to agreed-upon
procedures engagements is effective when the subject matter or assertion is as of or for a period
ending on or after June 1,2001, with earlier application permitted.
2. Amends SAS No. 58, Reports on Audited Financial Statements (AICPA, Professional Standards, vol. 1, AU
sec. 508), to include an identification in the auditor's report of the country of origin of the accounting
principles used to prepare the financial statements and the auditing standards that the auditor
followed in performing the audit. This amendment withdraws Auditing Interpretation No. 13,
"Reference to Country of Origin in the Auditor's Standard Report," of SAS No. 58 (AICPA, Profes
sional Standards, vol. 1, AU sec. 9508.53-.55). This amendment is effective for reports issued or reissued
on or after June 30,2001. Earlier application is permitted.

3. Amends SAS No. 84, Communications Between Predecessor and Successor Auditors, to clarify the
definition of a predecessor auditor. This amendment is effective for audits of financial statements for
periods ending on or after June 30,2001. Earlier application is permitted.

Auditing Interpretations
.1 44 Auditing Interpretations are issued by the Audit Issues Task Force of the ASB to provide timely
guidance on the application of auditing pronouncements. Interpretations are reviewed by the ASB. An
Interpretation is not as authoritative as a pronouncement of the ASB, but members should be aware that they
may have to justify a departure from an Interpretation if the quality of their work is questioned. The following
Auditing Interpretations have been issued since our last Alert:
1. Interpretation No. 3, "Responsibilities of Service Organizations and Service Auditors With Respect
to Information About the Year 2000 Issue in a Service Organization's Description of Controls," of
SAS No. 70 (AICPA, Professional Standards, vol. 1, AU sec. 9324.19-.31)

2. Interpretation No. 13, "Reference to Country of Origin in the Auditor's Standard Report," of SAS No.
58, Reports on Audited Financial Statements (AICPA, Professional Standards, vol. 1, AU sec. 9508.53-.55)6

3. Interpretation No. 7, "Management's and Auditor's Responsibilities With Regard to Related Party
Disclosures Prefaced by Terminology Such As "Management Believes That"," of SAS No. 45, Related
Parties (AICPA, Professional Standards, vol. 1, AU sec. 9334.22-.23)
6 Withdrawn by SAS No. 93, Omnibus Statement on Auditing Standards—2000 (AICPA, Professional Standards, vol. 1, AU secs. 315,508,
and 622). See the "New Auditing and Attestation Pronouncements" section of this Alert for further information.
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4. Interpretation No. 1, "The Meaning of the Term Misstatement," of SAS No. 47, Audit Risk and
Materiality in Conducting an Audit (AICPA, Professional Standards, vol. 1, AU sec. 9312.01-04)

5. Interpretation No. 2, "Evaluating Differences in Estimates" of SAS No. 47, Audit Risk and Materiality
in Conducting an Audit (AICPA, Professional Standards, vol. 1, AU sec. 9312.05-.09)

6. Interpretation No. 3, "Quantitative Measures of Materiality in Evaluating Audit Findings" of SAS
No. 47, Audit Risk and Materiality in Conducting an Audit (AICPA, Professional Standards, vol. 1, AU
sec. 9312.10-.14)
7. Interpretation No. 4, "Considering the Qualitative Characteristics of Misstatements" of SAS No. 47,
Audit Risk and Materiality in Conducting an Audit (AICPA, Professional Standards, vol. 1, AU sec.
9312.15—.17)

Help Desk—The full text of these Interpretations can be obtained at the AICPA Web
site at www.aicpa.org/members/div/auditstd/announce/index.htm.

New Attestation Standard
SSAE No. 10, Attestation Standards: Revision and Recodification

.1 45 The ASB expects to issue SSAE No. 10, Attestation Standards: Revision and Recodification in January
2001. SSAE No. 10 does the following:
•

Changes the title of AT section 101 to Attest Engagements.

•

Changes the definition of an attest engagement into a statement of applicability of the standard, as
follows:
This statement applies to engagements in which a certified public accountant in the
practice of public accounting (hereinafter referred to as a practitioner) is engaged to issue
or does issue an examination, a review or an agreed-upon procedures report on subject
matter, or an assertion about the subject matter, that is the responsibility of another
party.

•

Revises the third general standard to focus on the essential elements of criteria: The criteria must be
suitable and must be available to users. The subject matter also must be capable of reasonably
consistent evaluation against the criteria.

•

Enables true direct reporting on subject matter by eliminating the requirement to make reference to
the assertion in the practitioner's report.

•

Provides expanded guidance on the circumstances in which the use of attest reports should be
restricted to specified parties.

•

Supersedes SSAE Nos. 1 through 9.

The new standard also revises and renumbers the AT sections as follows:

Attest Engagements
Agreed-Upon Procedures Engagements
Financial Forecasts and Projections
Reporting on Pro Forma Financial Information
Reporting on an Entity's Internal Control Over Financial Reporting
Compliance Attestation
Management's Discussion and Analysis

AICPA Audit and Accounting Manual

New
AT section

Existing
AT section

101
201
301
401
501
601
701

100
600
200
300
400
500
700

AAM §8130.145

8480-20

Audit Risk Alerts

48

1-01

.146 The new SSAE also eliminates the requirement in AT section 201, Agreed-Upon Procedures Engage
ments, for the practitioner to obtain a written assertion in an agreed-upon procedures attest engagement. It
also incorporates changes needed as a result of the withdrawal of SAS No. 75, Engagements to Apply
Agreed-Upon Procedures to Specified Elements, Accounts, or Items of a Financial Statement. That withdrawal is
reflected in SAS No. 93, Omnibus Statement on Auditing Standards—2000.
.147 SSAE No. 10 is effective when the subject matter or assertion is as of or for a period ending on or
after June 1,2001. Early application is permitted.

Help Desk—Look for a new AICPA Practice Aid on how to understand and apply the
provisions of SSAE No. 10. It is expected to become available during the first quarter of 2001.

Other Developments
.148 Reminder—In 1999, the SEC staff released SAB No. 99, Materiality. This SAB addresses the applica
tion of materiality thresholds to the preparation and audit of financial statements filed with the SEC. The full
text of the SAB can be viewed at the SEC Web site http://www.sec.gov/rules/acctreps/sab99.htm. As
detailed in last year's Audit Risk Alert, the SAB states that it does not create new standards or definitions for
materiality, but reaffirms the concepts of materiality as expressed in the accounting and auditing literature
as well as in long-standing case law.

Executive Summary—New Auditing and Attestation Pronouncements
SAS No. 88, Service Organizations and Reporting on Consistency, was issued in December 1999 and
was effective upon issuance.
• SAS No. 89, Audit Adjustments, was issued in December 1999 and is effective for audits of financial
statements for periods beginning on or after December 15,1999, with earlier adoption permitted.

•

•

SAS No. 90, Audit Committee Communications, was issued in December 1999. The amendment to
SAS No. 61 is effective for audits of financial statements for periods ending on or after December
15,2000, with earlier application permitted. The amendment to SAS No. 71 is effective for reviews
of interim financial information for interim periods ending on or after March 15,2000, with earlier
application permitted.

•

SAS No. 91, Federal GAAP Hierarchy, was issued in April 2000. This amendment to SAS No. 69 was
effective upon issuance.
• SAS No. 92, Auditing Derivative Instruments, Hedging Activities, and Investments in Securities, was
issued in September 2000 and is effective for audits of financial statements for fiscal years ending
on or after June 30, 2001.
• SAS No. 93, Omnibus Statement on Auditing Standards—2000, was issued in September 2000.
•
•

New Auditing Interpretations were issued this year.
SSAE No. 10, Attestation Standards: Revision and Recodification, is expected to be issued in January 2001.

•

SAB No. 99, Materiality, was issued last year by the SEC staff.

On the Horizon
What are some of the exposure drafts currently outstanding?
.149 Practitioners should note that the purpose of exposure drafts is to solicit comments from preparers,
auditors, users of financial statements, and other interested parties. They are nonauthoritative and cannot be used
as a basis for changing GAAS or GAAP. The following is a listing of some of the more significant exposure drafts
outstanding at the time this Alert was written. Please note that AICPA standard-setting committees are now
publishing exposure drafts of proposed professional standards exclusively on the AICPA's Web site.
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ASB Exposure Draft
.150 Issued in November 2000, the proposed SAS amends SAS No. 55, Consideration of Internal Control in
a Financial Statement Audit, as amended by SAS No. 78, Consideration of Internal Control in a Financial Statement
Audit: An Amendment to Statement on Auditing Standards No. 55 (AICPA, Professional Standards, vol. 1, AU sec.
319), to provide guidance to auditors about the effect of information technology (IT) on internal control, and
on the auditor's understanding of internal control and assessment of control risk. The ASB believes the
guidance is needed because entities of all sizes increasingly are using IT in ways that affect their internal
control and the auditor's consideration of internal control in a financial statement audit. Consequently, in
some circumstances, auditors may need to perform tests of controls to perform effective audits.

.151 This proposed SAS amends SAS No. 55, as amended by SAS No. 78, to—
1. Incorporate and expand on the concept from SAS No. 80, Amendment to Statement on Auditing
Standards No. 31, Evidential Matter (AICPA, Professional Standards, vol. 1, AU sec. 326.14), that in
circumstances where a significant amount of information supporting one or more financial statement
assertions is electronically initiated, recorded, processed, and reported, the auditor may determine
that it is not practical or possible to restrict detection risk to an acceptable level by performing only
substantive tests for one or more financial statement assertions. In such circumstances, the auditor
should obtain evidential matter about the effectiveness of both the design and operation of controls
to reduce the assessed level of control risk.

2. Describe how IT may affect internal control, evidential matter, and the auditor's understanding of
internal control and assessment of control risk.
3. Describe both benefits and risks of IT to internal control, and how IT affects the components of internal
control, particularly the control activities and information and communication components.
4. Provide guidance to help auditors determine whether specialized skills are needed to consider the
effect of computer processing on the audit, to understand the controls, or to design and perform audit
procedures.

5. Clarify that in obtaining an understanding of the entity's financial reporting process, the auditor
should understand how both standard, recurring entries and nonstandard, nonrecurring entries are
initiated and recorded, and the auditor should also understand the controls that have been placed in
operation to ensure that such entries are authorized, complete, and correctly recorded.
6. Update terminology and references to IT systems and controls.

The proposed SAS does not—
1. Eliminate the alternative of assessing control risk at the maximum level and performing a substantive
audit, if that is an effective approach.
2. Change the requirement to perform substantive tests for significant account balances and transaction
classes.

Help Desk—See the ASB Exposure Drafts Web site at www.aicpa.org/members/div/
auditstd/drafts.htm for information on the status of these and other exposure drafts issued
by the ASB. Note that the AICPA's standard-setting committees are now publishing
exposure drafts of proposed professional standards exclusively on the AICPA Web site.
The AICPA will notify interested parties by e-mail about new exposure drafts. To have your
e-mail address put on the notification list for all AICPA exposure drafts, send your e-mail
address to memsat@aicpa.org. Indicate "exposure draft e-mail list" in the subject header
field to help process the submissions more efficiently. Include your full name, mailing
address and, if known, your membership and subscriber number in the message.
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AcSEC Exposure Drafts
.152

The Accounting Standards Executive Committee (AcSEC) has issued the following exposure drafts:

•

Proposed SOP—Accounting for Discounts Related to Credit Quality (the final SOP is expected to be titled
"Accounting for Certain Purchased Loans"); December 30,1998

•

Proposed SOP—Amendment to Scope of Statement of Position 95-2, Financial Reporting by Nonpublic
Investment Partnerships, to Include Commodity Pools; August 15,2000

•

Proposed SOP—Accounting by Certain Financial Institutions and Entities That Lend to or Finance the
Activities of Others; May 30,2000

•

Proposed SOP—Accounting by Insurance Enterprises for Demutualizations and Formations of Mutual
Insurance Holding Companies and for Certain Long-Duration Participating Contracts; April 3,2000

•

Proposed SOP—Accounting for and Reporting of Certain Health and Welfare Benefit Plan Transactions;
March 22,2000

Help Desk—See the AcSEC Exposure Drafts Web site at www.aicpa.org/members/
div/acctstd/edo/index.htm for information on the status of these and other exposure
drafts issued by AcSEC.

FASB Statement Exposure Drafts
.153 The FASB has issued the following exposure drafts:
•

Proposed Statement of Financial Accounting Standards—Accounting for the Impairment or Disposal of
Long-Lived Assets and for Obligations Associated with Disposal Activities; July 12,2000

•

Proposed Statement of Financial Accounting Standards—Accounting for Obligations Associated with
the Retirement of Long-Lived Assets; February 17,2000

•

Proposed Statement of Financial Accounting Standards—Business Combinations and Intangible Assets;
September 7,1999

•

Proposed Statement of Financial Accounting Standards—Consolidated Financial Statements: Purpose
and Policy; February 23,1999

Help Desk—See the FASB Web site at www.rutgers.edu/Accounting/raw/fasb/
draft/draftpg.html for information on the status of these and other exposure drafts
issued by the FASB.

Resource Central
On the Bookshelf
What other AICPA publications may be of value to my practice?
.154 This section discusses AICPA publications that may be of interest to auditors of high-tech organizations.
General Audit Guides

.155
•

Consideration of Internal Control in a Financial Statement Audit 1997—(Product No. 012451kk)

•

NEW GUIDE—expected to be published early in 2001! Auditing Derivative Instruments, Hedging Activities
and Investments in Securities—Practical Guidance for Applying SAS No. 92—(Product No. 012520kk)
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.156
• The ABCs of Independence [AAM section 8200]—This is a must-read basic primer on the fundamentals
of independence. Whether you're unfamiliar with the standards or need a user-friendly refresher
course, this Alert is for you.

• E-Business [AAM section 8210]—The e-world awaits. Are you ready? Find out what's happening in
the realm of e-business and how it will affect your audits in this new Alert.
AICPA Practice Aid Series

.157 The publications that constitute the AICPA Practice Aid Series have been designed to address a
broad range of topics that affect today's CPA. From enhancing the efficiency of your practice to developing
the new skill sets required for a successful transition to meet the challenges of the new millennium, this series
provides practical guidance and information to assist in making sense out of a changing and complex
business environment. The series includes—
• Considering Fraud in a Financial Statement Audit: Practical Guidance for Applying SAS No. 82 (Product
No. 008883kk).

•

Auditing Estimates and Other Soft Accounting Information (Product No. 010010kk).

•

Make Audits Pay—Leveraging the Audit into Consulting Services (Product No. 006704kk).

Assurance Services Alerts

.158 The newly introduced Assurance Services Alerts series provides practitioners with information
about the emerging practice areas. These Alerts provide both an introduction to those who are unfamiliar
with assurance services and an update of important new developments for those who have expanded their
practice to include these assurance services. Auditors of high-tech entities considering expanding the scope
of their services might find the following publications helpful:
•

WebTrustSM—2000 (Product No. 022249kk)

•

CPA SysTrustSM—2000 (Product No. 022253kk)

Accounting Trends and Techniques—2000

.159 This publication (Product No. 009892kk) offers highlights of the latest trends in corporate financial
statements, presented for practitioners in industry and public practice. The publication, which is based on a survey
of over 600 public companies, illustrates accounting practices and trends, including presentations and disclosures.
Auditing Practice Releases

.160 Auditing Practice Releases provide auditors of financial statements with practical guidance on
specific subject areas. These nonauthoritative publications help auditors understand complex issues encoun
tered and suggest procedures to accomplish audit objectives.
•

Audit Implications of Electronic Data Interchange (Product No. 021060kk)

•

The Information Technology Age: Evidential Matter in the Electronic Environment (Product No. 021068kk)

•

Audit Implications of Electronic Document Management (Product No. 021066kk)

•

Analytical Procedures (Product No. 021069kk)

•

Auditing in Common Computer Environments (Product No. 021059kk)
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•

Auditing With Computers (Product No. 021057kk)

•

Consideration of the Internal Control Structure in a Computer Environment: A Case Study (Product No. 021055kk)

•

Audits of Inventories (Product No. 021045kk)

AICPA—At Your Service
How can I order AICPA products? What other AICPA services may he of interest to me?
Order Department (Member Satisfaction)

.161 To order AICPA products, call (888) 777-7077; write AICPA Order Department, CLA10, P.O. Box
2209, Jersey City, NJ 07303-2209; or fax (800) 362-5066. For best results, call Monday through Friday between
8:30 A.M. and 7:30 P.M. EST. You can obtain product information and place online orders at the AICPA's
Web site, www.aicpa.org.
Accounting and Auditing Technical Hotline

.162 The AICPA Technical Hotline answers members' inquiries about accounting, auditing, attestation,
compilation, and review services. Call (888) 777-7077.
Ethics Hotline

.163 Members of the AICPA's Professional Ethics Team answer inquiries concerning independence and other
behavioral issues related to the application of the AICPA Code of Professional Conduct. Call (888) 777-7077.
Web Site

.164 The AICPA has a home page on the Web. AICPA Online (www.aicpa.org), offers CPAs the unique
opportunity to stay abreast of developments in accounting and auditing, including exposure drafts. The Web site
includes In Our Opinion, the newsletter of the AICPA Audit and Attest Standards Team. The newsletter provides
valuable and timely information on technical activities and developments in auditing and attestation standard-setting.
New! Online CPE Offer!

.165 The AICPA has launched a new online learning tool, AICPA InfoBytes. An annual fee ($95 for
members and $295 for nonmembers) will offer unlimited access to over 1,000 hours of online CPE in oneand two-hour segments. Register today as our guest at infobytes.aicpaservices.org.

.166 This Audit Risk Alert replaces High-Technology Industry Developments—1999/2000 [AAM section 8130].
.167 Practitioners should also be aware of the economic, regulatory, and professional developments
described in Audit Risk Alert—2000/01 [AAM section 8010] and Compilation and Review Alert—2000/01 [AAM
section 8015], which may be obtained by calling the AICPA Order Department at (888) 777-7077.

.168 The High-Technology Industry Developments Audit Risk Alert [AAM section 8130] is published
annually. As you encounter audit or industry issues that you believe warrant discussion in next year's Alert,
please feel free to share them with us. Any other comments that you have about the Alert would also be
greatly appreciated. You may e-mail these comments to ymishkevich@aicpa.org, or write to:
Yelena Mishkevich, CPA
AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
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.169

Appendix
The Internet—An Auditor's Research Tool
If used properly, the Internet can be a valuable tool for auditors. Through the Internet, auditors can access a
wide variety of global business information. For example, information is available relating to Securities and
Exchange Commission (SEC) filings, professional news, state CPA society information, Internal Revenue
Service information, software downloads, university research materials, currency exchange rates, stock
prices, annual reports, and legislative and regulatory initiatives. Not only are such materials accessible from
the computer, but they are also available at any time, free of charge.

A number of resources provide direct information, whereas others may simply point to information inside
and outside of the Internet. Auditors can use the Internet to—
•

Obtain audit and accounting research information.

•

Obtain texts such as audit programs.

•

Discuss audit issues with peers.

•

Communicate with audit clients.

•

Obtain information from a client's Web site.

•

Obtain information on professional associations.

There are caveats to keep in mind when using the Internet. Reliability varies considerably. Some information
on the Internet has not been reviewed or checked for accuracy; caution is advised when accessing data from
unknown or questionable sources. Although a vast amount of information is available on the Internet, much
of it may be of little or no value to auditors. Accordingly, auditors should learn to use search engines
effectively to minimize the amount of time browsing through useless information. The Internet is best used
in tandem with other research tools, because it is unlikely that all desired research can be conducted solely
from Internet sources.
Some Web sites that may provide valuable information to auditors are listed in the following table.

Name of Site

Content

Internet Address

American Institute of CPAs

Summaries of recent auditing and www.aicpa.org
other professional standards as
well as other AICPA activities

Financial Accounting
Standards Board

Summaries of recent accounting www.fasb.org
pronouncements and other FASB
activities

Securities and Exchange
Commission

SEC Digest and Statements, www.sec.gov
EDGAR database, current SEC
rulemaking

Independence Standards Board

Information on the activities of the www.cpaindependence.org
Independence Standards Board

The Electronic Accountant

World Wide Web magazine that www.electronicaccountant.com
features up-to-the-minute news
for accountants
(continued)
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Internet Address

CPAnet

Links to other Web sites of interest www.cpalinks.com/
to CPAs

Guide to WWW for Research
and Auditing

Basic instructions on how to use www.tetranet.net/users/gaostl/
the Web as an auditing research guide.htm
tool

Accountants Home Page

Resources for accountants and www.computercpa.com/
financial and business professionals

United States Department
of Commerce

Commerce news and economic www.doc.gov
www.bea.doc.gov
statistics

U.S. Tax Code Online

A complete text of the U.S. Tax www.fourmilab.ch/ustax/
ustax.html
Code

Federal Reserve Bank
of New York

Key interest rates

Hoovers Online

Online information on various www.hoovers.com
companies and industries

Ask Jeeves

Search engine that utilizes a user- www.askjeeves.com
friendly question format. Pro
vides simultaneous search results
from other search engines as well
(e.g., Excite, Yahoo, AltaVista)

Telecommunications Industry
Association

Information of interest to provid www.tiaonline.org
ers of communications and infor
mation technology products and
services

American Electronics
Association

Matters of interest to all segments www.aeanet.org
of the high-technology industry—
electronics, software, information
technology. Includes news, publi
cations, services, and other items

Semiconductor Industry
Association

Includes news of interest to the www.semichips.org
chip industry, in addition to stat
istics, research, publications, and
other items

American Software Association
c/o ITAA

Information about the informa www.itaa.org
tion technology industry and
industry issues, and links to other
Web sites

www.ny.frb.org/pihome/
statistics /dlyrates

[The next page is 8481.]
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AAM Section 8140
Real Estate Industry
Developments—2000/01
In This Year's Alert . . .
•

What are the overall conditions and recent trends in the real estate industry?

•

What is the overall condition of individual segments of the real estate industry?

•

What are the general conditions for REITs? How are REITs changing?

•

How do current economic trends and industry conditions affect the risks associated with auditing
real estate entities?

•

What major audit issues addressed by standard-setting bodies are likely to affect real estate entity
audits?

•

What auditing and accounting issues in the real estate industry continue to be of concern? How have
current economic conditions affected those issues?

•

What can I do to make sure I detect material misstatements caused by fraud?

•

What proposed accounting standards will have the most significant impact on the real estate industry?

•

What relevant assurance services can I offer my clients that extend beyond the audit?

•

What new auditing pronouncement addresses the issues of materiality? What new auditing and
accounting pronouncements were issued this year?

•

What other AICPA publications and courses for continuing education may be of value to my practice?

•

How can I order AICPA products? What other AICPA services may be of interest to me?
*

*

*

*

Industry and Economic Developments
General Industry Trends and Conditions
What are the overall conditions and recent trends in the real estate industry?
.01 The prevailing mood among real estate analysts and professionals is one of cautious, continued
optimism. After several years of rising valuations for most real estate assets, the consensus is that many
markets have now reached their peak. The remaining question seems to be, what's next? Are we destined
for a quick drop into the next market cycle? Or, are we in for a long, stable plateau in which market
fundamentals remain in equilibrium?

.02 No one is expecting a precipitous drop in the real estate market. The last significant run-up in real
estate values, in the 1980s, was quickly followed by the deep recession of the early 1990s. However, as analysts
are quick to point out, conditions today are not the same as they were in the 1980s. The current strength of
the real estate market shows none of the fundamental supply and demand weaknesses that typically lead to
recession. For example—
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•

There are no significant signs of overbuilding. In the past few years, capital providers and developers
exercised a great deal of restraint in new development.

•

Generally high occupancy rates continue to be the norm.

•

Industry surveys indicate a relatively liquid real estate market characterized by short marketing
periods.

The strong U.S. economy continues to be the main force behind the overall strength of the real estate industry
and a source of optimism for the future. Even though the growth of the U.S. economy has slowed somewhat,
key performance statistics continue to be impressive:

•

Estimated gross domestic product for the U.S. continues to grow at an estimated annual rate in excess
of 4 percent.

•

Consumer confidence and personal consumption levels remain at historic levels.

•

Unemployment and inflation are at their lowest levels in decades.

The only negative economic news is that interest rates have risen during the past year, and there are signs
that these higher rates are beginning to have a slight negative impact on real estate markets.

.03 In general, capital for the real estate industry is neither excessive nor in short supply. Many analysts
take this as an indication that public capital market financing has helped discipline an industry that, in the
past, was known for periods of overexuberance, in which the surplus of capital resulted in significant
overbuilding.

.04 In general, then, the supply and demand fundamentals, both for property and capital, seem to be in
balance. Many markets are probably at an inflection point, where values have risen as high as they can go.
Now, too, after a plateau of unknown duration, these markets will begin to move in the opposite direction.
No one is sure how long this stability will endure or what event or chain of events will push the various
markets into the next cycle.
.05 In last year's Alert, we indicated that the traditional industry barometers of supply and demand could
no longer be solely relied on to analyze the industry. The capital crunch of 1998 demonstrated that industry
health is now inextricably linked to the global capital markets. Many experts believe that the most serious
threats to the existing market equilibrium lie outside the industry itself.

.06 How have the industry trends identified in last year's risk alert continued to affect the real estate
industry? Last year, we identified several nascent trends in the real estate industry, discussed in the following
sections.
Globalization

.07 Many real estate entities and investors are quickly becoming international companies. Numerous
opportunities for global expansion exist outside the United States, particularly in Europe and Asia. However,
U.S. companies that expand overseas must be savvy about local conditions and carefully assess the risks of
doing business in an unfamiliar environment.
Larger Real Estate Companies

.08 Traditionally, the real estate industry has been fragmented into a large number of privately owned
small enterprises. Primarily through merger and acquisition, larger real estate companies are beginning to
emerge. Larger companies have different operating characteristics than smaller companies. For example,
larger real estate companies may have more comprehensive internal controls (including internal audit
departments) and sophisticated computer applications to help them manage their real estate assets.
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Technology

.09 The real estate industry has a reputation for being slow to adopt emerging technologies. However,
the recent advances in technology have been so dramatic that even the most technology-challenged in the
industry cannot ignore them.

.10 The impact of technology on the real estate industry has been at the forefront of many recent industry
reports. In general, technology may affect real estate companies in two fundamental ways.
1. Operational efficiencies. Leading real estate companies have learned to use technology in ways that
provide them with a competitive advantage, for example, as a means to—

— Integrate and analyze large volumes of data.
— Market properties worldwide over the Internet.

— Automate due diligence, including lease analysis.
— Provide cash-flow analysis and investment modeling.

— Streamline back-office operations such as procurement, property management, accounting and
finance.

2. Driver of demand. The information technology revolution has also had an effect on the demand for real
estate. For example, the rise of dot-com companies in some geographic areas has increased the demand
for office space in those markets. The emergence of telecommuting, made possible by technological
advances, has altered the demand for office space and changed the way in which space is used.
E-commerce and the purchase of goods over the Internet have affected the demand for certain
property types, though perhaps not to the degree originally imagined. Several years ago, when
shopping online first became popular, some analysts predicted the end of traditional "brick and
mortar" shopping venues. However, news of the shopping mall's death proved to be greatly
exaggerated. Although electronic retailing (e-tailing) has increased greatly over the past few years,
it still accounts for only 7 percent of total purchases, and its effect on the demand for retail space has
been negligible.
One area where the effects of online retailing have been felt is in the demand for warehouse space.
Major online retailers, such as amazon.com, need greater amounts of space to accommodate their
ever-increasing inventory. If more of these types of retailers continue to be successful, the demand
for warehouse space will only intensify.

What new trends for 2000 are affecting the real estate industry? The changing demographics of the U.S.
population are not a new development—they have been happening inexorably for years. However, the aging
of the baby boomers is a trend worth highlighting in the current year. Two of the more significant
demographic changes that may affect real estate needs are—
1. Significant increases in the fifty-five-to-sixty-four age group. People in this age group are considered to
be in their "active leisure" years. Recreation, resort, and entertainment venues that cater to this group
are expected to be in high demand. Analysts also predict that the buying patterns of this age group
will have a significant impact on retailing.
2. Decreases in the number of people twenty-five to fourty-four years old. People in this age group are in their
primary working years. The large decrease in the number of people in this category will result in
chronic shortages of workers in the coming decades. Many of the most prevalent real estate
developmental strategies and trends were defined during times when workers were plentiful and
employee retention was not nearly the problem it is today. To compete effectively in the hiring and
retention of workers, employers will focus on ways to provide their employees with benefits that go
beyond wages. Going forward, employers will need to address lifestyle concerns, such as childcare
and flexible work arrangements. These changes are likely to have an impact on the design and
development of real estate, though no one is predicting just what that impact will be.
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Executive Summary—General Industry Trends and Conditions
•

Fueled by the strong U.S. economy, most real estate markets are strong.

•

Overall growth in the industry is slowing, but the fundamental strength of most markets is
expected to continue. Industry fundamentals remain in equilibrium, with no signs of overbuilding
or increasing vacancies. The most likely threat to industry stability probably exists outside the
industry itself.

•

Globalization, the slow consolidation of the industry, and information technology continue to
change the way in which the industry operates. Demographic shifts are expected to affect real
estate development in the future, though the nature of those effects remains uncertain.

Industry Segment Conditions
What is the overall condition of individual segments of the real estate industry?
Office Market Conditions

.11 The office market continues to be strong and relatively stable; however, there are signs that the market is
changing. First, the good news. The hottest sector of the office market segment is the central business districts
(CBD) of major cities. Prices for top downtown office buildings routinely top $200 per square foot, well in excess
of the average for other office properties. In some markets, CBD strength has even spilled over into nearby
suburban office markets. In most markets, vacancies remain relatively stable, at about 10 percent, and rental rates
continue to increase at about 6 percent per year in CBDs and 4 percent in the suburban markets.

.12 Amidst this generally good news, signs that the office market has reached its peak include the following:
• Rising cap rates.1 For the past few years, many office buildings had a significant number of below
market leases that provided significant investment opportunities. Now, "income in place" for most
office properties approximates market rates, and many analysts believe that this is the prime reason
why average cap rates have risen over the past year. On average, increases have ranged from 50 to
80 basis points.
• Increasing construction activity. The construction of new office properties is ahead of current absorp
tion. Some analysts predict that this will lead to a slight rise in vacancy rates in the near future.
On the financing side, real estate investment trust (REIT) investors have dominated the office market over
the past few years, but that is changing. Institutional investors, such as pension funds, foreign investors, and
life insurance companies, now constitute a healthy segment of the investors in office buildings. Analysts
generally view this broad capital base as a positive sign for the segment.

Industrial Market Conditions
.13 The industrial market sector has been strong for several years now, and as yet, there are no significant
signs of weakening. The performance of industrial properties depends to a great deal on the status of U.S.
exports and general economic activity. In general, the export economy and consumer spending remain
strong, which has resulted in low vacancy rates and high rents in the industrial sector. Overbuilding does
not seem to be a problem—in fact, construction activity for industrial properties has been on a slight
downward trend.
1 The market value of income-producing properties frequently is estimated using the income approach. Under this approach, the
property's net operating income is divided by the "cap rate" to determine its estimated market value. Thus, in an environment where
comparable properties are "capping out" at 8.5 percent, a property that currently is generating $100,000 of net operating income would
have an estimated market value of $100,000 divided by 8.5 percent, or $1,176,000. Conceptually, a cap rate is similar to a market rate of
return. When cap rates are declining, property values increase.
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.14 As indicated earlier in this Alert, the rising electronic commerce (e-commerce) industry has begun to have
an effect on the demand for industrial space. Many electronic businesses (e-businesses) have moved away from
their original "virtual company" model that limited their activity to simply processing customer orders. Leading
dot-coms are now assuming control of the goods shipment process, which requires them to find warehouse space
for their inventory. However, some analysts caution that no Internet company has ever operated during a
recession, and it is unclear how many will survive during the next inevitable economic downturn.
Retail Market Conditions

.15 Even though other real estate segments show broad strength across most markets, the performance
of the retail segment remains spotty. Some large, high-profile retailers have declared or are on the verge of
declaring bankruptcy. Meanwhile, other retailers have done quite well.
.16 Among investors, retail properties still seem to be in general disfavor. However, many analysts
believe that the supply and demand fundamentals of the sector warrant more optimism. For example—
•

Retail sales have increased over 7 percent in the past year, up from 6.5 percent the year before.

•

Per capita disposable income continues to rise at about 2 percent per year.

•

Retail companies' pretax profits have doubled in the past four years.

As indicated earlier in this Alert, the threats to traditional retailing posed by e-commerce now seem to be
over-hyped. Even though online shopping has grown tremendously and will continue to grow, this activity
has not happened entirely at the expense of traditional shopping. It appears that the retail shopping pie is
growing, and that Internet shopping may actually translate into greater activity at the malls.

Residential Market Conditions

.17 Like other market segments, residential real estate—both single- and multifamily—continue to
perform well. The recent rise in interest rates has tempered somewhat the development of single-family
residences, but overall, the outlook remains positive. Market fundamentals remain in equilibrium.

.18 The supply and demand fundamentals for multifamily housing are in equilibrium. Multifamily
housing starts have numbered in the 325,000-to-350,000 range, which is consistent with expected demand.
Cap rates for multifamily properties are about 9 percent, which is up slightly from the 8.5 percent of a year
ago. Given the stable market fundamentals, some analysts attribute this rise in cap rates to investor
nervousness and predict that rates will drift back down over the next few months.

REITs
What are the general conditions for REITs? How are REITs changing?

.19 The prices for REIT shares bottomed out in late 1999 and are now beginning to rebound. At the time
of this writing, the NAREIT Equity REIT Index (an index of REITs similar to the Dow Jones or NASDAQ
indexes) was up nearly 19 percent. This increase is far ahead of the NASDAQ Composite, the S&P 500, and
the Dow Jones Industrial Average. In spite of renewed investor confidence, most REITs are trading below
their net asset value, leading some to predict that some REITs will be taken private soon unless their prices
rise significantly.
.20 Before their explosion in the 1990s, most REITs served as income-yield stocks, similar to public
utilities, for investors. During the last decade, that perception shifted, and, as REITS continued to aggressively
pursue deals, they came to be perceived as growth stocks. Now, the pendulum seems to have swung back
the other way. The REITs have become less deal driven, and investors are looking at them once again as
income stocks. In that regard, investors are encouraged that the earnings slowdown reported over the past
few years appears to have stabilized.
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Executive Summary—Industry and Economic Developments
•

The office market remains strong, particularly in the CBDs of large metropolitan areas. Vacancy
and rental rates reflect a strong market. However, average cap rates have risen as income in place
now approximates market rates for most properties.

•

The industrial market remains solid, driven by a strong performance of the U.S. economy.
E-commerce is beginning to drive the demand for certain types of industrial space.

•

The retail market remains spotty, with some retailers performing strongly while others fail. Online
shopping has not had a significant effect on the demand for space, and it is unlikely to affect retail
real estate markets, at least in the near term.

•

Multifamily and residential housing markets remain strong and stable.

•

REIT share prices have rebounded since their low in 1999, but most of them still trade below net
asset value. Investors now view REITs as income-yield stocks, in marked contrast to the growth
stock perception that persisted through much of the 1990s.

Current Audit Issues
Assessing Audit Risks in the Current Environment
How do current economic trends and industry conditions affect
the risks associated with auditing real estate entities?
.21 The proper planning and execution of an audit always has required you to have a thorough
understanding of the real estate industry and the nature of your client's business. For most CPA firms, this
in-depth understanding means that the most experienced partners and managers must become involved
early and often in the audit process. In today's real estate environment, the judgment and perspective of
knowledgeable and experienced auditors is even more important than it was in the past.

Focus on Local Conditions
.22 National trends, average cap rates, and other industry benchmarks can be effective at identifying
unusual relationships or anomalies in the financial statements that warrant further investigation. However,
you should remember that real estate values and operations are affected much more directly by local and
property-specific conditions than they are by broad national averages.
.23 For example, an aging office building suffers from obsolescence caused by wear and tear, changing
functional requirements of users, or even shifts in location preferences. This obsolescence occurs irrespective
of national trends to the contrary. In planning and performing your audits, you should be sure to obtain
information about circumstances that directly affect your clients' real estate assets and not merely ascribe
national averages to specific properties.

Help Desk—The Society of Industrial and Office Realtors publishes Comparative Statistics of
Industrial and Office Real Estate Markets, which can be purchased and downloaded directly
from the group's publications section at www.sior.com. This report provides extremely
detailed and comprehensive information about most real estate markets in the country.
Using this report not only helps you plan your audits, but also gives you a basis for providing
value-added advice and insight to your clients.
Estimating Future Performance
.24 The real estate industry uses estimates of future asset performance in a wide variety of ways, for
example to—
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•

Assess the viability of product development.

•

Evaluate various investment options.

•

Estimate the fair value of real estate assets.

• Apply generally accepted accounting principles (GAAP), such as Financial Accounting Standards
Board (FASB) Statement of Financial Accounting Standards No. 121, Accounting for the Impairment of
Long-Lived Assets and for Long-Lived Assets to Be Disposed Of, on asset impairment.

During the past several years, most real estate assets have performed spectacularly well. Increasing demand for
space resulted in significant increases in rental rates and occupancy. The rollover of old leases entered into during
the industry's last recession created significant cash flow "spikes" when they renewed at current market rates.

. 25 No one expects the rate of growth of the past few years to continue. Most markets are in equilibrium.
You should be skeptical of cash flow and other performance projections that assume that recent upward
trends will continue.

Help Desk—Landauer Real Counselors publishes Real Estate Market Forecast, which can be
downloaded at www.landauer.com. The report provides in-depth analysis of current indus
try conditions and the outlook for the future for five different property types. The publica
tion provides one analysis of the conditions in major markets for each property type. The
Landauer report is published annually. You can obtain quarterly updates from the Com
mercial Investment Real Estate Network at www.ccim.com.
Auditing in a Paperless Environment

26 When clients rely on technology to manage and analyze information, audit strategies change. For example—

.

• Audit evidence that previously existed in paper form may be available electronically only. Accessing
electronic audit evidence may require you to become proficient in the use of data extraction or other
audit software tools.
•

The design and operation of internal control in a computer environment are much different than in
a predominantly manual environment.

As indicated earlier in this Alert, more real estate entities are expanding their use of information technology.
As this trend continues, you may need to become aware of the unique audit issues in a highly computerized
environment. In addition, you should identify the risks of material misstatement that can arise during the
transition from a highly manual to a more computerized operating environment. For example, when an
entity adopts new information technology applications, you should be alert for financial statement misstate
ments caused by—
•

Loss of data or data corruption.

•

Lack of internal controls in the new system.

•

Poorly designed or ineffectively operating controls in the new system.

Finally, as real estate entities begin to automate certain processes, you may find that an audit strategy that
relies strictly on substantive tests may no longer be feasible. On some audits, the client's information
technology applications may require you to test controls to reduce audit risk to an acceptable level.

Risks of Overseas Expansion
.27 Most U.S. real estate markets have fully recovered, and opportunities for continued high growth
levels remain modest. This is not the case in many non-U.S. markets, which may provide your clients with
significant chances for investment. Even Asian real estate, which has been mired in a long recession, shows
signs that it has bottomed out and is on the rebound.
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.28 However, competing in foreign markets is complex and fraught with risks, many of which are
indiscernible at first glance. The political risks in some nations is quite high, but even in countries that have
relative political stability, complexities may arise. Each country has its own market characteristics, regula
tions and laws (including tax laws), and accounting standards. Many Asian countries often lack such basics
as standardized real estate forms, lending processes, and appraisal procedures.
.29 If your client has or is considering venturing into foreign real estate markets, you should gain an
understanding of the risks of doing business in those markets. Consider whether the client has an effective
process for identifying and managing those risks effectively. For example, has management adequately
assessed the realities of a foreign marketplace when developing assumptions about the future performance
of real estate located in those markets?
Appraisal Issues

.30 During your audit, you may need to obtain information about the estimated fair value of your client's
real estate assets. For example, your client may use fair value information to—
•

Determine whether an asset has been impaired and, if so, the amount of the impairment loss.

•

Make disclosures about fair value required by GAAP.

•

Prepare supplemental current value information to be included in the financial statements.

A real estate appraisal typically is used to support fair value estimates used in these and other situations.
The 1997 AICPA Audit and Accounting Guide Use of Real Estate Appraisal Information (Product No. 01359kk)
is an excellent source of information on how auditors can and should use appraisals in their audit of a real
estate company. This Guide is designed to help you—
•

Understand the appraisal process, its valuation concepts, and principles.

•

Use real estate appraisal information in your audits.

•

Apply Statement on Auditing Standards (SAS) No. 73, Using the Work of a Specialist (AICPA,
Professional Standards, vol. 1, AU sec. 336), to the work of a real estate appraiser.

Just as trends in the overall real estate industry can help you identify unusual financial statement
relationships, trends in the real estate appraisal community may be helpful in spotting unusual assump
tions or techniques in the client's fair value estimates. Recent appraisal trends to consider include the
following.
•

Use of rent spikes. Consistent with the supply and demand equilibrium in most markets, the number
of appraisals that assume a rent spike in projected cash flows (rent spike is defined as a rent increase
markedly higher than inflation) has diminished greatly over the past two years. According to the
Korpacz Real Estate Investor Survey, less than 20 percent of respondents have factored rent spikes
into their appraisal assumptions, compared with 36 percent a year ago. Two years ago, 75 percent of
the respondents included rent spikes in their appraisals.

•

Direct capitalization methods. Under the direct capitalization method of estimating fair value, the
appraiser applies a capitalization rate to net operating income (NOI). In determining NOI, the
appraiser must consider how to treat tenant improvements, leasing commissions, and the capital
replacement reserve. You should be aware that there is a diversity of practice among appraisers
regarding the treatment of these items.

The most common practice is to exclude tenant improvements, leasing commissions, and capital replacement
reserves from the calculation of NOI. However, a growing number of appraisers are including a capital
replacement reserve deduction in determining NOI. (Only a small number of appraisers include all three
deductions in their calculation.)
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.31 When relying on an appraisal for audit evidence, you should consider how the appraiser treated
tenant improvements, leasing commissions, and capital replacements when applying the direct capitaliza
tion approach. Additionally, when making comparisons of two or more appraisals, you should determine
that the methods used to calculate NOI were consistent.
Using Hedging Transactions to Manage Risk
. 32 Many real estate entities enter into hedging transactions to manage various risks. The most common
risks that lend themselves to hedging strategies include those relating to interest rate or foreign currency
exposures. For example, an entity may—
•

Seek to lock in existing interest rates on a loan it plans to obtain to finance future real estate development.

•

Manage its interest rate exposure by converting variable rate debt into fixed.

As described in the general Audit Risk Alert 2000/01 [AAM section 8010], FASB Statement No. 133, Accounting
for Derivative Instruments and Hedging Activities, provides the primary guidance on accounting for hedging
transactions. Recently, the AICPA issued SAS No. 92, Auditing Derivative Instruments, Hedging Activities, and
Investments in Securities (AICPA, Professional Standards, vol. 1, AU sec. 391), which provides auditing guidance
on hedging transactions. Accompanying this SAS is an Audit and Accounting Guide of the same name that
provides additional implementation guidance.

. 33 If your client engages in derivatives transactions or hedging activities, you should become thoroughly
familiar with the authoritative accounting and auditing literature. For example, you should be aware of—
•

How hedging transactions should be accounted for.

•

The criteria that must be met for a transaction to qualify for hedge accounting.

•

The responsibilities of the client to designate and document the hedge.

•

The possible need for the client to reconsider its existing interest rate management policy to include
various hedging strategies.

•

The implementation and transition requirements for adopting FASB Statement No. 133.

Areas of Increased Scrutiny by Standard-Setting Groups
What major audit issues addressed by standard-setting
bodies are likely to affect real estate entity audits?

.34 During the past year, standard-setting bodies and others charged with protecting the public interest
have scrutinized several important areas that affect most real estate audits.
Revenue Recognition

.35 In December 1999, the Securities and Exchange Commission (SEC) released Staff Accounting Bulletin
(SAB) No. 101, Revenue Recognition in Financial Statements. SABs are not rules or interpretations of the Commission.
They represent interpretations and practices followed by the staff of the Office of the Chief Accountant and the
Division of Corporate Finance in administering the disclosure requirements of the federal securities laws.
Financial statement preparers and auditors of public real estate companies are most directly affected by SABs.
However, auditors of nonpublic companies may find the information contained in SAB No. 101 useful.

.36 Conceptual guidance on revenue recognition is contained in FASB Statement of Financial Accounting
Concepts No. 5, Recognition and Measurement in Financial Statements of Business Enterprises. Paragraph 83 of
the Statement states that recognition of revenue involves consideration of two factors, (a) being realized and
(b) being earned. FASB Statement No. 66, Accounting for Sales of Real Estate, along with several interpretations
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and EITF consensus positions, describes how the concepts described in Concepts Statement No. 5 apply to
revenue recognition from the sale of real estate.

.37 SAB No. 101 does not modify existing accounting guidance relating to the sale of real estate. However,
the SAB does clarify the accounting that landlords must follow for contingent rents received from their
tenants. As clarified in SAB No. 101, Interpretive Response Number 8, the landlord should not recognize any
contingent rental income until the threshold for contingent rental payments has passed.
.38 For example, suppose that a tenant was required to pay 1 percent of its net sales in excess of $1,000,000
as contingent rental. As described in SAB No. 101, the landlord may not record revenue from this contingent
rent until the tenant actually achieves $1,000,000 in sales. Even if the tenant has a history of achieving the
threshold and it is probable that sales will exceed $1,000,000, revenue must not be recognized until the
tenant's sales actually do exceed the amount specified in the lease agreement.
.39 SAB No. 101 will have its greatest effect on entities that operate in the retail and hotel sectors of the
industry. Auditors should carefully consider whether the revenue recognition policies of their clients
conform to the guidance in the SAB. To help financial statement preparers implement SAB No. 101, the staff
of the SEC has provided additional guidance in the form of Frequently Asked Questions. This guidance can
be found on the SEC Web site. SAB No. 101 becomes effective during fourth quarter 2000.
Auditor Independence

.40 Auditor independence continues to draw the attention of those responsible for oversight of the
profession. SAS No. 1, Codification of Auditing Standards and Procedures (AICPA, Professional Standards, vol. 1,
AU sec. 150.02, "Generally Accepted Auditing Standards"), the second general standard of generally
accepted auditing standards (GAAS), requires that in all matters relating to the audit engagement, an
independence in mental attitude is to be maintained by the auditor. SAS No. 1, Codification of Auditing
Standards and Procedures (AICPA, Professional Standards, vol. 1, AU sec. 220.03, "Independence") provides that
"to be independent, the auditor must be intellectually honest; to be recognized as independent, he must be
free from any obligation to or interest in the client, its management, or its owners."
.41 This description of independence raises the following issues, which are addressed in a number of
detailed and, at times complicated, rules, interpretations and rulings.

.42 Who must be independent. Individuals who meet the definition of a member must be independent.
There are several specific rules that define member, and you should be aware of the following.
•

The definition of member varies, depending on one's level (for example, partner, manager, or staff
professional) within the firm. Staff members are required to be independent only of the clients they
serve. Managers must be independent of all audit clients in the office in which they are located.
Partners must be independent of all audit clients of the entire firm. The definition of a member does
not vary depending on functional classification. For example, the independence rules relating to a
consulting partner are the same as those for an audit partner.

•

Certain family members meet the definition of a member. If you are a member under the inde
pendence rules, your immediate family members also are considered members. Immediate family
members are defined as your spouse or spousal equivalent and any dependents.

. 43 From whom independence is required. You are required to be independent of all restricted entities.
Restricted entities include all clients for whom your firm provides services requiring independence. Audits
require independence, and so do reviews and all engagements performed under the attestation standards,
such as agreed-upon procedures. The definition of restricted entity also includes certain related entities of
the firm's client, even if the related entity is not a client. For example, if your firm audits XYZ, a member
must be independent of XYZ and all its subsidiaries.
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.44 Situations presumed to impair independence. The independence rules contain a myriad of rulings
on matters that are presumed to impair a member's independence. In general, these rulings focus on the
following types of matters.
•

Financial interests. Financial interests include investments in another company, for example, stock
ownership. A member is prohibited from owning or being committed to own any direct or material
indirect interest in a restricted entity. A loan from a client or any of its officers, directors, or senior
management members is another type of financial interest. If your firm audits any financial institu
tions, you should become familiar with the rules regarding loans from restricted entities.

•

Business relationships. Your independence will be impaired if you or any covered person or entity
has a direct or material indirect business relationship with the audit client, other than providing
professional services or acting as a consumer in the ordinary course of business.

•

Nonaudit services. The performance of nonaudit services for a restricted entity may impair you or
your firm's independence, as described in Ethics Interpretation No. 101-3, "Performance of Other
Services," of ET section 101, Independence (AICPA, Professional Standards, vol. 2, ET sec. 101.05). That
Interpretation prohibits you from acting in the capacity of management when performing nonaudit
services for an audit client. For example, you may participate in a negotiation as an adviser to an
audit client, but you may not actually commit the entity to a transaction. Interpretation No. 101-3
also requires you to establish an understanding with your client (preferably in writing) regarding the
nature of the nonaudit services you will perform and management's responsibilities with regard to
those services.

The Interpretation includes numerous examples of the kinds of services that are presumed to impair
auditor independence and those that do not impair independence. These examples are separated into
the following categories.
— Bookkeeping
— Corporate finance advisory services
— Technology consulting services

— Investment advisory or management services
— Payroll and other disbursements

— Benefit plan administration
— Appraisal, valuation, or actuarial
— Executive or employee search

— Business risk consulting
Before performing any nonaudit services for an audit client, you should review the independence rules,
particularly Interpretation No. 101-3, to be sure that the services you wish to perform will not impair your
independence.
Help Desk—A copy of Interpretation No. 101-3 can be found in the May 1999 issue of the
Journal of Accountancy or you can download it directly from the AICPA Web site at http://
www.aicpa.org. Also, the AICPA recently released an interactive CD-ROM self-study
course titled Independence. This course gives you an in-depth understanding of the AICPA,
SEC, and Independence Standards Board (ISB) rules relating to independence and provides
you with an opportunity to earn six hours of CPE credit.

.45 Assessing independence can be a complex and time-consuming undertaking. The AICPA can offer
assistance. Call (888) 777-7077 to speak to a member of our Professional Ethics team with your questions relating
to AICPA independence standards. You may also submit your question in an email to: ethics@aicpa.org.
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Public-Company Independence Initiatives

.46 Auditors of public companies will have to comply with the independence standards issued by the
SEC and the ISB, in addition to those of the AICPA. Conceptually, the SEC and ISB rules relating to
independence are similar to the AICPA rules, but they do differ in certain specific ways, usually by being
more restrictive.

.47 In June 2000, the SEC issued a rule proposal that would significantly change its existing rules.
Underlying the proposed new rule are four basic principles by which the SEC measures auditor inde
pendence. These principles are rooted in the bedrock philosophy that auditors must be independent in fact
and in appearance. These principles provide that an auditor is not independent when one of the following
is true. The auditor—

•

Has a mutual or conflicting interest with the audit client.

•

Audits his or her own work.

•

Functions as management or an employee of the audit client.

•

Acts as an advocate for the audit client.

Here's a brief overview of the major areas addressed by the SEC's proposal:
•

Financial relationships—The proposal would significantly narrow the circle of people whose investments
trigger independence concerns to principally those who work on the audit or can influence the audit.

•

Employment relationships—The proposal would greatly reduce the pool of people within an audit firm
whose families would be affected by the employment restrictions necessary to maintain independence.

•

Business relationships—Consistent with existing rules, independence would be considered impaired
if the auditor or any covered person or entity has a direct or material indirect business relationship
with the audit client, other than providing professional services or acting as a consumer in the
ordinary course of business.

•

Nonaudit services—The proposal identifies certain nonaudit services that the SEC believes are incon
sistent with independence. They include bookkeeping or other services related to the audit client's
accounting records or financial statements, financial information systems design and implementa
tion, appraisal or valuation services, fairness opinions, or contributions-in-kind reports where there
is a reasonable likelihood that the auditor will audit the results, internal audit outsourcing, manage
ment functions, human resources, broker-dealer, investment adviser, or investment banking services,
legal services, and expert services.

•

Contingent fee arrangements—The proposal states that an auditor cannot provide any service to an
audit client that involves a contingent fee.

•

Quality controls—The proposal provides a limited exception from independence violations to the firm
if the individual did not know, and was reasonable in not knowing, the circumstances giving rise to
his or her violation, if the violation was corrected promptly once the violation became apparent, and
if the firm has quality controls in place that provide reasonable assurance that the firm and its
employees maintain their independence.

•

Proxy disclosure requirement—The proposal would require registrants to disclose in their annual proxy
statements information relating to services and fees provided by the auditor over a specified dollar
amount.

Help Desk—This information represents a summary of significant issues addressed by the
proposal. The full text of the proposed rule change can be obtained from the SEC's Web site
at www.sec.gov/news/audind2.htm . In addition, note that as of the writing of this Alert,
no final rule had been adopted.
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. 48 In addition to the SEC's independence initiatives, the SEC Practice Section (SECPS) of the AICPA
revised its membership rules to focus on quality control issues related to independence matters. The new
rules require member firms of the SECPS to—

•

Establish independence policies.

•

Make their independence policies available to each professional.

•

Provide independence training to professionals at the time of employment and periodically thereafter.

•

Maintain a database to include all restricted entities.

• Designate a partner responsible for overseeing the firm's independence matters and establish
procedures to follow up on violations.

• Require that the restricted entity list be reviewed by each professional before the individual acquiring
any security, obtaining a loan, opening or modifying a brokerage account, or entering into business
relationships.
•

Require each professional to sign an independence confirmation near the time of employment and
annually thereafter.

•

Require each professional to report apparent violations and the related corrective action to be taken.

Only firms that are members of the SECPS need to comply with these rules; however, other firms may find
the recommendations to be useful in promoting an awareness of and appreciation for the independence rules
and in establishing policies to help ensure the independence of its professionals.

Executive Summary—Current Audit Issues

•

The effective and efficient audit of a real estate entity's financial statements requires the early
involvement of a firm's most experienced auditors. Considerable judgment and expertise is
needed to identify audit risks in the current environment.

•

National trends and averages are useful to identify unusual financial statement relationships or
areas that require significant audit attention. However, ultimately, real estate assets are most
affected by local conditions. In the planning and performance of their audits, auditors should seek
to understand the characteristics of the local real estate markets that most affect their client's
properties.

•

Auditing in a paperless environment requires a change in auditing strategies, especially
regarding electronic audit evidence, and design and operation of internal control in a
computer environment.

•

As the U.S. real estate markets reach their plateau, the opportunity for investing in foreign markets
will increase. Auditors will need to understand the unique risks associated with overseas investing
to effectively perform their audits.

•

Real estate appraisals may be a source of audit evidence in a number of circumstances. When
reviewing a real estate appraisal, auditors should follow the guidance provided in an AICPA
Audit and Accounting Guide on the topic. They also should be familiar with current issues and
trends facing the real estate appraisal community.

•

Many real estate entities use hedging activities to manage risk.

•

Revenue recognition and auditor independence continue to receive the scrutiny of the SEC and
others. During the past year, the SEC has launched major initiatives in both these areas. Although
the guidance provided by the SEC is applicable only to publicly owned companies, auditors of
nonpublic companies may find the guidance helpful.
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Audit and Accounting Issues of Continuing Importance
What auditing and accounting issues in the real estate industry continue to be of concern?
How have current economic conditions affected those issues?
Revenue Recognition

Sales of Real Estate
.49 During the past few years of industry recovery, many real estate entities were able to report
impressive growth as a result of the improvement in the underlying real estate. Some entities may be under
continued pressure to maintain this rate of growth even though the industry has now recovered and the
substantial gains of the past few years have leveled off.
.50 You should consider the appropriateness of your client's revenue recognition policies or, especially,
changes to those policies. Some clients may attempt to demonstrate growth in a flattening market by changing
operating or accounting policies that affect the timing or propriety of revenue recognition. In evaluating the
revenue recognition policies of real estate entities, you should consider carefully whether the criteria in FASB
Statement No. 66 have been met.
.51 You also should continue to be alert for—
•

"Put" arrangements. Put arrangements may commit a seller, its officers, or shareholders to repur
chase the property, find other buyers, or indemnify the buyer or third-party guarantors for risk of
loss. These arrangements can significantly affect revenue recognition. In some cases, put arrange
ments may not be formally documented, so you should consider the facts and circumstances
surrounding property sales to be sure there are no formal or informal arrangements of this kind. You
may also wish to request written representation from management regarding the absence of side
agreements.

•

Direct or indirect seller financing. Consider circumstances that would indicate that a seller may have
directly or indirectly provided the funds for a down payment (or for the entire purchase price) in a
cash sale. Apart from precluding the use of the full accrual method of profit recognition, such
circumstances may create related party transactions that require disclosure, as described in FASB
Statement No. 57, Related Party Disclosures.

•

Creative funding arrangements. Some real estate transactions are structured to achieve a desired tax
result. Auditors should analyze such creative funding arrangements to ensure that the transaction
has been accounted for in accordance with GAAP.

FASB Statement No. 66 describes examples of real estate transactions that include sales of: corporate stock
of enterprises with substantial real estate, partnership interests, and time-sharing interests. Questions have
been raised about whether the sale of these investments should be accounted for under FASB Statement No.
66 or under FASB Statement No. 125, Accounting for Transfers and Servicing of Financial Assets and Extinguish
ments of Liabilities.2 In EITF issue 98-8, Accounting for Transfers of Investments That Are in Substance Real Estate,
a consensus was reached that the sale or transfer of an investment in the form of a financial asset that is, in
substance, real estate should be accounted for in accordance with FASB Statement No. 66.
2 Issued in September 2000, FASB Statement No. 140, Accounting for Transfers and Servicing of Financial Assets and Extinguishments of
Liabilities, replaces FASB Statement No. 125 and is effective for transfers and servicing of financial assets and extinguishments of
liabilities occurring after March 31, 2001. The statement is effective for recognition and reclassification of collateral and for disclosures
relating to securitization transactions and collateral for fiscal years ending after December 15,2000. Disclosures about securitization and
collateral accepted need not be reported for periods ending on or before December 15, 2000, for which financial statements are
presented for comparative purposes.
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.52 FASB Interpretation No. 43, Real Estate Sales, clarifies that FASB Statement No. 66 applies to all real
estate sales, not just those made by real estate entities. Included within the scope of FASB Statement No. 66
are sales of real estate with property improvements or integral equipment that cannot be removed and used
separately from the real estate without incurring significant costs.
Lease Income

.53 Several accounting pronouncements provide guidance to lessors on recognizing lease revenue. These
pronouncements include the following.

•

FASB Statement No. 13, Accounting for Leases. Paragraph 19(b) of this statement describes how a lessor
should report lease income.

— In general, rental income is recognized when it becomes receivable according to the provisions
of the lease.
— However, if the rentals vary from a straight-line basis, the income should be recognized on a
straight-line basis (unless another systematic and rational basis is more representative of the time
pattern in which use benefit from the lease property is diminished).
•

FASB Statement No. 29, Determining Contingent Rentals. This Statement defines contingent rentals
and states that they should be recognized as revenue when they become accruable.

•

FASB Technical Bulletin 85-3, Accounting for Operating Leases with Scheduled Rent Increases. This
Technical Bulletin addresses whether it is appropriate for lessors to recognize scheduled rent
increases on a basis other than as required in FASB Statement No. 13.

•

SEC SAB No. 101, Revenue Recognition in Financial Statements, Interpretative Response to Question 8.
As described elsewhere in this alert, SAB No. 101 clarifies revenue recognition from contingent
rentals. The guidance in the SAB is most applicable to auditors of public companies; however, if you
audit nonpublic entities, you may still find the guidance useful.

In auditing rental income, you should obtain reasonable assurance that rental income has been properly
recognized during the period. Pay particular attention to revenue from contingent rentals and revenue
recognition when lease payments are scheduled to vary from a straight-line basis.

.54 To properly recognize rental income on a straight-line basis, the accounting for income from lease
agreements that call for scheduled rent increases requires the recording of a receivable during the early years
of the lease. If your client's financial statements include such a receivable, you should determine that it is
collectible, for example, by assessing the creditworthiness of the tenant.

Help Desk—Auditors designing and performing procedures related to revenue recog
nition can look to the AICPA publication, Audit Issues in Revenue Recognition (Product No.
022506kk). You may obtain this publication from the AICPA Web site at www.aicpa.
org/members/div/auditstd/ pubaud.htm.

Sale-Leaseback Transactions
.55 Industry observers continue to report a growing number of sale-leaseback transactions involving
corporations that own their facilities. Real estate entities may participate in these transactions as the
purchaser-lessor.

.56 FASB Statement No. 13, Accounting for Leases, describes the accounting by the purchaser-lessor in a
sale-leaseback transaction.
•

If the lease meets the criteria for classification as a capital lease, the purchaser-lessor should record
the transaction as a purchase and a direct financing lease.
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If the lease does not meet the criteria for classification as a capital lease, the purchaser-lessor should
record the transaction as a purchase and an operating lease.

You can find the primary guidance on accounting by the seller-lessee in a sale-leaseback transaction in FASB
Statement No. 98, Accounting for Leases.

Asset Impairment
.57 Even though the real estate industry as a whole remains healthy, specific markets or properties
may not be. For that reason, you should continue to be alert for the possible impairment of real estate
assets. FASB Statement No. 121, Accounting for the Impairment of Long-Lived Assets and for Long-Lived
Assets to Be Disposed Of, provides the primary guidance on accounting for the impairment of real estate
assets.3 In general, the accounting for the impairment of real estate depends on whether the property is
to be held for investment or held for disposal. Projects under development are accounted for in the same
manner as those held for investment. FASB Statement No. 121 does not provide exceptions for assets
subject to nonrecourse debt.
Real Estate Properties Held for Investment

.58 Real estate held for investment and projects under development should be reported at cost, less
accumulated depreciation, and should be evaluated for impairment if facts and circumstances indicate that
impairment may have occurred. Conditions or events such as the following may indicate a need for assessing
the recoverability of investments in real estate:

•

Cash flows from operating activities are insufficient to cover debt service.

•

Current occupancy rates indicate that future cash flows to be received are lower than the amounts
needed to recover the carrying amount of the investment fully.

•

Major tenants have experienced or are experiencing financial difficulties.

•

A significant portion of leases will expire in the near term.

•

Lessors are being forced to make significant concessions to rent property.

•

Properties held for sale remain unsold at subsequent balance-sheet dates.

•

Other investors have decided to cease providing support or reduce their financial commitment to a
project or venture.

•

Rental demand for a rental project currently under construction is not meeting projections.

•

Auditors' reports on financial statements of investee properties are modified for reasons that relate
to real estate investments (for example, an auditor's report on the financial statements of investee
properties that is modified for a departure from GAAP due to improper valuation of assets).

If events or changes in circumstances indicate that impairment may exist, the entity is required to
estimate the future cash flows expected to result from the use of the asset and its eventual disposition.
An asset is deemed to be impaired if its carrying amount exceeds the sum of the expected future cash
flows (undiscounted and without interest charges) from the asset. The impairment is measured as the
amount by which the carrying amount exceeds the fair value of the asset. After an impairment is
recognized, the reduced carrying amount of the asset should be accounted for as the new cost of the asset
and depreciated over the remaining useful life. Restoration of previously recognized impairment losses
is prohibited.
3 The FASB has recently released an exposure draft that would amend FASB Statement No. 121. As part of this project, certain issues
specifically related to real estate assets are being addressed, as described in the "On the Horizon" section of this risk alert. Progress on
this matter is posted regularly on the FASB Web site at www.fasb.org.
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. 59 Lack of an asset-impairment evaluation system may indicate a material weakness in an entity's
internal controls. Further, a lack of documentation generally increases the extent to which auditors must
apply judgment in evaluating the adequacy of management's writedowns.
Real Estate to Be Disposed of

. 60 Real estate to be disposed of should be reported at the lower of the carrying amount or fair value less
costs to sell if it is not subject to the provisions of Accounting Principles Board (APB) Opinion No. 30,
Reporting the Results of Operations—Reporting the Effects of Disposal of a Segment of a Business, and Extraordinary,
Unusual and Infrequently Occurring Events and Transactions, of which management, having the authority to
approve that action, has committed to a plan of disposal. Subsequent revisions to fair value less costs to sell
should be reported as adjustments to the carrying amount of the asset to be disposed of. However, the
carrying amount may not be adjusted to an amount greater than the carrying amount of the asset before an
adjustment was made to reflect the decision to dispose of the asset. Determination of whether the carrying
amounts of real estate projects require writedowns should be done on a project-by-project basis, in accord
ance with paragraph 24 of FASB Statement No. 67, Accounting for Costs and Initial Rental Operations of Real
Estate Projects.

Non-GAAP Measures of Performance
. 61 The SEC staff notes that publicly held real estate entities have been presenting "operating income
before depreciation and amortization and write-downs of real estate" or, in some cases, funds from
operations in selected financial data and management discussion and analysis (MD&A). The SEC staff
believes that such captions in financial statements are inappropriate because they suggest that the amount
represents cash flow for the period, which is rarely the case. Cash flow from operations is the appropriate
financial statement caption, which must be included in a balanced presentation with cash flows from
investing and financing activities when discussing cash flows in MD&A and elsewhere. Auditors of public
entities should read such information and consider whether the information, or the manner of its presenta
tion, is materially inconsistent with that appearing in the financial statements.

. 62 The SEC staff has noted that funds from operations (FFO) have been discussed outside of the financial
statements in several recent filings with the SEC. Neither GAAP nor SEC authoritative accounting literature
provides a definition for FFO, and the SEC staff's views on the presentation of a cash flow measure as a proxy
for net income and the presentation of funds generated from operations are expressed in Accounting Series
Release (ASR) No. 142. ASR No. 142, states that if such measurements of economic performance are presented
in the MD&A section or elsewhere, they should not be presented in a manner that gives them greater
authority or prominence than conventionally computed earnings. In no event should the presentation leave
the reader with the impression that FFO is the appropriate measure of operating performance for the REIT
and an appropriate measure for which dividends are computed and based. Net income and cash flows from
operating, investing, and financing activities remain the appropriate measurements.

Executive Summary—Audit and Accounting Issues of Continuing Importance

•

Revenue recognition continues to draw the attention of the SEC and other standard-setters. As
gains in the real estate industry level out, auditors should pay close attention to a client's revenue
recognition policies and any operating changes that could signal a change in timing or propriety
of revenue recognition.

•

Sale-leaseback transactions continue to be popular among corporations that own their facilities.
Real estate entities may be involved in these transactions as the buyer or lessor.

•

Asset impairment remains an issue. Accounting for impairment depends on the ultimate purpose
for which the real estate is held—either for investment (reflected at cost less accumulated
depreciation) or disposal (lower of carrying amount or fair value less costs to sell).
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Client Fraud
What can I do to make sure I detect material misstatements caused by fraud?
.63 SAS No. 82, Consideration of Fraud in a Financial Statement Audit (AICPA, Professional Standards, vol. 1,
AU sec. 316), provides the primary guidance on your responsibilities for detecting fraud-related misstate
ments when performing a financial statement audit. In general, SAS No. 82—
•

Describes two types of misstatements due to fraud that are relevant to your consideration in a
financial statement audit: (1) misstatements arising from fraudulent financial reporting and (2)
misstatements arising from misappropriation of assets.

•

Requires you to assess specifically the risk of material misstatement due to fraud on every audit and
provides categories of fraud risk factors that the auditor should consider in making that assessment.
It provides examples of fraud risk factors (see the discussion later in this Alert) that, when present,
might indicate the presence of fraud.

•

Provides guidance on how you should respond to the results of the assessment.

•

Provides guidance on the evaluation of audit test results as they relate to the risk of material
misstatements due to fraud.

•

Describes related documentation requirements, including evidence of the performance of the assess
ment, including risk factors identified as present and your response thereto.

•

Provides guidance regarding your communication about fraud to management, the audit committee,
and others.

Some examples of fraud risk factors that may exist in real estate entities include the following:

•

An excessive interest by management in maintaining or increasing the reported amount of real estate
assets through the use of unusually aggressive appraisal assumptions

•

The use by management of unusually aggressive accounting practices in recognizing revenue from
real estate sales

•

Complicated criteria for recognizing sales transactions, making it difficult to assess the completion
of the earnings process

•

Inadequate responses or an unwillingness to respond to inquiries about known regulatory or legal
issues, for example, the presence of environmental contamination on an entity-owned site

•

Significant related parties transactions

•

Significant "side-agreements" or transaction terms not previously disclosed

•

Key contracts awarded without a competitive bidding process

SAS No. 82 was issued several years ago, but discussions about the auditor's responsibilities for detecting fraud
continue to occupy standard-setting bodies. Recently, the Auditing Standards Board (ASB) commissioned a research
report on fraud-related SEC enforcement actions. The report covered a ten-year period, and it provides valuable
insight into potential audit pitfalls. (See the Help Desk note at the end of this section for further information.)

.64 The general Audit Risk Alert 2000/01 [AAM section 8010] provides a more detailed discussion of the
report. The following key findings of the project are limited to items that are most likely to be relevant to
auditors of real estate entities.
•

Smaller entities are vulnerable. In spite of recent consolidation, the real estate industry remains charac
terized by a large number of small entities. Auditors of real estate entities should note that the SEC
fraud-related enforcement actions tended to be against small companies, with assets averaging only $62
million. The report suggests that the incidence of fraud at smaller entities may be due to the potential lack
of basic internal controls and the vulnerability of smaller entities to domination by one individual.
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•

Fraudulent financial reporting. Most of the frauds involved in the study were related to fraudulent
financial reporting. The methods used to perpetrate the fraud typically involved the overstatement
of assets or improper revenue recognition.

•

Be alert for financial stress and new audit relationships. The risks of fraud seem to rise when the entity
is facing financial stress or the audit relationship is new. In light of this finding, the study recommends
that you be especially vigilant in planning and performing the first few audits, including having
rigorous communications with predecessor auditors about management integrity and control envi
ronment issues.

•

Avoid audit pitfalls. Among the alleged audit problems the SEC noted are the following.
— Failure to gather sufficient evidential matter
— Failure to exercise due professional care

— Lack of sufficient professional skepticism
— Failure to properly interpret or apply GAAP

— Overreliance on inquiry as a form of evidence
— Failure to properly design audit programs and plan the engagement
— Lack of independence

— Failure to properly supervise and review the engagement
— Inadequate or inconsistent working papers

Help Desk—The complete report, Fraud-Related SEC Enforcement Actions Against Auditors:
1987-1997 (Product No. 990040kk), can be obtained by calling the AICPA Order Department
at (888) 777-7077.

Executive Summary—Client Fraud
•

Fraud, and the auditor's responsibilities for detecting fraud, continue to be a topic of much
discussion. SAS No. 82 is still the primary guidance on the auditor's responsibilities for detecting
fraud in a financial statement audit.

•

A research report commissioned by the ASB provides valuable insight on the characteristics of client
fraud and the possible audit failures that allowed the related misstatements from being detected.

On the Horizon4,5
What proposed accounting standards would have the
most significant impact on the real estate industry?

Update on Proposed Accounting Standards Affecting the Real Estate Industry
.65 Accounting standard setters are in various stages of issuing new statements that will greatly affect
the real estate industry. Although the final statements will not be issued and effective for some time, you
should be aware of how the proposed standards will change existing practice and affect your clients. Some
4 Auditors should be alert for updates and developments regarding topics discussed in this section of the Alert. See appendix A of
this Alert for a list of Internet resources, including Web sites, that can provide information on the issues discussed herein that could
affect the real estate industry.

5 In addition to the standards cited here, the Emerging Issues Task Force (EITF) has identified a few issues that appear to be relevant
to the real estate industry. For more information on pending EITF issues, see the "EITF Consensus Positions" section of the General Audit
Risk Alert 2000/01 [AAM section 8010].
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of your clients will need your help to understand or otherwise prepare for the new standards. If your firm
has a significant practice in the real estate industry, you may wish to become involved in the standard-setting
process by preparing comment letters with the exposure drafts.
Asset Impairment

.66 On June 30,2000, the FASB released an exposure draft of its much-anticipated proposed new standard
on asset impairment. The proposed new standard would supercede FASB Statement No. 121 and would
become effective for fiscal years beginning after December 15,2001.

.67 The proposed new standard would retain many of the elements of the existing standard on impair
ment. For example, the new standard would retain the requirements to—
•

Test a long-lived asset using the sum of the undiscounted future cash flows expected to result from
the use and eventual disposition of the asset, excluding interest charges, whenever events or changes
in circumstances indicate that the carrying amount of the asset may not be recoverable.

•

Measure a long-lived asset that is impaired at the lower of its carrying amount of fair value.

•

Measure a long-lived asset to be disposed of at the lower of its carrying amount or fair value less cost
to sell.

•

Cease depreciating a long-lived asset when it is classified as held for sale.

However, the new standard also makes several significant changes to existing practice. The provisions of the
new standard that are expected to have the largest impact on real estate companies include the following.

•

Definition of impairment. The proposed statement defines impairment as the condition that exists when
the carrying amount of an asset to be held and used exceeds its fair value. However, for practical
reasons, the statement would not require that a loss be recognized unless the carrying amount of the
asset is not recoverable.

•

Grouping of assets. The new statement provides additional guidance on how to group assets at the
"lowest level for which there are identifiable cash flows that are largely independent of the cash flows
of other groups of assets."

•

Indicators of impairment. FASB Statement No. 121 provides a list of five events or changes in circum
stances that indicate a possible impairment. The new standard retains the old list and adds one additional
item. Whenever it is more likely than not that an asset will be sold or otherwise disposed of significantly
before the end of its previously estimated useful life, the asset should be tested for impairment.

•

Required use of expected cash flow approach. The new statement requires the use of an expected cash
flow approach, both for making the initial determination of whether an asset is impaired and for
estimating fair value using a present value methodology. The expected cash flow approach uses the
sum of a probability-weighted amount in a range of possible estimated amounts. For example, if you
had an 80 percent chance of receiving $10 and a 20 percent chance of receiving $15 in the future, your
expected cash flow would be $11 ([80% x $10] + [20% x $15]).

•

Additional guidance on estimating future cash flows. The new standard provides significantly expanded
guidance on the treatment of certain items in estimating future cash flows. For example, the new
standard clarifies that, for assets under development, estimates of future cash flows should include
all expenditures necessary to develop the asset, including interest.

•

Marketplace assumptions for fair value estimates. When using a present value approach to estimate fair
value, the new standard requires the estimate of future cash flows to use marketplace assumptions rather
than the assumptions that may be unique to the entity. For example, if the entity has existing relationships
with suppliers that allow it to purchase materials at below market costs, the cash flows used in the present
value calculation should use the price of materials that another entity would expect to pay.
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Assets to be sold. FASB Statement No. 121 says that an asset should be classified as held for sale
whenever management, having the authority to approve the action, has committed to a plan to
dispose of the asset. The new standard expands on that requirement and provides the following
additional criteria that must be met to classify an asset as held for sale.

— The asset to be sold is available for immediate sale on normal delivery terms.

— An active program to locate a buyer and other actions required to complete the plan have been initiated.
— The sale of the asset is probable, and transfer of the asset is expected to qualify for recognition as
a completed sale, within one year. This criterion is not met if an entity enters into an agreement
to sell the asset that is, in substance, a written option to purchase the asset or if the transfer of the
asset will be accounted for as a sale-leaseback transaction.
— An estimate has been made of the net proceeds expected to result from the sale of the asset that
is reasonable in relation to its current fair value. Assets to be sold as a group are expected to be
sold to a single buyer. The estimated net proceeds expected to result from that sale are higher
than those that would occur if the assets were sold individually.
— Actions required to complete the plan indicate that it is unlikely that significant changes to the
plan will be made or that the plan will be withdrawn.
Consolidations

.68 By the end of 2000, the FASB may issue a final standard on consolidated financial statements. The
purpose of the Statement is to specify when to include entities in consolidated financial statements.

.69 Like the existing standard, the new standard would require consolidation whenever one entity has
control over another. The new standard would differ substantially from existing practice in the definition of
control. Current accounting guidance provides definitions of control based on quantitative guidelines, for
example, 50 percent of outstanding voting shares. The proposed guidance eliminates quantitative guidance
on what constitutes control.
.70 Under the proposed statement, control is defined as "the ability of an entity to direct the policies and
management that guide the ongoing activities of another entity." For purposes of consolidated financial
statements, control involves decision-making ability that is not shared by others.

.71 For real estate entities, the provisions of the proposed Statement relating to partnerships will
probably have the most significant impact.
•

General partnerships. The powers of a general partnership and the conduct of its activities usually are
exercised by and are under the authority and direction of two or more partners. The definition of
control requires decision-making ability that is not shared, so typically, a general partner in a general
partnership does not meet the definition of control. Exceptions include those circumstances in which
the general partners are affiliates or the rare circumstance in which all but one of the general partners
waives rights to participate in the management of the enterprise.

•

Limited partnerships. In a limited partnership, the powers of control generally rest only with the
general partner, and usually limited partnerships are established with a sole general partner.
Therefore, control is presumed (and consolidation required) if an entity is the only general partner
in a limited partnership and no other partner or organized group of partners has the current ability
to dissolve the limited partnership or otherwise remove the general partner. Control also is presumed
when an entity has the unilateral ability to assume the rights and status of a sole general partner.

If your clients rely heavily on the partnership form of organization (for example, real estate syndicators), you
should become familiar with the new standard as soon as it becomes available. Begin working with your
clients as soon as possible to identify implementation issues and assess the effect the new standard will have
on their financial statements.
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Accounting for Real Estate Investments

.72 The Accounting Standards Executive Committee (AcSEC) of the AICPA is preparing an exposure draft
of an Statement of Position (SOP) titled Accounting for Investors' Interests in Unconsolidated Real Estate Investments.
This SOP will supersede SOP 78-9, Accounting for Investments in Real Estate Ventures, and change investors'
accounting for real estate investments. AcSEC expects to issue the exposure draft before the end of 2000.
.73 The proposed SOP will significantly change the way in which entities account for their investments
in partnerships. Most importantly, the proposed SOP will require the hypothetical liquidation at book value
(HLBV) method for applying equity method accounting.

.74 During the exposure period, you should become familiar with the provisions of the proposed
Statement and how it might affect your clients. Begin communicating with your clients well in advance of
the new standard's implementation date to plan for the transition.
.75 Major changes to existing practice are expected to include the following.
•

With certain exceptions, an investor holding an equity investment in an investee would follow the equity
method of accounting for that investee when the investor has the ability to exercise significant influence
over the investee. For investees such as general partnerships, limited partnerships, limited liability
companies (LLCs), and limited liability partnerships (LLPs) that are organized in a "specific-ownership
account-like" structure and over which the investor does not have the ability to exercise significant
influence, the investor's accounting depends on whether its ownership interest meets the definition in
FASB Statement No. 115, Accounting for Certain Investments in Debt and Equity Securities, of an equity
security having a readily determinable fair value. If the ownership interest meets this definition, the
investor applies FASB Statement No. 115. If it does not, the investor applies the equity method.

•

The HLBV method is followed when implementing the equity method. HLBV is a balance sheetoriented approach to equity method accounting. Under HLBV, an investor determines its "share" of
the earnings or losses of an investee by determining the difference between its "claim on the investee's
book value" at the end and beginning of the period. This claim is calculated as the amount that the
investor would receive (or be obligated to pay) if the investee were to liquidate all of its assets at
recorded amounts determined in accordance with GAAP and distribute the resulting cash to creditors
and investors in accordance with their respective priorities.

•

HLBV should be applied to all forms of financial interest that an investor has with respect to an
investee, including common stock, preferred stock, debt securities, receivables, loans, and advances.

•

In applying HLBV, an investor should report a negative investment only to the extent it has
guaranteed obligations of the investee or is otherwise committed to provide further financial support
for the investee. When the amount an investor would receive or pay upon the hypothetical liquidation
of an investee at book value depends on the ability of another investor to fund its negative investment,
an investor's claim on the book value of an investee should include only those amounts for which it
is probable that the other investor will be able to fund.

•

An investor has a "basis difference" when there is a difference between the amount of its investment in an
investee and its claim on the book value of the investee. Generally, a basis difference would be attributed to
assets or liabilities of the investee and accounted for as if the investee were a consolidated subsidiary.

Real Estate Time-Sharing Transactions
. 76 This proposed SOP will address several key issues affecting the sellers of time-sharing arrangements.
These issues include: revenue recognition, determining the allowance for uncollectible receivables, and the
deferring selling costs. To date, AcSEC has tentatively concluded that the underlying structural basis for the
profit recognition model will be the retail land sales method described in FASB Statement No. 66, with
inclusion of certain fundamental principles from that Statement's other-than-retail-land-sales model.
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. 77 To date, AcSEC has reached tentative conclusions on only the most basic of time-sharing transactions—
the fixed week in a fixed unit arrangement. AcSEC is considering expanding the scope of the project to include
more complicated structures, including those involving special-purpose entities.

.

78 Tentative conclusions to date include the following.
• Buyer's commitment test. The test for buyer's commitment is a 10 percent-of-principal test, similar to
that of the retail land sales model, which could be passed by receipt by the seller of cumulative down
payments of at least 10 percent of the sales price.
• Collectibility-of-receivables test. Collectibility is demonstrated by either passing a test similar to the
retail land sales model's "90 percent test" or by the seller's collection of cumulative principal
payments of at least 25 percent of the sales price.
• Estimability-of-defaults test. The estimability-of-defaults test is a non-bright-line test, subject to certain
criteria, whereby a time-sharing entity would have to have sufficient collection experience to
demonstrate it can reliably estimate defaults. This test is analogous to the ability to estimate future
returns discussed in FASB Statement No. 48, Revenue Recognition When Right of Return Exists.
• Passage-of-title requirement. Passage of nonreversionary title is a criterion for treating a time-sharing
transaction as a sale rather than a lease. For tight-to-use and similar transactions not involving
passage by seller of nonreversionary title, the proposed SOP will direct the reader to FASB Statement
Nos. 13 and 98, Accounting for Leases.

• Rentals of unsold interests. Rentals are considered to be holding-period activities and accounted for
as incidental operations under FASB Statement No. 67, Accounting for Costs and Initial Rental Operations
of Real Estate Projects. Time-sharing interests should be accounted for as inventory rather than fixed
assets and should therefore not be depreciated during times of rental.

• Expensing versus deferral of costs. This issue is addressed by using the "directly associated" approach
described in paragraph 18 of FASB Statement No. 67, modified to include some restrictions similar
to those in FASB Statement No. 91, Accounting for Nonrefundable Fees and Costs Associated with
Originating or Acquiring Loans and Initial Direct Costs of Leases.
Proposed SOP Related to Property, Plant, and Equipment

. 79 This proposed SOP, Certain Costs and Activities Related to Property, Plant, and Equipment, will address
accounting and disclosure issues related to determining which costs related to real estate assets should be
capitalized as improvements and which should be expensed as repairs and maintenance. The SOP also will
address capitalization of indirect and overhead costs. The proposed SOP is expected to provide guidance on
"componentization" of real estate assets, in which the asset is separated into separate components that each
may have different estimated useful lives. Each component would be accounted for and depreciated or
amortized as a separate asset. It is anticipated that the proposed standard would have wide applicability
beyond the real estate industry.

. 80 In general, the SOP uses a "project stage" framework, in which accounting guidance is provided for
each stage in the property, plant, and equipment (PP&E) project. The stages would include preliminary
(occurring before acquisition of specific PP&E being probable), preacquisition (occurring after acquisition of
specific PP&E being probable but before acquisition or construction), acquisition or construction, and in service
(beginning at the time acquisition or construction of PP&E is substantially complete and the PP&E is ready
for its intended use).

. 81 This project is moving rather quickly. A first draft has been prepared, and AcSEC hopes to issue an
exposure draft by the end of 2000. That exposure draft is expected to contain the following conclusions.
•

Except for the cost of options, preliminary stage costs would be charged to expense as incurred.
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Costs related to PP&E incurred during the acquisition-or-construction stage would be capitalized if
the costs are directly identifiable with the specific PP&E. Directly identifiable costs include only—
— Incremental direct costs of acquiring, constructing, or installing the PP&E incurred in transactions
with independent third parties for the specific PP&E.
— Certain costs directly related to specified preacquisition activities performed by the entity for the
acquisition, construction, or installation of the specific PP&E.

•

General and administrative costs and overhead costs would be charged to expense as incurred.
Similar conclusions would apply to preacquisition stage costs.

•

Costs related to PP&E that are incurred during the in-service stage, including costs of normal,
recurring, or periodic repairs and maintenance activities, would be charged to expense as incurred
unless the costs are incurred for (1) the acquisition of additional PP&E or components of PP&E or (2)
the replacement of existing PP&E or components of PP&E. Removal costs would be charged to
expense as incurred.

•

The costs of planned major maintenance activities are not a separate PP&E asset or component. Those
costs would be capitalized to the extent they are capitalizable under the in-service stage guidance
stage of the SOP and represent additions or replacements, and they would otherwise be charged to
expense as incurred.

•

A component is a tangible part of portion of PP&E that (1) can be separately identified as an asset
and depreciated over its own expected useful life and (2) is expected to provide economic benefit for
more than one year. If a component has an expected useful life that differs from the expected useful
life of the PP&E asset to which it relates, the cost would be accounted for separately and depreciated
or amortized over its expected useful life.

•

If an entity replaces a part or portion of a PP&E asset that has not been previously accounted for as
a separate component, and the replacement meets the definition of a component, then the entity
would capitalize the replacement, account for it as a separate component going forward, estimate the
net book value of the replaced item, and charge the net book value of the replaced item to expense
in the period of replacement.

•

The SOP would be effective for financial statements for fiscal years beginning after December 15,
2001, with earlier application encouraged. For PP&E owned or leased by an entity before the adoption
date, the component accounting guidance in the SOP would be applied using one of the following
two alternatives:
a.

Apply component accounting for all PP&E assets retroactively, to the extent practicable, on the
adoption date, and, for those assets for which component accounting is not used retroactively,
alternative (b)[that follows] would be applied.

b.

Do not apply component accounting retroactively, and in future periods when an entity incurs
capitalizable costs for PP&E that replace PP&E for which component accounting has not been
used, the entity estimates the remaining net book value of the asset replaced and charge that
amount to expense. Entities that previously accounted for planned major maintenance activities
under methods other than the one prescribed in this SOP would record a cumulative effect
adjustment on the date of adoption. All other costs that were charged to expense before adoption
that would be capitalized after adoption, or vice versa, would not be accordingly reclassified.

ASB Issues Exposure Draft
.82 In October 2000, the ASB issued a proposed SAS amending SAS No. 55, Consideration of Internal Control
in a Financial Statement Audit (AICPA, Professional Standards, vol. 1, AU sec. 319), as amended by SAS No. 78,
Consideration of Internal Control in a Financial Statement Audit: An Amendment to Statement on Auditing Standards
No. 55 (AICPA, Professional Standards, vol. 1, AU sec. 319). The proposed SAS provides guidance to auditors
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about the effect of information technology on internal control and on the auditor's understanding of internal
control and assessment of control risk. The ASB believes the guidance is needed because entities of all sizes
increasingly are using IT in ways that affect their internal control and the auditor's consideration of internal
control in a financial statement audit. Consequently, in some circumstances, auditors may need to perform
tests of controls to perform effective audits.

Executive Summary—On the Horizon
•

The FASB's proposed new standard on consolidations will have a significant effect on real estate
entities like syndicators that use the limited partnership ownership structure.

•

The FASB issued an exposure draft that addresses several issues relating to the application of FASB
Statement No. 121 and the impairment of long-lived assets. AcSEC is undertaking projects that will
address key issues affecting time-sharing sellers and the issue of when to capitalize versus expense
real estate costs.

•

AcSEC will soon issue an exposure draft for a SOP that would significantly change the current
guidance on accounting for real estate investments.

•

Late in 2000, the ASB issued an exposure draft of a proposed SAS that would amend SAS No. 55. The
proposed SAS would provide guidance to auditors about the effect of IT on internal control and on
the auditor's understanding of internal control and assessment of control risk.

Beyond the Audit
What relevant assurance services can I offer my clients that extend beyond the audit?
.83 Practitioners now have an opportunity to broaden their traditional service offerings by considering
an emerging practice area called assurance services. The AICPA, in conjunction with the Canadian Institute
of Chartered Accountants (CICA), has developed WebTrustSM and SysTrustSM assurance services. Assurance
service engagements allow practitioners to build on their reputation for independence, objectivity, and
integrity to provide assurance that an entity is complying with an established set of principles and criteria.

WebTrust Assurance Service
.84 The topic of privacy and security on the Internet is often in the news these days. The benefits of
worldwide commerce at the click of a mouse are sometimes offset by the lack of security and privacy that
users might experience when using this worldwide marketplace. We read again and again about everything
from Internet businesses selling or sharing private customer information to consumer fraud. Internet users
and the businesses that service them have a right to be very concerned about the integrity of the businesses
with which they're dealing on the Internet.

.85 Concerns about such Internet issues as security and privacy, among others, are growing, especially
as the amount of e-business conducted continues to develop at such a rapid pace. There is a service that you
can offer your clients who conduct or participate in e-commerce on the Web that can help allay their fears
and those of their customers regarding some of their concerns.
.86 Practitioners of WebTrust engagements provide assurance that a business entity conducting e-commerce
is in compliance with stated principles and criteria the entity selects. Clients and their CPA make a selection
of the principles that are most relevant to their businesses. Entities may choose from among the following
principles: business practices, security, privacy, confidentiality, nonrepudiation, or availability. The CPA,
who must follow certain engagement requirements in addition to professional standards, then conducts the
WebTrust engagement and issues a report and certification that the site is in compliance with the selected
stated principles and criteria.

AICPA Audit and Accounting Manual

AAM §8140.86

8506

Audit Risk Alerts

47

12-00

.87 In addition to WebTrust certification for consumers conducting e-business, the AICPA/CICA most
recently developed the WebTrust On-Line Privacy Program. The most recent program was developed to
allay consumer fears and provide companies with a way to differentiate themselves and lower risk. The
privacy program—
•

Is based on the first and most comprehensive standards for conducting online commerce, including
protecting personally identifiable information.

•

Encompasses all key facets of online privacy.

•

Complies with significant U.S. and international privacy guidelines, regulations and recommendations.

Other WebTrust programs also include WebTrust principles and criteria for Internet service providers in
electronic commerce and WebTrust principles and criteria for certification authorities (who verify the link
between the party conducting an e-business transaction and that party's identification means). The
AICPA/CICA also anticipates releasing principles and criteria that relate to business-to-business transac
tions in the near future.

Help Desk—For more detailed information on WebTrust and how to obtain information on its
certification programs, go to the AICPA WebTrust Web site at www.cpawebtrust.org.

SysTrust
.88 The SysTrust assurance engagement provides you with the opportunity to offer your clients a
valuable service that goes well beyond the work conducted in the traditional audit. If a client requires an
evaluation of the effectiveness of controls enabling its information systems to function reliably, a SysTrust
engagement can provide the answer. In a SysTrust engagement, the CPA evaluates a system against relevant
and reliable SysTrust principles and criteria and determines whether controls over the system exist.
.89 The principles and criteria include (1) four broad principles identifying parameters and attributes of
a reliable system and (2) criteria underlying the principles that establish the specific control objectives a
system must meet to be considered reliable. The principles address the concerns of availability, security,
integrity, and maintainability. Then, the CPA tests the system to determine whether the controls were
operating effectively during a specified period and issues a report attesting to the effectiveness of controls
over the availability, security, integrity, and maintainability. If a client is concerned only about the effective
ness of the controls over one principle, such as availability, the CPA can issue a report on one principle or a
combination of principles.
Help Desk—For more information on the assurance services, visit the Web site for WebTrust
at www.cpawebtrust.org and the Web site for SysTrust at www.aicpa.org/assurance/
systrust/index.htm.

New Auditing and Accounting Pronouncements
What new auditing pronouncement addresses the issues of materiality?
What new auditing and accounting pronouncements were issued this year?

Auditing
.90 In last year's Alert, we indicated that issues related to financial statement materiality were receiving
increased scrutiny from standard-setting bodies. In particular, the SEC expressed concern that some entities
were misapplying the concept of materiality in the application of accounting principles to manage their
earnings. For example, an entity might record accounting entries that contained intentional errors of amounts
that fall below specified materiality ceilings and then justify the practice by arguing that the effect on earnings
was too small to matter.
AAM §8140.87

Copyright © 2000, American Institute of Certified Public Accountants, Inc.

47

8507

Real Estate Industry Developments—2000/01

12-00

.91 SAS No. 89, Audit Adjustments (AICPA, Professional Standards, vol. 1, AU secs. 310,333, and 380), was
issued in response to issues relating to the misuse of materiality. The SAS encourages client management to
record adjustments aggregated by the auditor and requires you to—
•

Add an item to your engagement letter that indicates that management is responsible for (1) adjusting
the financial statements to correct material misstatements and (2) affirming to the auditor in its
representation letter that the effects of any uncorrected misstatements are immaterial.

•

Obtain written representation from management that it believes the uncorrected misstatements are
immaterial.

•

Inform the audit committee about uncorrected misstatements.

The following table summarizes the new auditing standards issued during the past year. You should consult
the general Audit Risk Alert—2000/01 [AAM section 8010] for a more detailed discussion of all new standards
not discussed in this Alert.
Statements on Auditing Standards
SAS No. 93

Omnibus Statement on Auditing Standards—2000

SAS No. 92

SAS No. 92, Auditing Derivative Instruments, Hedging Activities,
and Investments in Securities (AICPA, Professional Standards, vol. 1,
AU sec. 391)

SAS No. 91

SAS No. 91, Federal GAAP Hierarchy (AICPA, Professional
Standards, vol. 1, AU sec. 411)

SAS No. 90

SAS No. 90, Audit Committee Communications (AICPA, Professional
Standards, vol. 1, AU secs. 380 and 722)

SAS No. 89

SAS No. 89, Audit Adjustments (AICPA, Professional Standards,
vol. 1, AU secs. 310,333, and 380)

SAS No. 88

SAS No. 88, Service Organizations and Reporting on Consistency
(AICPA, Professional Standards, vol. 1, AU secs. 324 and 420)
Statements on Standards for Attestation Engagements

SSAE No. 10

Attestation Standards: Revision and Recodification (available
December 2000)

Accounting
.92 We have discussed authoritative new pronouncements that deal specifically with real estate industry
matters elsewhere in this Alert. The following table summarizes the FASB Statements and Interpretations,
and AcSEC Statements of Position issued during the past year.
FASB Pronouncements

Statement No. 140

Accounting for Transfers and Servicing of Financial Assets and
Extinguishments of Liabilities

Statement No. 139

Rescission of FASB Statement No. 53 and amendments to FASB
Statements No. 63, 89, and 121

Statement No. 138

Accounting for Certain Derivative Instruments and Certain Hedging
Activities

Interpretation No. 44

Accounting for Certain Transactions Involving Stock Compensation
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AcSEC Statements of Position

SOP 00-1

Auditing Health Care Third-Party Revenue and Related Receivables

SOP 00-2

Accounting by Producers or Distributors of Films

.93 Auditors should consult the General Risk Alert for a more detailed discussion of all new standards
not discussed in this Alert. The General Risk Alert also describes recently issued Independence Standards,
Attestation Standards, Auditing Interpretations, and EITF Consensus Positions.

Resource Central
On the Bookshelf
What other AICPA publications and courses for continuing
education may be of value to my practice?
.94 We include here some of the numerous AICPA publications that might be of interest to you.
AICPA Audit and Accounting Guides6

.95 Audit and Accounting Guides summarize the practices applicable to specific industries and describe
relevant matters, conditions, and procedures unique to these industries. The accounting guidance included
in AICPA Audit and Accounting Guides is in the GAAP hierarchy as authoritative GAAP. Real estate
practitioners and other participants might find the following selection of guides (product numbers are shown
in parentheses) useful:
•

Common Interest Realty Associations 2000 (012489kk)

•

Construction Contractors 2000 (012097kk)

You also might consider the following general Audit Guides:

•

Consideration of Internal Control in a Financial Statement Audit 1997 (012451kk)

•

Use of Real Estate Appraisal Information 1997 (013159kk)

•

NEW GUIDE! Auditing Derivative Instruments, Hedging Activities, and Investments in Securities—
Practical Guidance for Applying SAS No. 92 (012520kk)

AICPA Industry Audit Risk Alerts

. 96 The annual industry Audit Risk Alert series provides information about current economic, regula
tory, and professional developments in specified industries and practice areas. They assist CPAs in planning
and performing audit engagements. The following selection of 2000 Audit Risk Alerts might be of interest
to you and are available from the AICPA (product numbers are shown in parentheses):
•

Compilation and Review (022270kk)

•

Construction Contractors (022256kk)

•

Common Interest Realty Associations (022255kk)

Two of this year's new additions to the Alert series are:
•

The ABCs of Independence (022271kk). A must-read basic primer on the fundamentals of independence.
Whether you're unfamiliar with the standards or need a user-friendly refresher course, this Alert is for you.

6 Updated for authoritative pronouncements through May 2000.
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•

SEC Alert (022272kk). Developed in conjunction with SEC staff, this Alert provides valuable insights
into staff perspectives on numerous accounting and auditing issues. The Alert also includes updates
on recent SEC activities.

•

E-Business Industry Developments—(022273kk). The e-world awaits. Are you ready? Find out what's
happening in the realm of e-business and how it will affect your audits in this new Alert.

Other Accounting and Auditing Team Publications
.97 Audit and Accounting Manual (007258kk). The manual is a valuable nonauthoritative practice tool
designed to provide assistance for audit, review, and compilation engagements. It contains numerous
practice aids, samples, and illustrations, including audit programs; sample opinions; checklists; and sample
engagement, management representation, and confirmation letters. Also included is a special section for
state and local governmental engagements.
.98 AICPA Practice Aid series. The AICPA Practice Aid series addresses a broad range of topics that affect
today's CPA. From enhancing the efficiency of your practice to developing the new skill sets required for a
successful transition to meet the challenges of the new millennium, this series provides practical guidance
and information to assist in making sense out of a changing and complex business environment.
.99 Assurance Services Alerts. The Assurance Services Alert series provides practitioners with informa
tion about the emerging practice areas of CPA ElderCare services, CPA WebTrust, and CPA SysTrust. These
Alerts provide both an introduction to those who are unfamiliar with assurance services and an update of
important new developments for those who have expanded their practice to include these assurance services.
The 2000 Assurance Services Alerts are available from the AICPA for the following services:

•

WebTrustSM—2000 (022249kk)

•

CPA ElderCare Services—2000 (022248kk)

•

CPA SysTrustSM—2000 (022253kk)

Real Estate Industry Continuing Professional Education (CPE) Courses and Conference

•

Self-study—Real Estate Accounting and Auditing, by Michael Ramos (Product No. 730598kk)

•

Self-study videocourse—Real Estate Accounting and Auditing, moderated by Michael Ramos, and
featuring panelists, John Lacey, Robert Lehman, and Jan Kasun (Product No. 187035kk)

•

Group study—Real Estate Accounting and Auditing (REAA)

•

Conferences—Real Estate Industry Conference, held annually each November

Help Desk—For additional information about other AICPA publications, see the general Audit
Risk Alert 2000/01 [AAM section 8010] or contact the AICPA as noted in the following section.

AICPA—At Your Service
How can I order AICPA products?
What other AICPA services may be of interest to me?
Order Department (Member Satisfaction)
.100 To order AICPA products, call (888) 777-7077; write AICPA Order Department, CLA10, P.O. Box
2209, Jersey City, NJ 07303-2209; fax 800-362-5066. For best results, call Monday through Friday between
8:30 a.m. and 7:30 p.m. EST. You can obtain product information and place online orders at the AICPA's
Web site, www.aicpa.org.
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Accounting and Auditing Technical Hotline

.101 The AICPA Technical Hotline answers members' inquiries about accounting, auditing, attestation,
compilation, and review services. Call (888) 777-7077.
Ethics Hotline

.102 Members of the AICPA's Professional Ethics Team answer inquiries concerning independence and other
behavioral issues related to the application of the AICPA Code of Professional Conduct. Call (888) 777-7077.

Web Site
.103 The AICPA has a home page on the Web. AICPA Online (www.aicpa.org) offers CPAs the unique
opportunity to stay abreast of developments in accounting and auditing, including exposure drafts. The Web
site includes In Our Opinion, the newsletter of the AICPA Audit and Attest Standards Team. The newsletter
provides valuable and timely information on technical activities and developments in auditing and attesta
tion standard setting.
New! Online CPE Offer!

.104 The AICPA has launched a new online learning library, AICPA InfoBytes. An annual fee ($95 for
members and $295 for nonmembers) offer unlimited access to over 1,000 hours of online CPE in one- and
two-hour segments. Register today as our guest at infobytes.aicpaservices.org.
CD-ROMs Available

.105 The AICPA is currently offering a new CD-ROM product, titled reSource: AICPA's Accounting and
Auditing Literature. This CD-ROM enables subscription access to the following AICPA Professional Literature
products in a Windows format: Professional Standards, Technical Practice Aids, and Audit and Accounting Guides
(available for purchase as a set which includes all Guides and the related Audit Risk Alerts, or as individual
publications). This dynamic product allows you to purchase the specific titles you need, and includes
hypertext links to references within and between all products. To order any publications included on the
CD-ROM, call (888) 777-7077.

.106 Practitioners Publishing Company (PPC) and the AICPA are currently offering publications issued
by PPC, the AICPA, and the FASB on one CD-ROM disk, titled The Practitioner's Library—Accounting and
Auditing. The FASB publications include Original Pronouncements, Current Text, Emerging Issues Task Force
Abstracts, and FASB Implementation Guides; and the AICPA publications include Professional Standards,
Technical Practice Aids, Audit and Accounting Guides, and Peer Review Program Manual. The disk also contains
eighteen PPC engagement manuals. The disk may be customized so purchasers pay for and receive only
selected segments of the material. For more information about this product call (800) 323-8724.
.107 This Audit Risk Alert replaces Real Estate Industry Developments—1999/2000.

.108 The Audit Risk Alert Real Estate Industry Developments [AAM section 8140] is published annually.
As you encounter audit or industry issues that you believe warrant discussion in next year's Audit Risk Alert,
please feel free to share them with us. Any other comments that you have about the Alert would also be
greatly appreciated. You may send these comments to:
Leslye Givarz
AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
LGivarz@aicpa.org
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.109

Appendix A
The Internet—An Auditor's Research Tool
The Internet contains a vast amount of information that may be valuable to auditors of real estate entities,
including—
•

Market forecasts and analyses by city and property type.

•

Discussions of current industry trends.

•

Benchmarking studies and comparative financial and nonfinancial data, for example, capitalization
rates, occupancy statistics, and planned future development.

•

Articles and press releases relating to current industry items of interest.

•

Links to other real estate Internet sites.

The Audit Risk Alert—2000/01 [AAM section 8010] contains a list of general auditing and accounting sites.
Auditors with clients in the real estate industry also may want to consider the following:
Organization

Internet Address

Building Owners and Managers Association

www.boma.org

Commercial Investment Real Estate Network

www.ccim.com

Institute of Real Estate Management

www.irem.org

National Association of Real Estate Investment Trusts

www.nareit.org

National Council of Real Estate Investment Fiduciaries

www.ncreif.org

Real Estate Investment Advisory Council

www.reiac.org

American Resort Development Association

www.arda.org

Society of Industrial and Office Realtors

www.sior.com

The real estate practices of some of the larger CPA firms may also contain industry-specific auditing and
accounting information that is helpful to practitioners.

[The next page is 8521.]
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AAM Section 8150
Retail Industry Developments—2000/01
In This Year's Alert . . .
•

What are the current economic and industry conditions facing retailers this year?

•

How will the increased use of e-commerce affect auditors of retail entities?

•

What are some of the audit issues that may arise when considering the collectibility of receivables?

•

Why is going concern an important issue for the retail industry? What is the auditor's responsibility
in addressing it?

•

What guidance is available for auditing derivative instruments?

•

Will repricing of employee stock options be a significant issue for retail entities this year? What
practical guidance has the FASB issued recently to clarify accounting for this type of transaction?

•

What is the proper accounting for new or upgraded software to be used internally? How does new
technology affect the audit?

•

What are the risks in the area of inventory? What effect will they have on audits for retail entities?

•

What does the new SEC Staff Accounting Bulletin have to say about revenue recognition? What effect
will it have on financial statement preparation and audits for retail entities?

•

What accounting issues arise with respect to store closings?

•

What new accounting pronouncements have been issued this year by the FASB?

•

What new auditing and attestation pronouncements have been issued this year?

•

What exposure drafts are currently outstanding?

•

What is WebTrustSM? Why should CPAs provide this service to their retail clients?

•

What is SysTrustSM?

•

What new independence and ethics standards have been issued?

•

What other AICPA publications may be of value to my practice?

•

How can I order AICPA products? What other AICPA services may be of interest to me?
*

*

*

*

Economic and Industry Developments
What are the current economic and industry conditions facing retailers this year?
.01 U.S. economic expansion, now in its tenth year, continued in 2000. Gross domestic product (GDP)
grew at an annual rate of 4.8 percent in the first quarter and 5.6 percent in the second quarter. Estimates for
third-quarter GDP suggest that the economy has slowed to a growth rate in the 3 percent range. Estimated
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annualized GDP for 2000 is 4.5 percent. Our economy has grown at an average annual rate of 4.08 percent
over the past five years, almost a full percentage point higher than the average since 1970. The biggest surprise
at this point is not that the economy grew at such a fast pace for so long, but that it managed to do so without
sparking inflation. These phenomena can be explained by gains in productivity due to widespread use of
technology. After growing at 1.6 percent annually between 1990 and 1994, productivity has been rising at
almost 2.4 percent since 1995.
.02 In 2000, retail entities continued to invest heavily in technology to increase worker productivity.
Spending on equipment and software nationwide increased by 20.6 percent in the first quarter and 21 percent
in the second quarter. See "New or Upgraded Computer Systems" section of this Alert for a discussion of
new technology and its effect on the audit of retail entities.
.03 Consumer spending, a key determinant of retail sales, rose at a 7.6 percent annual rate in the first quarter
and a 3 percent annual rate in the second, the slowest pace since 1997. The second quarter increase in consumer
spending was disappointing for retailers, as retail sales are a significant component of consumer spending.

Risks for Retailers
.04 Despite the strength of the overall economy, it was a rather difficult year for most of the retail
industry. This year's sales were negatively affected by a number of factors. In the first quarter, sales were
hampered by lower demand for items that were stockpiled in preparation for Y2K problems. These problems
never materialized to any significant extent. Sales were also hampered by the fact that this year's Easter
shopping season fell in the second quarter vs. the first quarter last year (due to a late Easter). Poor results
continued in the second quarter, attributable to such factors as unseasonably cold and rainy weather, lack of
fashion direction, higher interest rates, and rising gas prices. Back-to-school sales were disappointing for
many of the same reasons. Sales were also dampened by the fact that fashions that appealed to kids this year
were viewed as inappropriate for academic environments, and therefore were unacceptable to most parents.
The biggest concern at this point is that weak back-to-school sales may indicate decreased shopper interest
for the rest of the year, particularly the Christmas holiday season.
.05 The apparel and department store sectors of the retail industry were hurt the most by the factors
described above. Many retailers held clearance sales throughout the summer to get rid of unwanted
merchandise. However, in some cases this sales strategy did not help. These retailers were stuck with
inventory levels significantly higher than last year. As a result, auditors of retail entities in this industry sector
should be alert to issues such as obsolete and excess inventories. See the "Inventory" section of this Alert for
a further discussion of inventory obsolescence and other issues affecting this significant retail asset.
.06 Weak sales negatively affected the stock performance of many retail entities. As a result, retailers are
more frequently being confronted with stock compensation issues such as repricing (that is, reducing the
exercise price of fixed stock option awards). As an auditor of a retail entity, you should be aware that
accounting for various changes to stock option plans has changed as a result of Financial Accounting
Standards Board (FASB) Interpretation No. 44, Accounting for Certain Transactions involving Stock Compensa
tion, an interpretation of Accounting Principles Board (APB) Opinion No. 25. We will discuss this issue in
further detail in the "Repricing of Employee Stock Options" section of this Alert.

.07 Traditionally, the retail industry has experienced a proportionally greater number of bankruptcies
compared to many other industries. Small and medium-size retailers, for example, do not have the capital
base or cost structure to effectively compete against the retail giants. This year the situation worsened with
the wave of failures that swept away many dot-com retailers. (See the "Electronic Commerce" section of this
Alert for more information on this topic.) These developments are likely to make it more difficult for retailers
to obtain new debt or equity financing. This, in turn, may result in negative trends, or other conditions and
events that, when considered in the aggregate, indicate there could be substantial doubt about the entity's
ability to continue as a going concern. Auditors should be aware of their responsibility to evaluate whether
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there is a substantial doubt about the entity's ability to continue as a going concern for a reasonable period
of time, not to exceed one year beyond the date of the financial statements being audited. See the "Going
Concern Issue" section of this Alert. Also, see the "Store Closings and Asset Impairments" section of this
Alert for a discussion of some of the accounting and auditing issues that result when a retail entity closes
store locations.

Electronic Commerce

.08 The astounding growth rate of e-commerce presents retailers with many risks and opportunities.
E-commerce, or online retailing, is growing and thriving, according to a recent study conducted by the Boston
Consulting Group (BCG). Based on data collected from more than 400 electronic retailers (also known as
online retailers or e-tailers), the BCG study provides a comprehensive picture of actual online retail revenues
for 1999, along with estimates of future growth. The study notes that total online business-to-consumer (B2C)
revenues across all categories grew by 120 percent to $33.1 billion in 1999. It is interesting to note that this
amount, though sizeable, represents only 1.4 percent of all retail sales, which provides a great opportunity
for growth in the B2C market. For 2000, online retail transactions are expected to grow 85 percent, reaching
$61 billion in revenues.

.09 According to the BCG report, the continued growth of the online retail market is a result of the boom
in the online population, an increasing number of off-line retailers establishing a strong presence online, and
the emergence of new nontraditional retail business models. The study goes on to predict that by the end of
2000, a number of categories—computers, books, music, and videos—will have nearly met, or surpassed, 10
percent market penetration, posing a very real threat to "brick and mortar" retailers. Many retailers that have
no online presence may soon have to consider reducing the number or size of their physical outlets to
compensate for the loss in sales.

.10 The U.S. Department of Commerce did not begin tracking e-commerce sales until the fourth quarter
of 1999, when it reported $5,198 billion for that period. For 2000, the Department of Commerce reported retail
e-commerce sales of $5,240 billion in the first quarter and an estimated $5,518 billion in the second quarter.
Furthermore, Forrester Research predicts that online spending this holiday season will reach $10 billion,
doubling last year's figure. These numbers demonstrate that online retail sales, especially after adjusting
1999 totals for holiday sales, continue to grow at a phenomenal rate.
.11 However, despite strong trends and a positive outlook for the whole industry, some individual online
retailers did not fair well this year. Investors and lenders have finally come to realize that an entity showing
continually increasing losses on its financial statements is not worth much. This point was further reinforced
by the Wall Street Journal in an article by Burton G. Malkiel entitled "Nasdaq: What Goes Up. . ." This
publication brought out into the open what all professional investors learned in business school, but chose
to ignore for Internet stocks, that "eventually every stock can only be worth the value of the cash flow it is
able to earn for the benefit of investors." In June, Lehman Brothers Inc. released a report about Amazon's
deteriorating credit situation. Among other things, the report questioned Amazon.com's business model, on
which most other e-tailers are based, by saying that it may be flawed. On June 4, 2000, the New York Times
reported in an article titled "E-Tailers Countdown to Mid-year 2001" that TheStreet.com's index of twenty
stocks was down 51.2 percent for the year. The article predicted that ten of the thirty-two most prominent
Internet retailers would have to increase their cash reserves by mid-2001. The failure of several prominent
dot-com retailers like ToySmart.com, Boo.com, and ToyTime.com did not help to improve the mood of the
investment community. As a result of these developments, companies requiring cash are likely to have
difficulty raising it as investors are now taking a closer look at return on investment and cost savings. In the
meantime, increasing sales, low operating margins, and excessive operating losses cannot fund continuing
operations. Auditors of online retailers need to look at the short-term cash requirements and cash generating
ability of their clients. Auditors should consider if clients that require additional equity investments in the
next twelve months to maintain operations have the ability to continue as going concerns. See the "Going
Concern Issue" section of this Alert for further discussion.
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.12 Current conditions regarding cash reserves and other market challenges may prompt Internet
retailers to manipulate sales, expenses, and income. Many online retailers are fighting for survival, and a
good survival tactic might be to present investors with financial statements that show increasing sales,
decreasing costs, and profits. Auditors should also consider the variety of unique accounting issues that may
confront e-tailers. The "Revenue Recognition in Financial Statements—SEC Staff Accounting Bulletin"
section of this Alert discusses some of the issues that are relevant to e-tailers.
Help Desk—To find out more about what's happening in the realm of e-business and how
it will affect your audits, order the new "E-business" Alert (022273kk). See the "AICPA—At
Your Service" section of this Alert for order information.

Executive Summary—Economic and Industry Developments

• The U.S. economic expansion is continuing.
• Many retailers did not perform as well this year as one might have expected in this strong economy.

• Retailers may be facing significant changes as a result of e-commerce, including increased
competition and the need to have a presence on the World Wide Web.

Audit Issues and Developments
Auditing in an Electronic Commerce Environment
How will the increased use of e-commerce affect auditors of retail entities?
.13 Before discussing the effect of e-commerce on the auditor, it may be helpful to provide a definition:
The term electronic commerce (e-commerce) simply refers to those transactions between businesses and
consumers that are conducted in an electronic environment. E-commerce has a number of significant audit
and accounting implications, including the following:
• In the not-too-distant past, investors demonstrated a great tolerance for dot-com retailers with limited
revenues and a lack of profitability. There seemed to be few misgivings on their part about providing
additional cash infusions to keep these entities solvent. The focus of the investment community was
on the future potential for earnings. In those circumstances it was appropriate for auditors to conclude
that the going concern assumption was valid. However, the stock collapse of some of the prominent
e-tailers earlier in the year has ushered in greater skepticism on the part of investors. Given this change
in circumstances, auditors may have to reassess the going concern assumption for some of their
dot-com clients in accordance with Statement on Auditing Standards (SAS) No. 59, The Auditor's
Consideration of an Entity's Ability to Continue as a Going Concern (AICPA, Professional Standards, vol.
1, AU sec. 341). See the "Going Concern Issue" section of this Alert for further discussion.
• In addition to performing the audit, some CPA firms may provide nonattest services to a retailer
involved in Internet transactions that will require consideration of independence issues. For example,
designing, implementing, or integrating information systems for your audit client may impair
independence. In such circumstances, the auditor should consider Rule 101, Independence (AICPA,
Professional Standards, ET sec. 101). Auditors of publicly held entities should of course also consider
Securities and Exchange Commission (SEC) and, where applicable, Independent Standards Board
(ISB) independence standards.

• The technological skills required to fully understand the operations of an e-business and the manner
in which business is transacted may be highly specialized. Having a sound understanding of these
matters may therefore present a formidable challenge to the uninitiated. This is further complicated
by the rapid change in technology, which may mean that you're chasing a moving target. While
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auditors are likely to have the requisite skill set to address many of the issues that arise in an
e-business environment, some additional training may be required. In some cases the use of a
technology specialist may be advisable. If the auditor decides to use the specialist, he or she should
consider SAS No. 73, Using the Work of a Specialist (AICPA, Professional Standards, vol. 1, AU sec. 336).

• E-commerce will result in the increased use by retailers of electronic data to transact business, and to
record, update, and maintain records. As a result, auditors of retail companies increasingly will be
confronted with evaluating evidential matter that may exist only in electronic format. SAS No. 80,
Amendment to Statement on Auditing Standards No. 31, Evidential Matter (AICPA, Professional Standards,
vol. 1, AU sec. 326), provides guidance to auditors who have been engaged to audit the financial
statements of an entity that transmits, processes, maintains, or accesses significant information
electronically. One of the issues addressed by SAS No. 80 is the timing of the audit. Electronic evidence
exists only for a limited amount of time and it may not be retrievable later if files are changed and
backup files do not exist. Consequently, waiting until after fiscal year end to begin auditing
procedures may be too late to obtain competent sufficient evidence. The AICPA Auditing Practice
Release The Information Technology Age: Evidential Matter in the Electronic Environment (Product No.
021068kk) is designed to provide nonauthoritative guidance to auditors in applying SAS No. 80.
• The auditor also may be more likely to see prepackaged or customized computer systems used by
retail clients. In such circumstances, the auditor should evaluate management's consideration of
Statement of Position (SOP) 98-1, Accounting for the Costs of Computer Software Developed or Obtained
for Internal Use. SOP 98-1 is discussed in further detail in the "New or Upgraded Computer Systems"
section of this Alert.
• The cost of developing a Web site is one of the key issues identified by the SEC staff. It is often one
of the largest costs for a retailer conducting business over the Internet. The SEC staff believes that a
large portion of these costs should be accounted for according to SOP 98-1. This year, FASB issued
Emerging Issues Task Force (EITF) Issue No. 00-2, Accounting for Web Site Development Costs. The
auditor should ensure that management accounted for the costs of developing a Web site in
accordance with the above-mentioned guidance.
• Accounts receivable are a hot topic for e-tailers because of the high incidence of fraud on the Internet.
Auditors should evaluate the collectibility of accounts receivable and the adequacy of bad debt
reserve. See the "Collectibility of Receivables (Allowance for Doubtful Accounts)" section of this Alert
for procedures that auditors might consider using to audit this area.

• Factors such as lack of a paper trail, possible poor controls, and unauthorized persons initiating
transactions may increase the potential for disputes. Among the possible results is that disputes
leading to legal action may arise with customers and suppliers over such matters. Information
regarding such issues may point to the existence of a condition, situation, or set of circumstances
indicating an uncertainty as to the possible loss to an entity arising from litigation, claims, and
assessments, pursuant to SAS No. 12, Inquiry of a Client's Lawyer Concerning Litigation, Claims, and
Assessments (AICPA, Professional Standards, vol. 1, AU sec. 337).
• The use of e-commerce may result in a greater number of risks and uncertainties for the retail entity.
Auditors should consider whether management has evaluated all such risks and uncertainties
appropriately and made any necessary disclosures pursuant to SOP 94-6, Disclosure of Certain
Significant Risks and Uncertainties. In addition, auditors should also evaluate management's consid
eration of related contingencies arising from e-commerce, pursuant to FASB Statement No. 5,
Accounting for Contingencies.

• The retail entity may decide to purchase another entity that already has some or all of the
infrastructure to support its e-commerce goals. In such cases, auditors should refer to appropriate
accounting standards, such as APB Opinion 16, Business Combinations; FASB Statement No. 94,
Consolidation of All Majority-Owned Subsidiaries; and Accounting Research Bulletin (ARB) No. 51,
Consolidated Financial Statements.
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• Changes in the way the client does business (such as a first-time venture into e-commerce) of course
need to be considered by the auditor when planning the engagement, as discussed in SAS No. 22,
Planning and Supervision (AICPA, Professional Standards, vol. 1, AU sec. 311). As noted in SAS No. 22,
in planning the audit, the auditor should consider, among other things, matters relating to the entity's
business and the industry in which it operates, planned assessed level of control risk, and the methods
used by the entity to process significant accounting information, including the use of service
organizations such as outside service centers.
• Some retailers are outsourcing the entire fulfillment and information technology functions, becoming
"virtual" stores. Auditors of entities that use such services should be familiar with the requirements
of SAS No. 70, Service Organizations (AICPA, Professional Standards, vol. 1, AU sec. 324). However, in
some cases auditors might not be able to obtain a SAS No. 70 letter. For example, a number of retailers
use an Internet Service Provider (ISP) to host their Web sites, including the databases used to initially
record sales and credit card receivables. Unfortunately, because of the newness of e-business, an
auditor is unlikely to obtain a SAS No. 70 letter from an ISP. For those audit clients that host their
sites at an ISP, lacking a SAS No. 70 letter or access to the ISP to gain an understanding and test
internal control, the auditor will be faced with a scope limitation.
• E-commerce may result in rapid changes in the way transactions are processed, possibly without
adequate consideration of the effect on internal control. SAS No. 55, Consideration of Internal Control
in a Financial Statement Audit, as amended by SAS No. 78, Consideration of Internal Control in a Financial
Statement Audit: An Amendment to SAS No. 55 (AICPA, Professional Standards, vol. 1, AU sec. 319),
provides guidance on the auditor's consideration of an entity's internal control in an audit of financial
statements in accordance with generally accepted auditing standards (GAAS).
• Retailers may organize their e-commerce operations as a separate business segment. For a public
business enterprise, this may result in an operating segment subject to the disclosure requirements
of FASB Statement No. 131, Disclosures about Segments of an Enterprise and Related Information. In such
circumstances, auditors should consider the guidance set forth under auditing Interpretation No. 4,
"Applying Auditing Procedures to Segment Disclosures in Financial Statements," of SAS No. 31,
Evidential Matter (AICPA, Professional Standards, vol. 1, AU sec. 9326.22).

• Electronic Data Interchange (EDI) is also a type of electronic commerce that is often used by retailers
to interact via computer with suppliers and customers. The Auditing Practice Release Audit Implica
tions of EDI addresses the opportunities and challenges that EDI presents, including issues such as
the internal controls that are important in EDI systems, and the audit and business risks associated
with using the technology.

. 14 When auditing the financial statements of retailers that engage in e-commerce, auditors should gain
an understanding of the retailers' accounting models used for their e-commerce activities, and should ensure
that transactions that retailers enter into through their e-commerce operations are accounted for using the
established accounting models for similar transactions entered into through the retailers' traditional business
operations, when such models exist.
Executive Summary—Auditing in an Electronic Commerce Environment

• The growth of the Internet has led many retailers to make an initial venture into electronic
commerce. Auditors need to consider how these ventures will affect the audit.
• Increasingly, auditors are faced with auditing in an environment where a significant amount of
business is transacted electronically.

•

Among the many accounting and auditing implications of the retailer's use of e-commerce are going
concern and independence issues, determining the need to involve the technical specialist in the audit,
accounting for software developed or purchased for internal use, accounting for costs of developing
a Web site, use of service organizations, and the effect of e-commerce on internal control.
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Collectibility of Receivables (Allowance for Doubtful Accounts)
What are some of the audit issues that may arise when
considering the collectibility of receivables?
.15 One of the most significant differences between a credit card purchase made in a traditional
brick-and-mortar store and the one made over the Internet is the existence of the customer's signature
acknowledging the purchase. A traditional retailer will have it while an e-tailer will not. It may not seem like
much of an issue, but it makes the world of difference when a customer disputes the transaction. In the off-line
retail environment, charges for disputed transactions are normally absorbed by the credit card company.
However, if the sale is made over the Internet, the retailer is usually the one losing the money. The problem
is that without the customer's signature, a retailer cannot prove that merchandise was sold to the cardholder
and not to someone else who is using the customer's stolen credit card number.
.16 But fraud has expanded beyond stolen credit cards. Customers have become comfortable with the
notion that they are always right in the world of Internet retailing. It is not uncommon nowadays for people
to order the goods, dispute the transaction, and at the end keep the merchandise without paying anything
for it. Because more people are ordering over the Internet, retailers may be more likely to experience an
increased number of fraudulent transactions. As a result, retailers may experience an increase in uncollectible
receivables. Additionally, because this is a rapidly evolving area, the retailer may not have an adequate
history of bad debts resulting from Internet sales on which to estimate the level of uncollectible accounts,
making the determination more difficult.

.17 The client's estimate of the level of accounts receivable that may not be collectible as a result of bad
debts is reflected in the allowance for doubtful accounts, which is one of the offsets used to bring accounts
receivable to their net realizable value. (Other allowances include those for returns and rebates.) An audit of
the allowance for doubtful accounts is an audit of an accounting estimate. When auditing estimates, auditors
should be familiar with SAS No. 57, Auditing Accounting Estimates (AICPA, Professional Standards, vol. 1, AU
sec. 342), which provides guidance on obtaining and evaluating sufficient competent evidential matter to
support significant accounting estimates used in a client's financial statements. The guidelines set forth by
SAS No. 57 include the following:
•

Identifying the circumstances that require accounting estimates

•

Considering internal control relating to developing accounting estimates

•

Evaluating the reasonableness of management's estimate

.18 As part of evaluating reasonableness, the auditor should obtain an understanding of how manage
ment developed the estimate for the allowance for doubtful accounts and, based on that understanding, use
one or a combination of the following approaches listed in SAS No. 57.
1. Review and test the process used by management to develop the estimate.

2. Develop an independent expectation of the estimate to corroborate the reasonableness of manage
ment's estimate.

3. Review subsequent events or transactions occurring prior to completion of fieldwork, including
chargebacks from credit card companies.
.19 A review of the aging of the accounts receivable is often performed. This may include testing the reliability
of the aging report, reviewing past due accounts on the report, including the number and amount of such accounts,
reviewing past due balances, the client's prior history in collecting past due balances, customer correspondence
files and credit reports, and so forth. This may be done with the assistance of the client in obtaining an
understanding of how the allowance was developed and determining whether it is reasonable.
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.20 Another very useful tool in evaluating the allowance for doubtful accounts is the application of
analytical procedures. According to SAS No. 56, Analytical Procedures (AICPA, Professional Standards, vol.
1, AU sec. 329.02), analytical procedures are an important part of the audit process and consist of evaluations
of financial information made by a study of plausible relationships among both financial and nonfinancial
data. Often, the large number of customer accounts makes it difficult to determine the adequacy of the
allowance only by reference to individual accounts, making analytical procedures helpful to the audit
process. The following are examples of the ratios that auditors might use to evaluate collectibility of
accounts receivable:

•

Accounts receivable turnover indicates how well the company collects its receivables and is computed
as net credit sales divided by average net accounts receivable.

•

Bad debts to net credit sales indicates whether write-offs are adequate. It is computed as bad debt
expense divided by net credit sales.

•

Doubtful accounts allowance to accounts receivable indicates whether the allowance account is adequate.
It is computed as allowance for doubtful accounts divided by accounts receivable.

The auditor may also review revenue and receivables transactions and fluctuations after the balance-sheet
date for items such as sales and write-offs. This may provide additional information about the collectibility
of the accounts receivable and the reasonableness of the allowance account on the balance-sheet date. The
auditor will, of course, use his or her professional judgment to determine which of these and other procedures
to perform to obtain the evidence needed to judge whether the allowance is reasonable.

.21 Also, auditors of retail entities that have transferred receivables should evaluate whether manage
ment has properly implemented FASB Statement No. 125,1 Accounting for Transfers and Servicing of Financial
Assets and Extinguishments of Liabilities, and FASB Statement No. 127, Deferral of the Effective Date of Certain
Provisions of FASB Statement No. 125, an amendment of FASB Statement No. 125, and any related pronouncement.
Going Concern Issue

Why is going concern an important issue for the retail industry?
What is the auditor's responsibility in addressing it?
.22 The retail industry's sensitivity to changes in economic conditions (such as interest rates, personal income,
unemployment levels, and consumer confidence) and its intense competition have resulted in a historically high
rate of business failure. And, despite the current favorable economic environment, the retail industry experienced
a disproportionately high rate of bankruptcies this year. Accordingly, auditors should be alert to conditions and
events which, when considered in the aggregate, indicate that there could be substantial doubt about the retail
entity's ability to continue as a going concern. For example, such conditions and events could include (1) negative
trends such as recurring operating losses or working capital deficiencies, (2) financial difficulties such as loan
defaults or denial of trade credit from suppliers, (3) internal matters such as substantial dependence on the success
of a particular line of product, or (4) external matters such as legal proceedings or loss of a principal supplier. In
such circumstances auditors will have to consider whether, based on such conditions and events, there is
substantial doubt about the retailer's ability to continue as a going concern.
.23 Auditors should be aware of their responsibilities pursuant to SAS No. 59. SAS No. 59 provides
guidance to auditors in conducting an audit of financial statements in accordance with GAAS for evaluating
whether there is substantial doubt about a client's ability to continue as a going concern for a period not to
exceed one year from the date of the financial statements being audited.
1 This Statement was replaced by FASB Statement No. 140, which is effective for transfers and servicing of financial assets and
extinguishments of liabilities occurring after March 31, 2001. See the "New FASB Pronouncements" section of this Alert for more
information on FASB Statement No. 140.
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.24 Continuation of an entity as a going concern is generally assumed in the absence of significant
information to the contrary. Information that significantly contradicts the going concern assumption
relates to the entity's inability to continue to meet its obligations as they become due without substantial
disposition of assets outside the ordinary course of business, restructuring of debt, externally forced
revisions of its operations, or similar actions. SAS No. 59 does not require the auditor to design audit
procedures solely to identify conditions and events that, when considered in the aggregate, indicate there
could be substantial doubt about the entity's ability to continue as a going concern. The results of
auditing procedures designed and performed to achieve other audit objectives should be sufficient for
that purpose.
.25 If there is substantial doubt about the entity's ability to continue as a going concern, the auditor
should consider whether it is likely that existing conditions and events can be mitigated by management
plans and whether those plans can be effectively implemented. If the auditor obtains sufficient competent
evidential matter to alleviate doubts about going concern issues, then consideration should be given to the
possible effects on the financial statements and the adequacy of the related disclosures. If, however, after
considering identified conditions and events, along with management's plans, the auditor concludes that
substantial doubt about the entity's ability to continue as a going concern remains, the audit report should
include an explanatory paragraph to reflect that conclusion. In these circumstances, auditors should refer to
the specific guidance set forth under SAS No. 59.
.26 For those retail entities that are under bankruptcy reorganization pursuant to chapter 11 of the
Bankruptcy Code or emerging from it, the auditor should consider whether the company is following the
accounting guidance of SOP 90-7, Financial Reporting by Entities in Reorganization Under the Bankruptcy Code.
Retail entities that filed for bankruptcy may have impairments that need to be recorded prior to fresh-start
accounting under SOP 90-7. The auditor should be aware that in November 1999 the SEC staff released SAB
No. 100, Restructuring and Impairment Charges, which affects accounting for impairments. SAB No. 100 can
be found on the SEC Web site at www.sec.gov/rules/acctreps/sabl00.htm.

Auditing Derivatives
What guidance is available for auditing derivative instruments?
.27 The topic of derivatives takes center stage this year, from both the accounting and auditing
perspectives. FASB Statement No. 133, Accounting for Derivative Instruments and Hedging Activities (as
amended), issued in June 1998, became effective for all fiscal quarters of all fiscal years beginning after
June 15, 2000. Many retailers are likely to be affected by FASB Statement No. 133 because they might
have financial instruments that now should be accounted for as derivatives. In September of this year,
the Auditing Standards Board (ASB) issued SAS No. 92, Auditing Derivative Instruments, Hedging
Activities, and Investments in Securities (AICPA, Professional Standards, vol. 1, AU sec. 391). SAS No. 92,
which will supersede SAS No. 81, Auditing Investments (AICPA, Professional Standards, vol. 1, AU sec.
332), is effective for audits of financial statements for fiscal years ending on or after June 30, 2001. Early
application of the SAS is permitted.
Guidance for Auditors

.28 SAS No. 92 provides guidance for auditors in planning and performing auditing procedures for
financial statement assertions about derivative instruments, hedging activities, and investments in securities.
The guidance in the SAS applies to (1) derivative instruments, as defined by FASB Statement No. 133; (2)
hedging activities in which the entity designates a derivative or a nonderivative financial instrument as a
hedge of exposure for which FASB Statement No. 133 permits hedge accounting; and (3) debt and equity
securities, as those terms are defined in FASB Statement No. 115, Accounting for Certain Investments in Debt
and Equity Securities. The matters addressed by SAS No. 92 include—
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•

The need for special skills or knowledge. Auditors may need special skills or knowledge to plan and
perform procedures for certain assertions about derivatives and securities, such as the ability to
identify a derivative that is embedded in a contract or agreement.

•

Consideration of audit risk and materiality. SAS No. 92 offers examples of factors that affect inherent risk
(that is, the susceptibility of an assertion to a material misstatement, assuming there are no related
controls) for assertions about derivatives or securities. Such factors include the complexity of the features
of the derivative or security and the entity's experience with the derivative or security. The SAS also
discusses control risk (that is, the risk that a material misstatement that could occur in an assertion will
not be prevented or detected on a timely basis by an entity's internal control) assessment.

•

Designing substantive procedures based on risk assessment. Auditors assess inherent and control risk for
assertions about derivatives and securities to determine the nature, timing, and extent of the
substantive procedures to be performed. Substantive procedures for derivatives and securities
should address the five categories of assertions presented in SAS No. 31, Evidential Matter (AICPA,
Professional Standards, vol. 1, AU sec. 326):
1.

Existence or occurrence—Existence assertions address whether the derivatives and securities
reported in the financial statements exist at the balance sheet date. Occurrence assertions address
whether derivatives and securities transactions reported in the financial statements (as a part of
earnings, other comprehensive income, or cash flows) occurred.

2.

Completeness—Completeness assertions address whether all of the entity's derivatives and secu
rities and the related transactions are reported in the financial statements.

3.

Rights and obligations—Assertions about rights and obligations address whether the entity has
the rights and obligations associated with derivatives and securities reported in the financial
statements.

4.

Valuation—Assertions about the valuation of derivatives and securities address whether the
amounts reported in the financial statements were determined in conformity with generally
accepted accounting principles (GAAP). GAAP may require that a derivative or security be
valued based on cost, the investee's financial results, or fair value. Also, GAAP for securities may
vary depending on the type of security, the nature of the transaction, management's objectives
related to the security, and the type of entity.

5.

Presentation and disclosure—Assertions about presentation and disclosure address whether the
classification, description, and disclosure of derivatives and securities in the entity's financial
statements are in conformity with GAAP.

SAS No. 92 also discusses hedging activities and management representation issues.
Audit Guide to Complement SAS No. 92

.2 9 An Audit Guide to complement the SAS has been developed by the ASB and will be available in
January 2001. The Guide provides practical guidance for implementing the SAS in all types of audit
engagements. The objective of the Guide is both to explain SAS No. 92 and to provide practical illustrations
through the use of case studies.
.3 0 The Guide will include an overview of derivatives and securities and the general accounting
considerations for them, as well as case studies that address topics such as the use of interest rate futures
contracts to hedge the forecasted issuance of debt, the use of put options to hedge available-for-sale securities,
separately accounting for a derivative embedded in a bond, the use of interest rate swaps to hedge existing
debt, the use of foreign-currency put options to hedge a forecasted sale denominated in a foreign currency,
changing the classification of a security to held-to-maturity, control risk considerations when service
organizations provide securities services, inherent and control risk assessment, and designing substantive
procedures based on risk assessments.
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Executive Summary—Auditing Derivatives
•

The topic of derivatives takes center stage this year, from both the accounting and auditing perspectives.

• Auditing guidance is available to auditors in the form of SAS No. 92, Auditing Derivative
Instruments, Hedging Activities, and Investments in Securities.
•

Further, more detailed guidance will be available in a related ASB audit Guide that has been designed
to complement the new SAS.

Repricing of Employee Stock Options
Will repricing of employee stock options be a significant issue for retail entities this year?
What practical guidance has the FASB issued recently to clarify accounting for this type of transaction?
.31 As we briefly mentioned in the "Economic and Industry Developments" section, retail entities may
choose to reduce the exercise price of fixed stock option awards (a practice commonly referred to as repricing)
due to tumbling stock prices. In today's job market, where intense competition for employees exists, stock
options often play a significant role in attracting and retaining talented people. Declines in stock prices can
often reduce the value of stock options or render some of them worthless. In these cases companies often
reprice the options close to current market value so that they remain an incentive for employees.

.32 In March 2000, FASB issued Interpretation No. 44, Accounting for Certain Transactions involving Stock
Compensation (an interpretation of APB Opinion 25). The Interpretation does not amend APB Opinion 25 but
instead clarifies some of the issues addressed in it. In this Alert we will discuss only the guidance provided
in FASB Interpretation No. 44 with respect to accounting for repricing because this topic is the one most likely
to be relevant to retail entities this year.
.33 Before the issuance of this Interpretation, repricing was basically "free"—that is, it did not affect net
income. But with this new guidance, repricing most likely will have a negative impact on the bottom line.
According to this Interpretation, if the exercise price of a fixed stock option award is reduced, the award shall
be accounted for as variable from the date of the modification to the date the award is exercised, is forfeited,
or expires unexercised. Subsequent to modification, additional compensation cost is calculated as the
intrinsic value of the modified (or variable) award to the extent that it exceeds the lesser of the intrinsic value
of the original award (1) at the original measurement date or (2) immediately prior to the modification. The
remaining unrecognized original intrinsic value, if any, plus any additional compensation cost measured as
described above shall be recognized over the remaining vesting (service) period, if any. If the modified award
is fully vested at the date of the modification, any additional compensation cost to be recognized shall be
recognized immediately. Also, under variable accounting, compensation cost shall be adjusted for increases or
decreases in the intrinsic value of the modified award in subsequent periods until that award is exercised, is forfeited,
or expires unexercised. However, compensation cost shall not be adjusted below the intrinsic value (if any) of the
modified stock option or award at the original measurement date unless that award is forfeited because the employee
fails to fulfill an obligation.

.34 The effective date of FASB Interpretation No. 44 is July 1,2000. However, modifications to fixed stock
option awards that directly or indirectly reduce the exercise price of an award apply to modifications made
after December 15,1998. The effects of applying this Interpretation shall be recognized only on a prospective
basis. Accordingly, no adjustments shall be made on initial application of this Interpretation to financial
statements for periods prior to July 1,2000. Additional compensation cost measured on initial application of
this Interpretation that is attributable to periods prior to July 1, 2000, shall not be recognized.
.35 Auditors should ensure that management of their retail clients properly account for repricing of their
stock option awards. Auditors also should be alert to the potential effect that this Interpretation may have
on internal control. SAS No. 55, Consideration of Internal Control in a Financial Statement Audit (AICPA,
Professional Standards, vol. 1, AU sec. 319.29), identifies new accounting pronouncements as one of the
circumstances that may increase risk relevant to the preparation of the financial statements.
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Help Desk—This section presents only one aspect of FASB Interpretation No. 44 that is most
likely to affect retail entities. Readers of this Alert are strongly encouraged to refer to the full
text of FASB Interpretation No. 44, which can be found in the most recent edition of FASB
Original Pronouncements, volume 3. See the FASB Web site at www.rutgers.edu/Accounting/
raw/fasb/public/index.html for order information.

New or Upgraded Computer Systems
What is the proper accounting for new or upgraded software to be used internally?
How does new technology affect the audit?
.36 In the "Economic and Industry Developments" section we discussed the increase in technology
spending by retailers seeking to boost workers' productivity. This is not the only reason that retailers have
invested heavily in technology this year. A lot of big retail entities are focusing on cutting their costs along
the supply chain by requiring their suppliers to monitor inventory levels at the stores and replenish stock as
necessary. This can be accomplished by having a special computer link that connects the supplier to the
retailer and allows the supplier to access individual stores' inventory data. New and improved technology
is needed for this complex arrangement to work. Many big retailers that have not done so already plan to
spend significant amounts of money over the next couple of years to improve technology that will allow for
better coordination with suppliers. Rapid replacement of capital assets triggers the need for reassessment of
depreciation lives of all assets. Auditors of retail entities need to ensure that their clients considered FASB
Statement No. 121, Accounting for the Impairment of Long-Lived Assets and for Long-Lived Assets to be Disposed Of.
.37 This year, many retailers did not spend significant amounts on hardware. Most had already upgraded
their hardware last year in anticipation of the Y2K computer crisis. Therefore, in this Alert we will focus on
issues related to computer software acquired or developed by the entity for internal use. Auditors of retail
organizations should ensure that their clients have properly accounted for such software in accordance with
SOP 98-1, Accounting for Costs of Computer Software Developed or Obtained for Internal Use. The SOP defines
internal-use software as having the following characteristics:
1. The software is acquired, internally developed, or modified solely to meet the entity's internal needs.

2. During the software's development or modification, no substantive plan exists or is being developed
to market the software externally.
.38 SOP 98-1 defines three stages of computer software development: preliminary project stage, appli
cation development stage, and postimplementation/operation stage. The SOP provides the following
guidelines on whether the computer software costs should be expensed or capitalized:
1. Internal and external costs incurred during the preliminary project stage should be expensed as incurred.

2. Internal and external costs incurred to develop internal-use computer software during the application
development stage should be capitalized. Therefore, external direct costs of materials and services
consumed in developing or obtaining internal-use computer software; payroll and payroll-related
costs for employees who are directly associated with and who devoted time to the internal-use
computer software project; and interest costs incurred when developing computer software for
internal use should be capitalized. Data conversion costs should be expensed as incurred. However,
costs to develop or obtain software that allows for access or conversion of old data by new systems
should be capitalized.
3. Internal and external training and maintenance costs incurred during post-implementation/operation
stage should be expensed as incurred.
4. Internal costs incurred for upgrades and enhancements should be expensed or capitalized in
accordance with the criteria described above.
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5. External costs incurred under agreements related to specified upgrades and enhancements should
be expensed or capitalized in accordance with the criteria described above. However, external costs
related to maintenance, unspecified upgrades and enhancements, and costs under agreements that
combine the costs of maintenance and unspecified upgrades and enhancements should be recognized
in expense over the contract period on a straight-line basis unless another systematic and rational
basis is more representative of the service received.
The SOP goes on to say that impairment should be recognized and measured in accordance with the
provision of FASB Statement No. 121, Accounting for the Impairment of Long-Lived Assets and for Long-Lived
Assets to Be Disposed Of. The capitalized costs of computer software developed or obtained for internal use
should be amortized on a straight-line basis unless another systematic and rational basis is more repre
sentative of the software's use.

.39 Auditors should also consider implications of a new or upgraded system on internal controls. SAS
No. 55, Consideration of Internal Control in a Financial Statement Audit (AICPA, Professional Standards, vol. 1,
AU sec. 319.19), requires auditors to obtain a sufficient understanding of internal control. One of the key
components of internal control is the assessment of risk relevant to the preparation of the financial statements.
You, as an auditor, should understand the processes through which management identifies and addresses
risks relevant to financial reporting. The SAS identifies certain circumstances in which risks can arise or
change. Among those circumstances are new or revamped information systems and new technology. Given
the current environment, auditors should be alert to the potential impact of these circumstances on their
assessment of internal control.
Help Desk—This section presents only a brief summary of SOP 98-1. Readers of this Alert
are strongly encouraged to refer to the full text of SOP 98-1, which can be ordered from the
AICPA (Product No. 014905kk). See the "Resource Central" section later in this Alert.
Inventory

What are the risks in the area of inventory?
What effect will they have on audits for retail entities?
Obsolete or Excess Inventory

.40 As discussed in the "Economic and Industry Developments" section, a number of retail companies
are likely to end up with high inventory levels due to weak sales. The primary literature on inventory
accounting is ARB 43, Restatement and Revision of Accounting Research Bulletins. Chapter 4 of ARB 43 states
that "in keeping with the principle that accounting is primarily based on cost, there is a presumption that
inventories shall be stated at cost... A departure from the cost basis of pricing the inventory is required when
the utility of the goods is no longer as great as its cost. If the utility of goods is impaired by damage,
deterioration, obsolescence, changes in price levels, or other causes, a loss [shall] be reflected as a charge
against the revenues of the period in which it occurs. The measurement of such losses shall be accomplished
by applying the rule of pricing inventories at cost or market, whichever is lower."
.41 The appendix to SAS No. 31, Evidential Matter (AICPA, Professional Standards, vol. 1, AU sec. 326.26),
lists the following substantive tests that the auditor might want to consider in identifying slow-moving,
excess, defective, and obsolete items included in inventories:
1. Examining an analysis of inventory turnover

2. Reviewing industry experience and trends
3. Analytically comparing the relationship of inventory balances to anticipated sales volume (The
"Analytical Procedures" section below describes some of the ratios commonly used in a retail
environment to evaluate the reasonableness of inventory valuation and to help identify the existence
of obsolete inventory.)
AICPA Audit and Accounting Manual
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4. Touring the facility

5. Inquiring of sales and other relevant personnel concerning possible excess or obsolete items
When excess or obsolete inventories exist, it may be appropriate to include the matter in the management
representation letter. SAS No. 85, Management Representations (AICPA, Professional Standards, vol. 1, AU sec.
333.17), provides the following illustrative example of such a representation: "Provision has been made to
reduce excess or obsolete inventories to their estimated net realizable value."
Inventory Observation

.4 2 According to SAS No. 1, Codification of Auditing Standards and Procedures, as amended by SAS No. 67,
The Confirmation Process (AICPA, Professional Standards, vol. 1, AU sec. 331.01), observation of inventories is
a generally accepted auditing procedure. The independent auditor issuing an opinion without employing
generally accepted auditing procedures must bear in mind that he or she has the burden of justifying the
opinion expressed. The SAS states that when inventory quantities are determined solely by means of physical
count, and all counts are made as of the balance-sheet date or as of a single date within a reasonable time
before or after the balance-sheet date, it is ordinarily necessary for the auditor to be present at the time of
count and, by suitable observation, tests, and inquiries, to satisfy himself or herself respecting the effective
ness of the methods of inventory-taking and the measure of reliance that may be placed on the client's
representations about the quantities and physical condition of the inventories. The SAS goes on to describe
two variations of that procedure when the client has well-kept perpetual records that are checked periodically
by comparisons with physical counts or when the client uses statistical sampling to determine inventories.
In such instances, the auditor may vary the timing of his or her observation of physical count, but "must be
present to observe such counts as he deems necessary and must satisfy himself or herself about the
effectiveness of the counting procedures used."
.4 3 According to SAS No. 58, Reports on Audited Financial Statements (AICPA, Professional Standards, vol.
1, AU sec. 508.24), the inability to observe physical inventories is one of the common restrictions on the scope
of the audit. Some circumstances—for example, hiring the auditor near or after year end—may make it
impossible for the auditor to observe physical inventory. According to AU section 331.12, it will always be
necessary for the auditor to make, or observe, some physical counts of the inventory and apply appropriate
tests of intervening transactions. If this cannot be accomplished, the auditor may be required to qualify his
or her opinion or to disclaim an opinion because of an inability to observe the taking of the physical inventory.
AU section 331.13 states that the auditor may be asked to audit financial statements covering the current
period and one or more periods for which he or she had not observed or made some physical count of
prior inventories. The auditor may, nevertheless, be able to become satisfied as to such prior inventories
through appropriate procedures, such as tests of prior transactions, reviews of the records of prior
counts, and the application of gross profit tests, provided that he or she has been able to become satisfied
as to the current inventory.

.4 4 According to the Appendix to SAS No. 31, Evidential Matter, observation of the physical inventory in
combination with other procedures helps to accomplish the following audit objectives with respect to
inventory:
1. Inventories included in the balance sheet physically exist.
2. Inventory quantities include all products, materials, and supplies on hand.
3. The entity has legal title or similar rights of ownership to the inventories.

4. Slow-moving, excess, defective, and obsolete items included in inventories are properly identified.

.4 5 The process of observing physical inventory in a retail entity is not unique when compared to other
industries. However, differences may arise when the retail method of inventory is used. In this case, the
aggregate retail value of the inventory is often the only information that is documented during the inventory
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taking. The auditor should find out what kind of information will be documented prior to physical inventory
and plan observation accordingly. In addition to that, some retailers use portable computerized devices that
utilize SKU (stock keeping unit) numbers as a means of tracking inventory levels. In such cases the traditional
evidential matter available to auditors may be limited. For example, count sheets often used in manually
conducted physical inventories may not exist. When inventory is taken this way, the auditor may wish to
consider utilizing procedures such as the following:

•

Ensure that the facilities have been divided into small sections. This will help make the control and
test counts easier. A section might also be set aside for questionable merchandise that is untagged
and cannot be scanned by computer.

•

Become satisfied as to the adequacy of physical inventory instructions and procedures to produce a
complete and accurate count.

•

Ensure the accuracy and completeness of the physical counts by—

1. Recounting a minimum of one section per each person taking the inventory by having that person
recall each SKU and price for that section and comparing it to the merchandise price tags.

2. Using a calculator to come up with the total retail value for each section and comparing it to the
amount produced by the inventory counter.
•

Determine whether additional recounts are necessary based on the outcome of the procedures
described above.

•

Ensure that all sections are counted and all questions and problems are resolved prior to completion
of the physical inventory.

.46 In some cases retailers use an outside firm of nonaccountants specializing in the taking of physical
inventories to determine the inventory on hand at the date of the physical count. In such circumstances the
auditor must still perform some tests to satisfy himself as to the effectiveness of the procedures used by the
outside firm. According to auditing Interpretation No. 1, "Report of an Outside Inventory-Taking Firm as
an Alternative Procedure for Observing Inventories," of SAS No. 58, Reports on Audited Financial Statements
(AICPA, Professional Standards, vol. 1, AU sec. 9508.06), the auditor would examine the outside firm's
program, observe its procedures and controls, make or observe some physical counts of the inventory,
recompute calculations of the submitted inventory on a test basis, and apply appropriate tests to the
intervening transactions. The Interpretation goes on to say that the auditor ordinarily may reduce the extent
of his or her work on the physical count of inventory because of the work of an outside inventory firm, but
any restriction on the auditor's judgment concerning the extent of his or her contact with the inventory would
be a scope restriction.

.47 It is not uncommon for a retail entity to have inventory in several locations. Among the factors that should
be considered by the auditor when selecting sites to observe are: (1) the amount of inventory at each location, (2)
the effectiveness of control environment and monitoring activities at each site and in the organization as a whole,
(3) the method of information processing—is it centralized or handled locally by each site.

Valuation
.48 It is very important to ensure that inventory is properly stated for two reasons: (1) inventory is
generally one of the biggest assets on most retailers' balance sheets, and (2) inventory amounts enter into the
determination of net income and cash flows. ARB 43, chapter 4, provides that inventory shall be stated at the
lower of cost or market except in certain exceptional cases when it may be stated above cost. Cost is defined
as the sum of the applicable expenditures and charges directly or indirectly incurred in bringing inventories
to their existing condition and location. Cost for inventory purposes may be determined under any one of
several assumptions as to the flow of cost factors (such as first-in, first-out [FIFO]; average; and last-in,
first-out [LIFO]).
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.49 The ARB also provides guidance on applying the lower of cost or market rule, as well as the definition
of those terms. For example, footnote 2 of ARB 43, chapter 4, explains that in the case of goods that have been
written down below cost at the close of a fiscal period, such reduced amounts shall be considered the cost
for subsequent accounting purposes.
.50 Retailers generally use one of two methods for determining inventory cost—the cost method and the
retail method. Using the cost method, the retailer would keep track of the cost of the various items in
inventory and use this information to determine the cost value of the inventory, allocating it between cost
of goods sold and ending inventory.
.51 Because it is difficult to maintain cost information for more than a few items but relatively easy to
maintain retail information, and because a physical inventory count is needed to determine the inventory
value under the cost method, the retail method is still used by many retailers. Although more and more
retailers are moving toward the cost method because it has been made easier through the use of computers,
many retailers still use the retail method. In such circumstances auditors need to be familiar with the
accounting issues specific to the retail method.
.52 Under the retail method, cost of goods sold and ending inventory are determined at retail and
reduced to cost value by using a cost-to-retail ratio. To understand the specifics of how the ratio is developed,
you need to be familiar with the following concepts:

1. Original retail—the originally assigned selling price
2. Cost—the retailer's purchase price

3. Markon—the difference between the original retail and the cost

4. Markup—an increase in the selling price over the original retail price
5. Markup cancellation—a reduction in the markup, but not yet reducing the markon
6. Markdown—a reduction to the markon
7. Markdown cancellation—a reversal of the markdown

As an example, if a toy is purchased for $10 and originally offered for sale at $15, the markon is $5. If the
price is increased to $18, the markup is $3. If the price is then reduced to $13, the markup cancellation is $3,
and the markdown is $2. If it is then offered for sale at $14, the markdown cancellation is $1.

.5 3 The proper classification of these changes is important in the retail method because of how they affect
the cost-to-retail ratio. Markups and markup cancellations are included in determining the ratio, whereas
markdowns and markdown cancellations are not.

.5 4 To calculate ending inventory, goods available for sale (beginning inventory, plus purchases less
purchase discounts, net markups [markups net of markup cancellations], and incidental costs) is determined
at cost and retail (retail value does not apply to purchase discounts and incidental costs, and cost value does
not apply to net markups). Cost would then be divided by retail to determine the cost to retail percentage.
Sales, markdowns (net of cancellations) and shrinkage at retail would then be subtracted from goods
available at retail to get ending inventory at retail. The cost to retail percentage would then be applied to
ending inventory at retail to get ending inventory at cost.
.55 The starting point for the preceding formula is the determination of goods available for sale at cost
and at retail. This is determined by adding, as applicable, beginning inventory, purchases net of discount,
incidental costs, and net markups, but not net markdowns. If net markdowns were deducted from the retail
amount of goods available for sale (the denominator in the above ratio), the cost to retail ratio would be
greater. As a result, when this larger percentage is applied to the value of ending inventory at retail, ending
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inventory at cost would be increased. Other variations, such as excluding both net markups and net
markdowns from the ratio calculation would also distort ending inventory results. Therefore, it is customary
to include net markups and exclude net markdowns in the calculation of the cost to retail ratio, which will
approximate lower of cost or market valuation.

.56 Because the retail method is an averaging method, the results can be distorted when not applied to
reasonably homogeneous groups. Factors that can lead to distortion in the calculation of the inventory
balance include applying the retail method to a group of products that is not fairly uniform in terms of its
cost and selling price relationship and turnover, and applying the retail method to transactions over a period
of time that includes different rates of gross profit, such as those occurring during various seasons.

.57 The retail method uses a perpetual inventory system in that the stock ledger records all inventory changes.
Among the items recorded are data on purchases (at cost and retail), sales and returns, markups and markdowns,
markup and markdown cancellations, sales discounts, shrinkage, and transfers between departments. It is
necessary to perform a physical count at year end to verify the balances and determine shrinkage.
.58 Many retailers use the LIFO retail method. Because items are not specifically identified in the retail
method, the dollar value approach, commonly referred to as the retail dollar value LIFO method, is used.
The dollar value LIFO approach is much more complex than the conventional retail method. When applying
dollar value LIFO method, both the markups and the markdowns must be considered in obtaining the proper
cost to retail percentage. This is because the LIFO method is a cost method, not a cost or market approach.
Furthermore, the beginning inventory should be excluded when calculating the cost to retail percentage since
the LIFO method is concerned only with the additional layer or the decrement to the previous layer. Such
treatment of the beginning inventory is based on the assumption of the LIFO retail method that the markups
and markdowns apply only to the goods purchased during the current period and not to the beginning
inventory. The first step in computing the LIFO inventory under a dollar value LIFO approach is to find the
dollar increase in inventory and deflate it to beginning-of-the-year prices by using price indexes. The indexes
may be either internally generated or obtained from reliable industry publications or government published
indexes. The next step is to determine whether actual increase or decrease in quantity has occurred. An
increase in quantities is multiplied by the current year's price index to compute the new layer. A decrease in
quantities is subtracted from the most recent layers at the prices in existence when the layers were added.
After determining the increment or decrement at retail value, it is necessary to reduce such value to cost. The
current-year cost complement is applied to an increment, whereas the cost complement for the appropriate year
would be used for a decrement. If LIFO is used for tax purposes, it must be used for financial reporting as well.
.59 One of the areas where tax and accounting rules differ is with respect to the capitalization of cost in
inventory. EITF Issue No. 86-46, Uniform Capitalization for Inventory Under the Tax Reform Act of 1986, discusses
this issue.
Analytical Procedures

.60 To evaluate the reasonableness of inventory valuation and to help identify the existence of obsolete
inventory, the auditor may wish to consider using analytical procedures as described below. Auditors should
be aware of the need to have these procedures performed by staff with sufficient industry expertise to
properly evaluate the results.
.61 In performing analytical procedures, auditors compare amounts or ratios to expected results devel
oped from such sources as the following:
•

Prior-period financial information

•

Budgets or forecasts

•

Relationships among elements of financial information in the same period

AICPA Audit and Accounting Manual

AAM §8150.61

8538

Audit Risk Alerts

47

12-00

•

Relationships among financial and nonfinancial data

•

Industry data compiled by services (for example, Dun & Bradstreet, Robert Morris Associates, and
Standard & Poor's)

.62 The following is a brief description of some of the ratios commonly used in a retail environment for
inventory valuation:
.63 The gross profit ratio indicates whether profit goals will be met and whether there are unusual
variances in cost of sales and inventory, and is computed as gross margin divided by net sales.
.64 The inventory turnover ratio indicates how well merchandise inventory is managed and whether sales
problems exist. It is computed as cost of goods sold divided by average inventory.

.65 The stock to sales ratio indicates the projected time (usually in months) to sell the merchandise. It is
computed as beginning merchandise inventory divided by sales for the period. A similar ratio is days of
sales in inventory.

.66 Inventory shrinkage to inventory indicates the percentage of inventory loss resulting from shrinkage.
This ratio is calculated as the inventory shrinkage amount divided by the book value of inventory.
.67 Net markdowns to inventory available for sale at retail provides information about trends in marking
down inventory. This ratio is calculated as net markdowns divided by total inventory available for sale at retail.
.68 Inventory by location provides a check on whether the amount of inventory at each location is
reasonable (or even possible). Various calculations are possible, such as using total by location, square foot
by location, dollar values, or quantities of inventory.

Accounting Issues and Developments
Revenue Recognition in Financial Statements—SEC Staff Accounting Bulletin
What does the new SEC Staff Accounting Bulletin have to say about revenue recognition?
What effect will it have on financial statement preparation and audits for retail entities?
.69 On December 3, 1999, the SEC staff released Staff Accounting Bulletin (SAB) No. 101.2 This SAB
addresses the application of generally accepted accounting principles to revenue recognition in financial
statements. It applies to entities subject to SEC regulations. Initially, SAB No. 101 was required to be applied
no later than the first fiscal quarter of the fiscal year beginning after December 15, 1999. However,
subsequently the effective date was amended twice by SAB No. 101A and SAB No. 101B. The most recent
effective date according to SAB No. 101B is no later than the fourth fiscal quarter of the fiscal year beginning
after December 15,1999.

.70 The SAB lists and explains four critical criteria needed for revenue recognition. All of the following
criteria must be met for revenue to be recognized:
1. Persuasive evidence of an arrangement exists.

2. Delivery has occurred or services have been rendered.

3. The seller's price to the buyer is fixed or determinable.
4. Collectibility is reasonably assured.
2 SABs are not rules or interpretations of the SEC; they represent interpretations and practices followed by staff of the Office of the
Chief Accountant and the Division of Corporation Finance in administering the disclosure requirements of the federal securities laws.
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.71 The SAB addresses a number of revenue recognition topics. In this Alert we will discuss only those
that are most relevant to retail entities. These topics are as follows:
1. Accounting for layaways

2. Accounting for refundable membership fees

3. Income statement presentation—gross vs. net

4. Accounting for sales of leased or licensed departments

Accounting for Layaways
.72 Layaway sales can be a significant source of revenue for some retail entities. The SAB addresses
layaway sales by stating that if the other criteria for revenue recognition are met, the company should
recognize revenue from sales made under its layaway program upon delivery of the merchandise to the
customer. Until then, the amount of cash received should be recognized as a liability entitled "deposits
received from customers for layaway sales" or a similarly descriptive caption. Because the company retains
the risks of ownership of the merchandise, receives only a deposit from the customer, and does not have an
enforceable right to the remainder of the purchase price, the SAB states that the SEC staff would object to the
company recognizing any revenue on receipt of the cash deposit.
.73 The auditor has to ensure that the management properly handles the transition to SAB No. 101 with
respect to layaway sales by reporting a change in accounting principle in accordance with APB Opinion 20,
Accounting Changes.

Accounting for Refundable Membership Fees
.74 Some discount retailers charge their customers annual membership fees to shop at their stores. The
SAB addresses the timing of revenue recognition in a situation in which the customers are required to pay
the entire membership fee at the outset of the arrangement and in which the customers have the unilateral
right to cancel the arrangement at any time during its term and receive a full refund of the initial fee. In this
situation, the SEC staff believes that revenue should not be recognized in earnings prior to the refund
privileges expiring. The amounts received from customers or subscribers should be credited to a monetary
liability account such as "customers' refundable fees" in accordance with FASB Statement No. 125,3
Accounting for Transfers and Servicing of Financial Assets and Extinguishments of Liabilities, paragraph 16. This
conclusion is based on the retailer's remaining and unfulfilled contractual obligation to perform services
(that is, make available and offer products for sale at a discounted price) throughout the membership period.
Therefore, the earnings process, irrespective of whether a cancellation clause exists, is not complete. In
addition, the ability of the member to receive a full refund of the membership fee up to the last day of the
membership term raises an uncertainty as to whether the fee is fixed or determinable at any point before the
end of the term.

.75 Nonetheless, the SEC staff recognizes that over the years the accounting for membership refunds
evolved based on analogy to FASB Statement No. 48, Revenue Recognition when Right of Return Exists, despite
the fact that FASB Statement No. 48 expressly does not apply to the accounting for service revenue if part or
all of the service fee is refundable under cancellation privileges granted to the buyer. Companies following
this practice recognize refundable membership fees, net of estimated refunds, as earned revenue over the
membership term. That practice did not change when FASB Statement No. 1254 became effective.
3 This Statement was replaced by FASB Statement No. 140, which is effective for transfers and servicing of financial assets and
extinguishments of liabilities occurring after March 31, 2001. See the "New FASB Pronouncements" section of this Alert for more
information on FASB Statement No. 140.

4 See footnote 3.
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.76 The SAB states that pending further action in this area by the FASB, the SEC staff will not object to
this practice in the limited circumstances where all of the following criteria have been met:

1. The estimates of terminations or cancellations and refunded revenues are being made for a large pool
of homogeneous items.
2. Reliable estimates of the expected refunds can be made on a timely basis.
3. There is a sufficient company-specific historical basis upon which to estimate the refunds, and the
company believes that such historical experience is predictive of future events.
4. The amount of the membership fee specified in the agreement at the outset of the arrangement is
fixed, other than the customer's right to request a refund.

If the company does not meet all of the foregoing criteria, the SEC staff believes that it should not recognize
in earnings any revenue for the membership fee until the cancellation privileges and refund rights expire.
.7 7 According to the SAB, if revenue is recognized in earnings over the membership period pursuant to
the above criteria, the initial amounts received from customer or subscribers should be allocated to two
liability accounts. The amount of the fee representing estimated refunds should be credited to a monetary
liability account, such as "customers' refundable fees," and the remaining amount of the fee representing
unearned revenue should be credited to a nonmonetary liability account, such as "unearned revenues." For
each income statement presented, registrants should disclose in the footnotes to the financial statements the
amounts of (1) the unearned revenue and (2) refund obligations as of the beginning of each period, the
amount of cash received from customers, the amount of revenue recognized in earnings, the amount of
refunds paid, other adjustments (with an explanation thereof), and the ending balance of (a) unearned
revenue and (b) refund obligations.
.7 8 If revenue is recognized in earnings over the membership period pursuant to the above criteria, the
staff believes that adjustments for changes in estimated refunds should be recorded using a retrospective
approach whereby the unearned revenue and refund obligations are remeasured and adjusted at each
balance sheet date with the offset being recorded as earned revenue.
Income Statement Presentation

.7 9 Gross vs. net—Prior to the advent of the "new economy," stock prices were generally determined by
the company's bottom line. In today's dot-com world many Internet companies, including e-tailers, report
net losses and yet are still doing very well in the stock market. The stock price for those companies is often
affected more by the size of their revenue than by the size of their net income or loss. That is why it is extremely
important to ensure that revenue is properly stated. The SAB gives an example of a company that operates
an Internet site from which it sells products of another company. Customers place their orders for the product
by making a product selection directly from the Internet site and providing a credit card number for the
payment. The company operating the Internet site receives the order and authorization from the credit card
company, and passes the order on to the company whose product it sells so that it can ship the product
directly to the customer. The company operating the Internet site does not take title to the product and has
no risk of loss or other responsibility for the product. The company whose product is sold is responsible for
all product returns, defects, and disputed credit card charges. In the event a credit card transaction is rejected,
the company operating the Internet site loses only its margin on the sale. In this situation, it is the SEC staff's
view that the company operating the Internet site should report the revenue from the product on a net basis.
.8 0 In assessing whether revenue should be reported gross with separate display of cost of sales to arrive
at gross profit or on a net basis, the staff considers whether the registrant—
1. Acts as principal in the transaction.

2. Takes title to the products.
3. Has risks and rewards of ownership, such as the risk of loss for collection, delivery, or returns.

AAM §8150.76

Copyright © 2000, American Institute of Certified Public Accountants, Inc.

47

12-00

8541

Retail Industry Developments—2000/01

4. Acts as an agent or broker (including performing services, in substance, as an agent or broker) with
compensation on a commission or fee basis.

If the company performs as an agent or broker without assuming the risks and rewards of ownership of the
goods, sales should be reported on a net basis.

.8 1 EITF Issue No. 99-19, Reporting Revenue Gross as a Principal versus Net as an Agent, provides additional
guidance in determining whether to recognize revenue on gross or net basis. It lists the following factors that
should be considered:
Indicators of Gross Revenue Reporting—

•

The company is the primary obligor in the arrangement.

•

The company has general inventory risk (before customer order is placed or upon customer return).

•

The company has latitude in establishing price.

•

The company adds meaningful value to the product or service.

•

The company has discretion in supplier selection.

•

The company is involved in the determination of product or service specifications.

•

The company has physical loss inventory risk (after customer order or during shipping).

•

The company has credit risk.

Indicators of Net Revenue Reporting—
•

The supplier (not the company) is the primary obligor in the arrangement.

•

The amount the company earns is fixed.

•

The supplier (and not the company) has credit risk.

Accounting for Sales of Leased or Licensed Departments
.82 It is a common practice among retailers to lease or license departments within their store to a
third party. According to SAB No. 101, department stores and other retailers customarily include the
sales of leased or licensed departments in the amount reported as "total revenues." In November 1975
the SEC staff issued SAB No. 1, which addressed this issue. In that bulletin the staff did not object to
retailers presenting sales of leased or licensed departments in the amount reported as "total revenues"
because of industry practice. Subsequently, in November 1976 the FASB issued FASB Statement No. 13.
In June 1995, the AICPA staff amended its Technical Practice Aid (TPA) section 5100.16, Rental Revenue
Based on Percentage of Sales, based on an interpretation of FASB Statement No. 13 that leases of depart
ments within a retail establishment are leases of tangible assets within the scope of FASB Statement No.
13. Consistent with the interpretation in TPA section 5100.16, the staff believes that FASB Statement No.
13 requires department stores and other retailers that lease or license store space to account for rental
income from leased departments in accordance with FASB Statement No. 13. Accordingly, it would be
inappropriate for a department store or other retailer to include in its revenue the sales of the leased or
licensed departments. Rather, the department store or other retailer should include the rental income as
part of its gross revenue. The SAB indicated that the staff would not object to disclosure in the footnotes
to the financial statements of the amount of the lessee's sales from leased departments. If the arrangement
is not a lease but rather a service arrangement that provides for payment of a fee or commission, the
retailer should recognize the fee or commission as revenue when earned. If the retailer assumes the risk
of bad debts associated with the lessee's merchandise sales, the retailer generally should present bad
debt expense in accordance with Regulation S-X article 5-03 (b)(5).
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Conclusion
.83 As auditor of an SEC registrant, you should ensure that management has properly applied the
accounting and disclosure requirements described in SAB No. 1. The SEC staff will not object if registrants
that have not applied this accounting in the past do not restate prior financial statements, provided they
report a change in accounting principle in accordance with APB Opinion 20, Accounting Changes. However,
registrants that have not previously complied with generally accepted accounting principles should apply
the guidance in APB Opinion 20 for the correction of an error.
.84 Auditors might find helpful guidance recently issued by SEC staff on implementation of SAB No.
101. This guidance, in the form of a Frequently Asked Questions document, is available on the SEC's Web
site at www.sec.gov/offices/account/sab101fq.htm.

Additional Issues Related to Revenue Recognition
.85 You should also be aware of EITF Issue No. 00-10, Accounting for Shipping and Handling Fees and Costs,
and EITF Issue No. 00-14, Accounting for Certain Sales Incentives, which address certain aspects of revenue
recognition. EITF Issue No. 00-10 discusses income statement classification of shipping and handling costs.
The EITF reached a consensus that all amounts billed to a customer in a sale transaction related to shipping
and handling, if any, represent revenues earned for the goods provided and should be classified as revenue.
With respect to shipping and handling costs, EITF reached a consensus stating that it is an accounting policy
decision that should be disclosed pursuant to APB Opinion 22. A company may adopt a policy of including
shipping and handling costs in cost of sales. However, if shipping or handling costs are significant and are
not included in cost of sales, a company should disclose both the amount(s) of such costs and the line item(s)
on the income statement that include them.
.86 EITF Issue No. 00-14 addresses the recognition, measurement, and income statement classification
for sales incentives offered voluntarily by a vendor without charge to customers that can be used in, or that
are exercisable by a customer as a result of, a single exchange transaction. The EITF reached consensus on
the following issues:
1. For sales incentives that will not result in a loss on the sale of a product or service, a vendor should
recognize the "cost" of the sales incentive at the latter of the following:

a.

The date at which the related revenue is recorded by the vendor

b.

The date at which the sales incentive is offered

2. For sales incentives that will result in a loss on the sale of a product or service, a vendor should not
recognize a liability for the sales incentive prior to the date at which the related revenue is recognized
by the vendor. However, the EITF observed that the offer of a sales incentive that will result in a loss
on the sale of a product may indicate an impairment of existing inventory under ARB 43.
3. If the sales incentive is a reduction in or refund of the selling price of the product or service, then its
cost should be classified as a reduction of revenue. If the sales incentive is a free product or service
delivered at the time of sale, the cost of the free product or service should be classified as an expense.

.8 7 There are numerous issues on EITF's agenda dealing with revenue recognition. Auditors should be
aware of final consensuses reached to ensure that, where applicable, their clients have properly applied these
standards.

Help Desk—This section presents only a summary of items from SAB No. 101 that are most
likely to affect retail entities. Readers of this Alert are strongly encouraged to refer to the full
text of SAB No. 101, which can be viewed at the SEC Web site www.sec.gov/rules/acctreps/
sabl01.htm.
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Executive Summary—Revenue Recognition in Financial Statements

•

SAB No. 101 lists four critical criteria needed for revenue recognition.

• The SAB states that revenue from layaway sales should be recognized only on delivery of the
merchandise to the customer.

• The SAB addresses the issue of refundable membership fees by stating that the revenue from those
fees should not be recognized in earnings prior to the refund privileges expiring. However, if
certain criteria are met, different treatment might be acceptable.
• The SAB discusses issues related to income statement presentation of revenue. It lists factors that
should be considered when deciding if revenue should be recognized on a gross or net basis.
Additional guidance on this topic is provided in EITF Issue No. 99-19.
• The SAB states that it is inappropriate for a retailer to include in its revenue the sales from the
leased or licensed department. Rather, the retailer should include rental income as part of its gross
revenue.

•

Additional revenue recognition issues are addressed by EITF Issue Nos. 00-10 and 00-14.

Store Closings and Asset Impairments
What accounting issues arise with respect to store closings?
.88 Closing particular stores is often a normal part of a retailer's operations. A number of issues need to
be considered.
Impairment of Assets

.89 Management is responsible for evaluating whether a store closing constitutes an event or a change
in circumstances indicating that the carrying amount of an asset in question may not be recoverable. Auditors
should evaluate management's consideration of FASB Statement No. 121, Accounting for Impairment of
Long-Lived Assets and for Long-Lived Assets to Be Disposed Of, which requires that long-lived assets and certain
identifiable intangibles and goodwill related to those assets to be held and used by an entity be reviewed for
impairment in such circumstances. This Statement also requires that long-lived assets and certain identifiable
intangibles to be disposed of be reported at the lower of carrying amount or fair value less costs to sell, except
for assets covered by APB Opinion 30, Reporting the Results of Operations—Reporting the Effects of Disposal of a
Segment of a Business, and Extraordinary, Unusual and Infrequently Occurring Events and Transactions. Assets
covered by APB Opinion 30 will continue to be reported at the lower of the carrying amount or the net
realizable value. In November 1999, the SEC staff released SAB No. 100, Restructuring and Impairment Charges,
which, among other things, discusses the impairment of fixed assets and goodwill.
Need to Accrue for the Costs of the Exit Plan

.90 The auditor needs to determine whether management has properly addressed the requirements of
EITF Issue No. 94-3, Liability Recognition for Certain Employee Termination Benefits and Other Costs to Exit an
Activity (Including Certain Costs Incurred in a Restructuring), and, for SEC clients, SAB No. 100. This has been
an area of concern by SEC staff. Auditors of SEC registrants should, therefore, pay particular attention to the
accrual of estimated liabilities, the criteria necessary to accrue for the costs of the exit plan, and the disclosures
that should be provided. In particular, the reasons for such accruals, and the incurrence of the costs that are
subsequently charged against such reserves, or the reversals of excess amounts of such liability reserves,
should be clearly disclosed. For further guidance on disclosures, auditors should refer to EITF Issue No. 94-3
and SAB No. 100, as they both address disclosure requirements that must be followed by the organizations
beginning with the period in which the exit plan is committed and ending with the point at which the exit
plan is completed. When evaluating the criteria necessary to accrue for the costs of an exit plan, auditors
should be aware of restrictive standards set in EITF Issue No. 94-3 for plan specificity. It states that the exit
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plan should specifically identify all significant actions to be taken to complete the exit plan and the period
of time to complete the plan should indicate that significant changes to the exit plan are not likely. In
determining the specificity of a retailer's exit plan, the SEC staff suggests that auditors may wish to consider
whether the exit plan is sufficiently detailed so the retailer can and will use it to (1) evaluate the performance
of those responsible for executing the plan and (2) identify and react to plan versus actual performance.
According to SAB No. 100, auditors should consider whether the exit plan is at least comparable to other
operating and capital budgets the retailer prepares in terms of the level of detail and reliability of estimates.
Furthermore, auditors should consider whether it is more likely than not that either the exit plan itself, or
significant actions identified within the exit plan, will be materially revised in response to events or
circumstances that are likely to occur. If so, the exit plan may not be sufficiently detailed and thus not meet
the criteria for accrual of related costs under EITF Issue No. 94-3. Finally, auditors should be aware that EITF
Issue No. 94-3 permits accruals to be made only for those costs associated with specifically identified
significant actions that can be reasonably estimated at the exit plan's commitment date. SAB No. 100 discusses
in further detail factors that need to be considered in evaluating the plan's specificity. Those factors include
reliability of estimated costs, level of identification and aggregation of costs, and timetable within which the
exit plan is expected to be completed.
.91 According to SAB No. 100, after the exit plan is evaluated and the amount of accrual is determined,
it is not final and might have to be adjusted because of a change in circumstances. The SAB states that at each
balance-sheet date, exit costs accruals should be evaluated to ensure that any accrued amount no longer
needed for its originally intended purposes is reversed in a timely manner. Reversal of the liability should
be recorded through the same income statement line item that was used when the liability was initially
recorded. Costs actually incurred in connection with an exit plan should be charged to the exit accrual only
to the extent those costs were specifically included in the original estimation of the accrual. Costs incurred
in connection with an exit plan but not specifically contemplated in the original estimate of the liability for
exit costs should be charged to operating expense in the period incurred, or the period that the exit costs
qualify for accrual under EITF Issue No. 94-3, with appropriate explanation in the "Management's Discussion
and Analysis" section.
Inventory Markdowns

.92 The auditor should determine whether the client has properly addressed the requirements of EITF
Issue No. 96-9, Classification of Inventory Markdowns and Other Costs Associated with a Restructuring, and, for
publicly held companies, whether the position of the SEC staff, as provided in SAB No. 67, has been
followed regarding the classification as a component of costs of goods sold for markdowns associated with
a restructuring.
Lease Modifications

.93 The auditor needs to find out whether the client, as a result of the decision to close a store, has entered
into a lease modification agreement with the landlord, and whether the client has properly addressed the
requirements of EITF Issue 95-17, Accounting for Modification to an Operating Lease.

New FASB Pronouncements
What new accounting pronouncements have been issued this year by the FASB?
.94 In this section we present brief summaries of accounting pronouncements issued since the
publication of last year's Alert. The summaries are for informational purposes only and should not be
relied on as a substitute for a complete reading of the applicable standard. For information on accounting
standards issued subsequent to the writing of this Alert, please refer to the Web sites provided
throughout this section. You may also look for announcements of newly issued standards in the CPA
Letter and the Journal of Accountancy.
AAM §8150.91

Copyright © 2000, American Institute of Certified Public Accountants, Inc.

47

12-00

8545

Retail Industry Developments—2000/01

FASB Statement No. 138, Accounting for Certain Derivative Instruments and Certain
Hedging Activities, an amendment of FASB Statement No. 133

.95 FASB Statement No. 138 addresses a limited number of issues causing implementation difficulties
for numerous entities that apply FASB Statement No. 133. This Statement amends the accounting and
reporting standards of FASB Statement No. 133 for certain derivative instruments and certain hedging
activities as indicated in the following paragraphs.
1. The normal purchases and normal sales exception in paragraph 10(b) may be applied to contracts
that implicitly or explicitly permit net settlement, as discussed in paragraphs 9(a) and 57(c)(1), and
contracts that have a market mechanism to facilitate net settlement, as discussed in paragraphs 9(b)
and 57(c)(2).
2. The specific risks that can be identified as the hedged risk are redefined so that in a hedge of interest
rate risk, the risk of changes in the benchmark interest rate (benchmark interest rate is defined in
paragraph 4(jj) of FASB Statement No. 138) would be the hedged risk.

3. Recognized foreign-currency-denominated assets and liabilities for which a foreign currency trans
action gain or loss is recognized in earnings under the provisions of paragraph 15 of FASB Statement
No. 52, Foreign Currency Translation, may be the hedged item in fair value hedges or cash flow hedges.

4. Certain intercompany derivatives may be designated as the hedging instruments in cash flow hedges
of foreign currency risk in the consolidated financial statements if those intercompany derivatives
are offset by unrelated third-party contracts on a net basis.
FASB Statement No. 138 also amends FASB Statement No. 133 for decisions made by the FASB relating to
the Derivatives Implementation Group (DIG) process. Certain decisions arising from the DIG process that
required specific amendments to FASB Statement No. 133 are incorporated into FASB Statement No. 138.

FASB Statement No. 139, Recission of FASB Statement No. 53 and Amendments to FASB
Statements No. 63, 89, and 121

.96 FASB Statement No. 139 rescinds FASB Statement No. 53, Financial Reporting by Producers and Distributors
of Motion Picture Films. An entity that previously was subject to the requirements of Statement 53 shall follow the
guidance in AICPA SOP 00-2, Accounting by Producers or Distributors of Films. This Statement also amends FASB
Statement Nos. 63, Financial Reporting by Broadcasters, 89, Financial Reporting and Changing Prices, and 121,
Accounting for the Impairment of Long-Lived Assets and for Long-Lived Assets to Be Disposed Of.

.97 Statement No. 139 is effective for financial statements for fiscal years beginning after December 15,
2000. Earlier application is permitted only upon early adoption of the SOP.
FASB Statement No. 140, Accounting for Transfers and Servicing of Financial Assets and
Extinguishments of Liabilities, a replacement of FASB Statement No. 125

.98 Issued in September 2000, FASB Statement No. 140 replaces FASB Statement No. 125, Accounting for
Transfers and Servicing of Financial Assets and Extinguishments of Liabilities. It revises the standards for
accounting for securitizations and other transfers of financial assets and collateral and requires certain
disclosures, but it carries over most of FASB Statement No. 125's provisions without reconsideration.
.99 The Statement provides accounting and reporting standards for transfers and servicing of financial
assets and extinguishments of liabilities. Those standards are based on consistent application of a financialcomponents approach that focuses on control. Under that approach, after a transfer of financial assets, an entity
recognizes the financial and servicing assets it controls and the liabilities it has incurred, derecognizes
financial assets when control has been surrendered, and derecognizes liabilities when extinguished. FASB
Statement No. 140 provides consistent standards for distinguishing transfers of financial assets that are sales
from transfers that are secured borrowings.
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A transfer of financial assets in which the transferor surrenders control over those assets is accounted
for as a sale to the extent that consideration other than beneficial interests in the transferred assets is received
in exchange. The transferor has surrendered control over transferred assets if and only if all of the following
conditions are met:
.100

1. The transferred assets have been isolated from the transferor—put presumptively beyond the reach
of the transferor and its creditors, even in bankruptcy or other receivership.

2. Each transferee (or, if the transferee is a qualifying special-purpose entity (SPE), each holder of its
beneficial interests) has the right to pledge or exchange the assets (or beneficial interests) it received,
and no condition both constrains the transferee (or holder) from taking advantage of its right to
pledge or exchange and provides more than a trivial benefit to the transferor.
3. The transferor does not maintain effective control over the transferred assets through either (a) an
agreement that both entitles and obligates the transferor to repurchase or redeem them before their
maturity or (b) the ability to unilaterally cause the holder to return specific assets, other than through
a cleanup call.
The Statement requires that liabilities and derivatives incurred or obtained by transferors as part of
a transfer of financial assets be initially measured at fair value, if practicable. It also requires that servicing
assets and other retained interests in the transferred assets be measured by allocating the previous carrying
amount between the assets sold, if any, and retained interests, if any, based on their relative fair values at
the date of the transfer.
.101

.102 The Statement requires that servicing assets and liabilities be subsequently measured by (a)
amortization in proportion to and over the period of estimated net servicing income or loss and (b) assessment
for asset impairment or increased obligation based on their fair values.

.103 The Statement requires that a liability be derecognized if and only if either (a) the debtor pays the
creditor and is relieved of its obligation for the liability or (b) the debtor is legally released from being the
primary obligor under the liability either judicially or by the creditor. Therefore, a liability is not considered
extinguished by an in-substance defeasance.
.104 The Statement provides implementation guidance for assessing isolation of transferred assets; condi
tions that constrain a transferee; conditions for an entity to be a qualifying SPE; accounting for transfers of partial
interests; measurement of retained interests; servicing of financial assets; securitizations, transfers of sales-type
and direct financing lease receivables; securities lending transactions; repurchase agreements, including "dollar
rolls," "wash sales," loan syndications, and participations; risk participations in banker's acceptances; factoring
arrangements; transfers of receivables with recourse; and extinguishments of liabilities. The Statement also
provides guidance about whether a transferor has retained effective control over assets transferred to qualifying
SPEs through removal-of-accounts provisions, liquidation provisions, or other arrangements.
.105 The Statement requires a debtor to (a) reclassify financial assets pledged as collateral and report
those assets in its statement of financial position separately from other assets not so encumbered if the secured
party has the right by contract or custom to sell or repledge the collateral and (b) disclose assets pledged as
collateral that have not been reclassified and separately reported in the statement of financial position. The
Statement also requires a secured party to disclose information about collateral that it has accepted and is
permitted by contract or custom to sell or repledge. The required disclosure includes the fair value at the end
of the period of that collateral, and of the portion of that collateral that it has sold or repledged, and
information about the sources and uses of that collateral.
.106 The Statement requires an entity that has securitized financial assets to disclose information about
accounting policies, volume, cash flows, key assumptions made in determining fair values of retained
interests, and sensitivity of those fair values to changes in key assumptions. It also requires that entities
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that securitize assets disclose for the securitized assets and any other financial assets it manages together
with them (a) the total principal amount outstanding, the portion that has been derecognized, and the portion
that continues to be recognized in each category reported in the statement of financial position, at the end of
the period; (b) delinquencies at the end of the period; and (c) credit losses during the period.

.107 In addition to replacing FASB Statement No. 125 and rescinding FASB Statement No. 127, Deferral
of the Effective Date of Certain Provisions of FASB Statement No. 125, FASB Statement No. 140 carries forward
the actions taken by FASB Statement No. 125. FASB Statement No. 125 superseded FASB Statement Nos. 76,
Extinguishment of Debt, and 77, Reporting by Transferors for Transfers of Receivables with Recourse. FASB
Statement No. 125 amended FASB Statement No. 115, Accounting for Certain Investments in Debt and Equity
Securities, to clarify that a debt security may not be classified as held-to-maturity if it can be prepaid or
otherwise settled in such a way that the holder of the security would not recover substantially all of its
recorded investment. FASB Statement No. 125 amended and extended to all servicing assets and liabilities
the accounting standards for mortgage servicing rights now in FASB Statement No. 65, Accounting for Certain
Mortgage Banking Activities, and superseded FASB Statement No. 122, Accounting for Mortgage Servicing Rights.
FASB Statement No. 125 also superseded FASB Technical Bulletins Nos. 84-4, In-Substance Defeasance of Debt,
and 85-2, Accounting for Collateralized Mortgage Obligations (CMOs), and amended FASB Technical Bulletin
No. 87-3, Accounting for Mortgage Servicing Fees and Rights.

.108 FASB Statement No. 125 was effective for transfers and servicing of financial assets and extinguish
ments of liabilities occurring after December 31, 1996, and on or before March 31, 2001, except for certain
provisions. FASB Statement No. 127 deferred until December 31,1997, the effective date (a) of paragraph 15
of FASB Statement No. 125 and (b) for repurchase agreement, dollar-roll, securities lending, and similar
transactions, of paragraphs 9 through 12 and 237(b) of FASB Statement No. 125.
.109 FASB Statement No. 140 is effective for transfers and servicing of financial assets and extinguish
ments of liabilities occurring after March 31, 2001. The Statement is effective for recognition and reclassifi
cation of collateral and for disclosures relating to securitization transactions and collateral for fiscal years
ending after December 15,2000. Disclosures about securitization and collateral accepted need not be reported
for periods ending on or before December 15, 2000, for which financial statements are presented for
comparative purposes.

.110 The Statement is to be applied prospectively with certain exceptions. Other than those exceptions,
earlier or retroactive application of its accounting provisions is not permitted.
FASB Interpretation 44, Accounting for Certain Transactions Involving Stock
Compensation, an interpretation of APB Opinion No. 255

.111 APB Opinion 25, Accounting for Stock Issued to Employees, was issued in October 1972. Since its
issuance, questions have been raised about its application and diversity in practice has developed. During
its consideration of the accounting for stock-based compensation, which led to the issuance of FASB
Statement No. 123, Accounting for Stock-Based Compensation, the FASB decided not to address practice issues
related to APB Opinion 25 because it had planned to supersede the Opinion. However, FASB Statement No.
123 permits entities to continue applying APB Opinion 25 to stock compensation involving employees.
Consequently, questions remain about the application of APB Opinion 25 in a number of different circumstances.

.112 Interpretation No. 44 clarifies the application of APB Opinion 25 for only certain issues. It does not
address any issues related to the application of the fair value method in FASB Statement No. 123. The issues
addressed herein were selected after receiving input from members of both the FASB EITF and the task force
5 Certain implementation issues regarding FASB Interpretation No. 44, as well as certain issues regarding the application of APB
Opinion 25 that are not addressed by Interpretation No. 44, are being addressed by the EITF in Issue No. 00-23.
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on stock compensation that assisted in the development of FASB Statement No. 123. Among other issues,
Interpretation No. 44 clarifies (a) the definition of employee for purposes of applying APB Opinion 25, (b)
the criteria for determining whether a plan qualifies as a noncompensatory plan, (c) the accounting
consequence of various modifications to the terms of a previously fixed stock option or award, and (d) the
accounting for an exchange of stock compensation awards in a business combination.

.113 In considering those issues, the FASB focused on interpreting APB Opinion 25. The FASB decided
not to amend the APB Opinion 25 framework because most of the problems inherent in the APB Opinion 25
intrinsic value method are addressed in Statement 123 through that Statement's recommended fair value
method. Consequently, in determining the guidance in this Interpretation, the FASB reached its conclusions
within the framework of APB Opinion 25 and did not refer to concepts underlying the fair value method
described in FASB Statement No. 123.
.114 Interpretation No. 44 is effective July 1, 2000, but certain conclusions in the Interpretation cover
specific events that occur after either December 15, 1998, or January 12, 2000. To the extent that the
Interpretation covers events occurring during the period after December 15,1998, or January 12, 2000, but
before the effective date of July 1, 2000, the effects of applying the Interpretation are recognized on a
prospective basis from July 1,2000.
EITF Consensus Positions

.115 The status of issues considered recently by the EITF of the FASB can be found in Audit Risk
Alert—2000/01 [AAM section 8010].

New SOPs
.116 A complete listing of all SOPs issued this year by the AICPA can be found in Audit Risk Alert—
2000/01 [AAM section 8010].
Executive Summary—New FASB Pronouncements
• FASB Statement No. 138, Accounting for Certain Derivative Instruments and Certain Hedging Activities,
an amendment of FASB Statement No. 133
• FASB Statement No. 139, Recission of FASB Statement No. 53 and amendments to FASB Statements No.
63,89, and 121
• FASB Statement No. 140, Accounting for Transfers and Servicing of Financial Assets and
Extinguishments of Liabilities, a replacement of FASB Statement No. 125
• FASB Interpretation No. 44, Accounting for Certain Transactions Involving Stock Compensation—an
interpretation of APB Opinion No. 25
• The status of issues considered recently by EITF of the FASB can be found in Audit Risk Alert—
2000/2001 [AAM section 8010] or on the FASB Web site

•

A list of new SOPs can be found in Audit Risk Alert—2000/01 [AAM section 8010]

New Auditing and Attestation Pronouncements
What new auditing and attestation pronouncements have been issued this year?
.117 In this section we present brief summaries of auditing pronouncements issued since the publication
of last year's Alert. The summaries are for informational purposes only and should not be relied on as a
substitute for a complete reading of the applicable standard. For information on auditing pronouncements
issued subsequent to the writing of this Alert, please refer to the AICPA Web site at www.aicpa.org/members/
div/auditstd/technic.htm. You may also look for announcements of newly issued standards in the CPA
Letter and Journal of Accountancy.
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Auditing Standards
SAS No. 88, Service Organizations and Reporting on Consistency
.118 In December 1999, the AICPA Auditing Standards Board (ASB) issued SAS No. 88, Service Organi
zations and Reporting on Consistency (AICPA, Professional Standards, vol. 1, AU secs. 324 and 420). Part 1,
"Service Organizations," amends SAS No. 70, Reports on the Processing of Transactions by Service Organizations
(AICPA, Professional Standards, vol. 1, AU secs. 324.03 and 324.06-.10), to—
1. Clarify the applicability of SAS No. 70 by stating that the SAS is applicable if an entity obtains services
from another organization that are part of the entity's information system. It also provides guidance
on the types of services that would be considered part of an entity's information system.

2. Revise and clarify the factors a user auditor should consider in determining the significance of a
service organization's controls to a user organization's controls.
3. Clarify the guidance on determining whether information about a service organization's controls is
necessary to plan the audit.
4. Clarify that information about a service organization's controls may be obtained from a variety of
sources.

5. Change the title of SAS No. 70 from Reports on the Processing of Transactions by Service Organizations
to Service Organizations.
.119 Part 2, "Reporting on Consistency," amends SAS No. 1, Codification of Auditing Standards and
Procedures (AICPA, Professional Standards, vol. 1, AU sec. 420, "Consistency of Application of Generally
Accepted Accounting Principles"), to—
1. Conform the list of changes that constitute a change in the reporting entity (AU sec. 420.07) to the
guidance in paragraph 12 of APB Opinion 20, Accounting Changes.
2. Clarify that the auditor need not add a consistency explanatory paragraph to the auditor's report
when a change in the reporting entity results from a transaction or event.

3. Eliminate the requirement for a consistency explanatory paragraph in the auditor's report if a pooling
of interests is not accounted for retroactively in comparative financial statements.
4. Eliminate the requirement to qualify the auditor's report and consider adding a consistency explana
tory paragraph to the report if single-year financial statements that report a pooling of interests do
not disclose combined information for the prior year.
.120 All of the amendments contained in SAS No. 88 were effective upon issuance.

SAS No. 89, Audit Adjustments
.121 In December 1999, the ASB issued SAS No. 89, Audit Adjustments (AICPA, Professional Standards,
vol. 1, AU secs. 310, 333, and 380), which amends three SASs to establish audit requirements designed to
encourage client management to record financial statement adjustments aggregated by the auditor. It also
clarifies management's responsibility for the disposition of financial statement misstatements brought to its
attention. SAS No. 89 amends SAS No. 83, Establishing an Understanding With the Client; SAS No. 85,
Management Representations; and SAS No. 61, Communication With Audit Committees, as follows:
1. SAS No. 83 is amended to include, in the understanding with the client, management's responsibility
for determining the appropriate disposition of financial statement misstatements aggregated by the
auditor. Specifically, SAS No. 89 adds the following to the list of matters that generally are included
in the understanding with the client:
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Management is responsible for adjusting the financial statements to correct material
misstatements and for affirming to the auditor in the representation letter that the effects
of any uncorrected misstatements aggregated by the auditor during the current engage
ment and pertaining to the latest period presented are immaterial, both individually
and in the aggregate, to the financial statements taken as a whole.
2. SAS No. 85 is amended to require that the management representation letter include an acknowledgment
by management that the effects of any uncorrected financial statement misstatements aggregated by the
auditor during the current engagement and pertaining to the latest period presented are immaterial, both
individually and in the aggregate, to the financial statements taken as a whole. It also requires that a
summary of the uncorrected misstatements be included in or attached to the representation letter.
3. SAS No. 61 is amended to require the auditor to inform the audit committee about uncorrected
misstatements aggregated by the auditor during the current engagement and pertaining to the latest
period presented, whose effects management believes are immaterial, both individually and in the
aggregate, to the financial statements taken as a whole.

These amendments are effective for audits of financial statements for periods beginning on or after December
15,1999, with early adoption permitted.
SAS No. 90, Audit Committee Communications
.122 SAS No. 90, Audit Committee Communications (AICPA, Professional Standards, vol. 1, AU secs. 380 and
722), issued by the ASB in December 1999, amends SAS No. 61 and SAS No. 71, Interim Financial Information
(AICPA, Professional Standards, vol. 1, AU sec. 722). SAS No. 90 was issued in response to recommendation
numbers 8 and 10 of the report of the Blue Ribbon Committee on Improving the Effectiveness of Corporate
Audit Committees, which suggest changes to GAAS.

Among other things, the amendment to SAS No. 61 requires an auditor to discuss with the audit
committees of SEC clients certain information relating to the auditor's judgments about the quality, not just
the acceptability, of the company's accounting principles and underlying estimates in its financial statements.
It also encourages a three-way discussion among the auditor, management, and the audit committee. This
amendment is effective for audits of financial statements for periods ending on or after December 15, 2000,
with earlier application permitted.
.123

.124 The amendment to SAS No. 71 clarifies that the accountant should communicate to the audit
committee or be satisfied, through discussions with the audit committee, that matters described in SAS No.
61 have been communicated to the audit committee by management when they have been identified in the
conduct of interim financial reporting. This amendment also requires the accountant of an SEC client to
attempt to discuss with the audit committee the matters described in SAS No. 61 prior to the filing of the
Form 10-Q. This amendment is effective for reviews of interim financial information for interim periods
ending on or after March 15,2000, with earlier application permitted.

SAS No. 91, Federal GAAP Hierarchy
.125 At its October 1999 meeting, the AICPA Council adopted a resolution recognizing the Federal
Accounting Standards Advisory Board (FASAB) as the body designated to establish GAAP for federal
government entities under Rule 203 of the AICPA's Code of Conduct. Pursuant to that resolution, Statements
of Federal Financial Accounting Standards issued by the FASAB since March 1993 are recognized as GAAP
for applicable federal governmental entities. At its February 2000 meeting, the ASB voted to issue SAS No.
91, Federal GAAP Hierarchy (AICPA, Professional Standards, vol. 1, AU sec. 411), which amends SAS No. 69,
The Meaning of Present Fairly in Conformity with Generally Accepted Accounting Principles in the Independent
Auditor's Report (AICPA, Professional Standards, vol. 1, AU sec. 411), to recognize FASAB statements as "level
A" GAAP and to establish a hierarchy for other FASAB guidance and general accounting literature. SAS No.
91 became effective upon its issuance in April 2000.
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SAS No. 92, Auditing Derivative Instruments, Hedging Activities, and Investments in
Securities

.126 In September 2000 the ASB issued SAS No. 92, Auditing Derivative Instruments, Hedging Activities,
and Investments in Securities. SAS No. 92 will help auditors plan and perform auditing procedures for financial
statement assertions about derivative instruments, hedging activities, and investments in securities. SAS No.
92 will supersede SAS No. 81, Auditing Investments. The guidance in the SAS applies to—
•

Derivative instruments, as that term is defined in FASB Statement No. 133, Accounting for Derivative
Instruments and Hedging Activities.

•

Hedging activities in which the entity designates a derivative or a nonderivative financial instrument
as a hedge of exposure for which FASB Statement No. 133 permits hedge accounting.

•

Debt and equity securities, as those terms are defined in FASB Statement No. 115, Accounting for
Certain Investments in Debt and Equity Securities.

SAS No. 92 is effective for audits of financial statements for fiscal years ending on or after June 30,2001. Early
application of the SAS is permitted. The ASB also has developed a companion audit Guide to help
practitioners implement the new SAS. See the “Auditing Derivatives" section of this Alert for a more detailed
discussion of the new SAS and companion Guide.

SAS No. 93, Omnibus Statement on Auditing Standards—2000

.127 Issued by the ASB in October 2000, SAS No. 93—
1. Withdraws SAS No. 75, Engagements to Apply Agreed-Upon Procedures to Specified Elements, Accounts,
or Items of a Financial Statement (AICPA, Professional Standards, vol. 1, AU sec. 622). The guidance in
SAS No. 75 will be incorporated in Statement on Standards for Attestation Engagements (SSAE) No.
4, Agreed-Upon Procedures Agreements (AICPA, Professional Standards, vol. 1, AT sec. 600) to consolidate
the guidance on agreed-upon procedures engagements in professional standards.

The withdrawal of SAS No. 75 is concurrent with the effective date of SSAE No. 10, Attestation
Standards: Revision and Recodification, scheduled to be issued in January 2001. SSAE No. 10 will be
effective for agreed-upon procedures engagements for which the subject matter or assertion is as of
or for a period ending on or after June 1, 2001, with earlier application permitted.
2. Amends SAS No. 58, Reports on Audited Financial Statements (AICPA, Professional Standards, vol. 1, AU
sec. 508), to include an identification in the auditor's report of the country of origin of the accounting
principles used to prepare the financial statements and the auditing standards that the auditor
followed in performing the audit. This amendment withdraws Auditing Interpretation No. 13,
“Reference to Country of Origin in the Auditor's Standard Report," of SAS No. 58, Reports on Audited
Financial Statements (AICPA, Professional Standards, vol. 1, AU sec. 9508.53-.55). This amendment is
effective for reports issued or reissued on or after June 30, 2001. Earlier application is permitted.
3. Amends SAS No. 84, Communications Between Predecessor and Successor Auditors, to clarify the
definition of a predecessor auditor. This amendment is effective for audits of financial statements for
periods ending on or after June 30, 2001. Earlier application is permitted.

Auditing Interpretations
.128 Auditing Interpretations are issued by the Audit Issues Task Force of the ASB to provide timely
guidance on the application of auditing pronouncements. Interpretations are reviewed by the ASB. An
Interpretation is not as authoritative as a pronouncement of the ASB, but members should be aware that they
may have to justify a departure from an interpretation if the quality of their work is questioned. The following
Auditing Interpretations have been issued since our last Alert:
AICPA Audit and Accounting Manual
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1. Interpretation No. 3, "Responsibilities of Service Organizations and Service Auditors With Respect
to Information About the Year 2000 Issue in a Service Organization's Description of Controls," of
SAS No. 70 (AICPA, Professional Standards, vol. 1, AU sec. 9324.19-.31)
2. Interpretation No. 13, "Reference to Country of Origin in the Auditor's Standard Report," of SAS No.
58, Reports on Audited Financial Statements (AICPA, Professional Standards, vol. 1, AU sec. 9508.53-.55)6
3. Interpretation No. 7, "Management's and Auditor's Responsibilities With Regard to Related Party
Disclosures Prefaced by Terminology Such As Management Believes That," of SAS No. 45, Related
Parties (AICPA, Professional Standards, vol. 1, AU sec. 9334.22-.23)
4. Interpretation "The Meaning of the Term Misstatement" of SAS No. 47, Audit Risk and Materiality in
Conducting an Audit (AICPA, Professional Standards, vol. 1, AU sec. 9312.01-.04)

5. Interpretation "Evaluating Differences in Estimates" of SAS No. 47, Audit Risk and Materiality in
Conducting an Audit (AICPA, Professional Standards, vol. 1, AU sec. 9312.05-.09)
6. Interpretation "Quantitative Measures of Materiality in Evaluating Audit Findings" of SAS No. 47,
Audit Risk and Materiality in Conducting an Audit (AICPA, Professional Standards, vol. 1, AU sec.
9312.10-.14)
7. Interpretation "Considering the Qualitative Characteristics of Misstatements" of SAS No. 47, Audit
Risk and Materiality in Conducting an Audit (AICPA, Professional Standards, vol. 1, AU sec. 9312.15-17)

Help Desk—The full text of these Interpretations can be obtained at the AICPA Web site at
www.aicpa.org/members/div/auditstd/announce/index.htm.

New Attestation Standard
SSAE No. 10, Attestation Standards: Revision and Recodification

.1 29 The ASB expects to issue SSAE No. 10, Attestation Standards: Revision and Recodification in January
2001. SSAE No. 10 does the following:
•

Changes the title of AT section 101 to Attest Engagements

•

Changes the definition of an attest engagement into a statement of applicability of the standard, as
follows:

This statement applies to engagements in which a certified public accountant in the practice
of public accounting (hereinafter referred to as a practitioner) is engaged to issue or does
issue an examination, a review or an agreed-upon procedures report on subject matter, or
an assertion about the subject matter, that is the responsibility of another party.

•

Revises the third general standard to focus on the essential elements of criteria: the criteria must be
suitable and must be available to users. The subject matter also must be capable of reasonably
consistent evaluation against the criteria.

•

Enables true direct reporting on subject matter by eliminating the requirement to make reference to
the assertion in the practitioner's report.

•

Provides expanded guidance on the circumstances in which the use of attest reports should be
restricted to specified parties.

•

Supersedes SSAE Nos. 1 through 9.

6 Withdrawn by SAS No. 93. See the New Auditing and Attestation Pronouncements section of this Alert for further information.
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The new standard also revises and renumbers the AT sections as follows:

Attest Engagements
Agreed-Upon Procedures Engagements
Financial Forecasts and Projections
Reporting on Pro Forma Financial Information
Reporting on an Entity's Internal Control Over
Financial Reporting
Compliance Attestation
Management's Discussion and Analysis

New
AT section

Existing
AT section

101
201
301
401

100
600
200
300

501
601
701

400
500
700

.131 The new SSAE also eliminates the requirement in AT section 201, Agreed-Upon Procedures Engage
ments, for the practitioner to obtain a written assertion in an agreed-upon procedures attest engagement. It
also incorporates changes needed as a result of the withdrawal of SAS No. 75, Engagements to Apply
Agreed-Upon Procedures to Specified Elements, Accounts, or Items of a Financial Statement. That withdrawal is
reflected in SAS No. 93, Omnibus Statement on Auditing Standards—2000.
.132 SSAE No. 10 is effective when the subject matter or assertion is as of or for a period ending on or
after June 1, 2001. Early application is permitted.

Help Desk—Look for a new AICPA Practice Aid on how to understand and apply the
provisions of SSAE No. 10. It is expected to become available during the first quarter of 2001.

New SOPs
.133 A complete listing of all SOPs issued this year by the AICPA can be found in Audit Risk Alert—
2000/2001 [AAM section 8010].

Executive Summary—New Auditing and Attestation Pronouncements

•

SAS No. 88, Service Organizations and Reporting on Consistency, issued in December 1999 and was
effective upon issuance.

•

SAS No. 89, Audit Adjustments, issued in December 1999 and is effective for audits of financial
statements for periods beginning on or after December 15,1999, with earlier adoption permitted.

•

SAS No. 90, Audit Committee Communications, issued in December 1999. The amendment to SAS
No. 61 is effective for audits of financial statements for periods ending on or after December 15,
2000, with earlier application permitted. The amendment to SAS No. 71 is effective for reviews of
interim financial information for interim periods ending on or after March 15, 2000, with earlier
application permitted.

•

SAS No. 91, Federal GAAP Hierarchy, issued in April 2000, this amendment to SAS No. 69, was
effective upon issuance.

•

SAS No. 92, Auditing Derivative Instruments, Hedging Activities, and Investments in Securities, was
issued in September 2000 and is effective for audits of financial statements for fiscal years ending
on or after June 30, 2001.

•

SAS No. 93, Omnibus Statement on Auditing Standards—2000, was issued in September 2000.

•

New Auditing Interpretations and SQCSs were issued this year.

•

SSAE No. 10, Attestation Standards: Revision and Recodification, is expected to be issued in January 2001.

•

A list of new SOPs can be found in Audit Risk Alert—2000/2001 [AAM section 8010].
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On the Horizon
What exposure drafts are currently outstanding?
.134 Practitioners should note that the purpose of exposure drafts is to solicit comments from preparers,
auditors, users of financial statements, and other interested parties. They are nonauthoritative and cannot
be used as a basis for changing GAAS or GAAP. The following is a listing of some of the more significant
exposure drafts outstanding at the time this Alert was written. Please note that AICPA standard-setting
committees are now publishing exposure drafts of proposed professional standards exclusively on the
AICPA's Web site.
ASB Exposure Draft

.135 Issued in October 2000, the proposed SAS amends SAS No. 55, Consideration of Internal Control in a
Financial Statement Audit (AICPA, Professional Standards, vol. 1, AU sec. 319), as amended by SAS No. 78,
Consideration of Internal Control in a Financial Statement Audit: An Amendment to Statement on Auditing Standards
No. 55 (AICPA, Professional Standards, vol. 1, AU sec. 319) to provide guidance to auditors about the effect of
information technology (IT) on internal control, and on the auditor's understanding of internal control and
assessment of control risk. The ASB believes the guidance is needed because entities of all sizes increasingly
are using IT in ways that affect their internal control and the auditor's consideration of internal control in a
financial statement audit. Consequently, in some circumstances, auditors may need to perform tests of
controls to perform effective audits.

.136 This proposed SAS amends SAS No. 55, as amended by SAS No. 78, to—
1. Incorporate and expand on the concept from SAS No. 80, Amendment to Statement on Auditing
Standards No. 31, Evidential Matter (AICPA, Professional Standards, vol. 1, AU sec. 326.14), that in
circumstances where a significant amount of information supporting one or more financial statement
assertions is electronically initiated, recorded, processed, and reported, the auditor may determine
that it is not practical or possible to restrict detection risk to an acceptable level by performing only
substantive tests for one or more financial statement assertions. In such circumstances, the auditor
should obtain evidential matter about the effectiveness of both the design and operation of controls
to reduce the assessed level of control risk.

2. Describe how IT may affect internal control, evidential matter, and the auditor's understanding of
internal control and assessment of control risk.
3. Describe both benefits and risks of IT to internal control, and how IT affects the components of internal
control, particularly the control activities and information and communication components.

4. Provide guidance to help auditors determine whether specialized skills are needed to consider the
effect of computer processing on the audit, to understand the controls, or to design and perform audit
procedures.
5. Clarify that in obtaining an understanding of the entity's financial reporting process, the auditor
should understand how both standard, recurring entries and nonstandard, nonrecurring entries are
initiated and recorded, and the auditor should also understand the controls that have been placed in
operation to ensure that such entries are authorized, complete, and correctly recorded.

6. Update terminology and references to IT systems and controls.
.137 The proposed SAS does not—
1. Eliminate the alternative of assessing control risk at the maximum level and performing a substantive
audit, if that is an effective approach.

2. Change the requirement to perform substantive tests for significant account balances and transaction
classes.
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Help Desk—See the ASB Exposure Drafts Web site at www.aicpa.org/members/div/
auditstd/drafts.htm for information on the status of these and other exposure drafts issued
by the ASB. Note that the AICPA's standard-setting committees are now publishing expo
sure drafts of proposed professional standards exclusively on the AICPA Web site. The
AICPA will notify interested parties by e-mail about new exposure drafts. To have your
email address put on the notification list for all AICPA exposure drafts, send your e-mail
address to memsat@aicpa.org. Indicate "exposure draft email list" in the subject header field
to help process the submissions more efficiently. Include your full name, mailing address
and, if known, your membership and subscriber number in the message.

AcSEC Exposure Drafts
.138
•

Proposed Statement of Position—Accounting for Discounts Related to Credit Quality (The final SOP is
expected to be titled "Accounting for Certain Purchased Loans.") December 30,1998

•

Proposed Statement of Position—Amendment to Scope of Statement of Position 95-2, Financial Reporting
by Nonpublic Investment Partnerships, to Include Commodity Pools; August 15, 2000

•

Proposed Statement of Position—Accounting by Certain Financial Institutions and Entities That Lend to
or Finance the Activities of Others; May 30, 2000

•

Proposed Statement of Position—Accounting by Insurance Enterprises for Demutualizations and Formations
of Mutual Insurance Holding Companies and for Certain Long-Duration Participating Contracts; April 3,2000

•

Proposed Statement of Position—Accounting for and Reporting of Certain Health and Welfare Benefit Plan
Transactions; March 22, 2000

Help Desk—See the AcSEC Exposure Drafts Web site at www.aicpa.org/members/div/
acctstd/edo/index.htm for information on the status of these and other exposure drafts
issued by AcSEC.

Professional Ethics Executive Committee Exposure Draft
.139 On April 15,2000, the Professional Ethics Division issued an exposure draft, Omnibus Proposal of Professional
Ethics Division Interpretations and Rulings, containing proposed revisions to four ethics pronouncements:
1. Interpretation No. 101-11, "Independence and the Performance of Professional Services Under the
Statements on Standards for Attestation Engagements and Statement on Auditing Standards No. 75,
Engagements to Apply Agreed-Upon Procedures to Specified Elements, Accounts, or Items of a Financial
Statement” of ET section 101 (AICPA, Professional Standards, vol. 2, ET sec. 101.13).

2. Ruling 100 under rule 101: Actions Permitted When Independence Is Impaired
3. Ruling 108 under rule 101: Participation ofMember, Spouse or Dependent in Retirement, Savings, or Similar
Plan Sponsored by, or That Invest in, Client7

4. Interpretation No. 501-5, "Failure to Follow Requirements of Government Bodies, Commissions, or
Other Regulatory Agencies in Performing Attest or Similar Services," of ET section 501 (AICPA,
Professional Standards, vol. 2, ET sec. 501.06)8

Help Desk—See the AICPA Professional Ethics section of the AICPA Web site, http://
www.aicpa.org/members/div/ethics/index.htm for information on the status of these and
other exposure drafts, along with other ethics-related matters.
7 Adopted in October 2000. See the "AICPA Professional Ethics Rulings and Interpretations" subsection of this Alert.

8 See footnote 7.
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FASB Statement Exposure Drafts
.140

•

Proposed Statement of Financial Accounting Standards—Accounting for the Impairment or Disposal of
Long-Lived Assets and for Obligations Associated with Disposal Activities; July 12, 2000

•

Proposed Statement of Financial Accounting Standards—Accounting for Obligations Associated with
the Retirement of Long-Lived Assets; February 17,2000

•

Proposed Statement of Financial Accounting Standards—Business Combinations and Intangible Assets;
September 7,1999

•

Proposed Statement of Financial Accounting Standards—Consolidated Financial Statements: Purpose
and Policy; February 23,1999

Help Desk—See the FASB Web site www.rutgers.edu/Accounting/raw/fasb/draft/
draftpg.html for information on the status of these and other exposure drafts issued by the
FASB.

Beyond the Audit
WebTrustSM
What is WebTrustSM?
Why should CPAs provide this service to their retail clients?
.141 According to polling data, a significant number of consumers will not shop online. Many are
concerned with the privacy of their personal information. For example, consumers are concerned about
sending their credit card and Social Security numbers over the Internet. Others question the authenticity of
the company behind the Web site. In an attempt to develop greater credibility for electronic commerce
conducted on the Internet and expand the base of assurance services that CPAs can offer, the WebTrustSM
Seal of assurance was developed. The WebTrustSM Seal provides assurance to online customers that the
business entity behind the Web site is legitimate and adheres to a standard set of business practices and
controls. In doing so, WebTrustSM builds consumer trust and confidence in conducting electronic commerce
over the Internet.
.142 WebTrustSM is an electronic commerce assurance service. It was developed jointly by the AICPA
and the Canadian Institute of Chartered Accountants. The WebTrustSM Seal, which is placed directly onto
the online business' Web site, is issued to those sites that have been shown to be in compliance with the
WebTrustSM Principles and Criteria.9 Online customers can click on the Seal and gain access to a CPA-issued
report about the site. The WebTrustSM Seal can be issued only by CPAs certified to conduct WebTrustSM
engagements. That certification is obtained by completing specialized training and entering into a licensing
arrangement with the AICPA. The training, certification, and licensing process that CPAs undergo, along
with a mandatory WebTrustSM quality review program, ensure the consistent application of the WebTrustSM
Principles and Criteria.

.143 Given the rapid pace with which many Web sites change, each Web site that displays the WebTrustSM
Seal of assurance must undergo a review process with the CPA to renew the Seal at least every three months.
This renewal period may be shorter for some businesses, depending on the nature of their operations.
WebTrustSM Seals are not reissued to online businesses that do not pass the review process. The digital
certificate associated with the WebTrustSM Seal of assurance is difficult to counterfeit and can be revoked if
the online business does not continuously meet the prescribed business practices and control criteria.
9 Further information on the WebTrustSM Principles and Criteria can be found in the Assurance Services Alert WebTrustSM—2000
(Product No. 022249kk).
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.144 The potential abuses and concerns associated with electronic commerce clearly demonstrate the
need for assurance. But why are CPAs best suited to provide this? The answer is equally clear. CPAs bring
to this environment the necessary objectivity and integrity, along with many other vital skills. Although other
professionals may be able to provide the technological skills, when independent assurance is needed, the
CPA's ethical standards and traditions are valuable assets. In addition, access to existing clients and
knowledge of client systems and client integrity create an initial competitive advantage.

.145 The CPA's focus on internal control in financial statement audits also provides a competitive
advantage because most non-CPA competitors lack the CPA's knowledge and experience of internal control
and assessment techniques. The competencies required for control assessment relative to historical financial
statements are very similar to those required for assurance services. There is a natural extension of these into
electronic commerce assurance services such as WebTrustSM.
.146 Most of the skills required to perform WebTrustSM engagements build on the existing expertise of
CPAs who provide attest services in a computerized environment. However, CPAs must also acquire new
competencies. These additional skills include, among others, a working knowledge of Internet technologies,
protocols, and security techniques, and specific controls and best practices a company should implement.
This can be accomplished by training a staff person in the required skills or contracting with or hiring an
individual who has the requisite skills.

.147 A new competency model for WebTrustSM practitioners is currently being developed by the AICPA's
Electronic Commerce Task Force. This model—which will define core competencies and proficiencies and
tie the competencies as defined to a training curriculum, activities, tools, research, and information—as well
as other information regarding the WebTrustSM service are discussed further in the Assurance Services Alert
WebTrustSM—2000 (Product No. 022249kk). The AICPA has also published CPA WebTrust Practitioners Guide
(Product No. 006604kk), a nonauthoritative guide to assist practitioners in performing WebTrustSM services.
It includes guidance on all of the steps a practitioner takes in carrying out the WebTrustSM engagement, from
the marketing stage all the way through to the ninety-day examination updates.
SysTrust

What is SysTrustSM?
.148 The AICPA and the CICA have introduced a new professional service to provide assurance on the
reliability of systems. SysTrustSM is an assurance service developed by the Assurance Services Executive
Committee (ASEC) of the AICPA and the Assurance Services Development Board (ASDB) of the CICA to be
provided by public accountants. It is designed to increase the comfort of management, customers, and
business partners with the systems that support a business or a particular activity. Potential users of this
service are shareholders, creditors, bankers, business partners, third-party users who outsource functions to
other entities, stakeholders, and anyone who in some way relies on the continued availability, integrity,
security, and maintainability of a system. The SysTrust service will help differentiate entities from their
competitors because entities that undergo the rigors of a SysTrust engagement will presumably be better
service providers—attuned to the risks posed by their environment and equipped with the controls that
address those risks.
.149 The SysTrust service entails the public accountant providing an assurance service in which he or
she evaluates and tests whether a system is reliable when measured against four essential reliability
principles. A reliable system is one that is capable of operating without material error, fault, or failure during
a specified period in a specified environment. The following four principles are used to evaluate whether a
system is reliable:
1. Availability—The system is available for operation and use at times set forth in service-level state
ments or agreements.

2. Security—The system is protected against unauthorized physical and logical access.
AICPA Audit and Accounting Manual
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3. Integrity—System processing is complete, accurate, timely, and authorized.

4. Maintainability—The system can be updated, when required, in a manner that continues to provide
for system availability, security, and integrity.
For each of the four principles, criteria have been established against which a system can be evaluated. The
SysTrust criteria are designed to be complete, relevant, objective, and measurable and to address all of the
system components (infrastructure, software, people, procedures, and data) and their relationship among
them. All of the SysTrust criteria must be satisfied for a system to be deemed reliable. In determining whether
a deviation from a specified criterion is material to that criterion, due consideration should be given to the
anticipated users of the information and the types of decisions they are expected to make based on the
information provided by the system.

.150 The objective of a systems reliability engagement is for the practitioner to issue an attestation/as
surance report on whether management maintained effective controls over its system to enable the system
to function reliably. The system is evaluated against the SysTrust principles and criteria. The practitioner
determines whether controls over the system exist and performs tests to determine whether those controls
were operating effectively during the period covered by the attestation/assurance report. Management must
provide the practitioner with an assertion regarding the availability, security, integrity, and maintainability
of the system.

.151 The practitioner may report on either of the following:
1. Management's assertion that it maintained effective controls over the reliability of the system during
the period covered by the report
2. The subject matter—that is, the effectiveness of the controls over the reliability of the system during
the period covered by the report

If one or more criteria have not been achieved, the practitioner can issue a qualified or adverse report.
However, when issuing a qualified or adverse report the practitioner should report directly on the subject
matter rather than on the assertion. Since the concept of system reliability is dynamic rather than static,
SysTrust reports will always cover a historical period of time as opposed to a point in time. Although the
determination of an appropriate period should be at the discretion of the practitioner and the reporting entity,
reporting periods of less than three months generally would not be deemed meaningful. SysTrust is
discussed further in the Assurance Services Alert CPA SysTrust—2000 (Product No. 022253kk).

Help Desk—For more information about this new assurance service, and the availability of
additional guidance, contact Erin Mackler, AICPA technical manager, Assurance Services,
at (212) 596-6149 or emackler@aicpa.org.

Independence and Other Ethics Standards
What new independence and ethics standards have been issued?

.152 In this section we present brief summaries of independence and other ethics standards issued since the
publication of last year's Alert. The summaries are for informational purposes only and should not be relied on
as a substitute for a complete reading of the applicable standard. For information on standards issued subsequent
to the writing of this Alert, please refer to the Web sites provided throughout this section. You may also look for
announcements of newly issued standards in the CPA Letter and the Journal of Accountancy.

New ISB Standards
.153 The Independence Standards Board (ISB) was established in May 1997 as part of an agreement
between the AICPA and the SEC. Its charge is to establish, maintain, and improve independence standards
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for external auditors of SEC registrants. Although the SEC retains its statutory authority to define inde
pendence, it recognizes the responsibility of the ISB in establishing independence standards and interpreta
tions for auditors of public entities. The SEC also considers principles, standards, interpretations, and
practices issued by the ISB as having substantial authoritative support. Note that the pronouncements of the
ISB apply to auditors of publicly held entities only. The functioning of the ISB does not affect the authority
of state licensing or disciplinary authorities regarding auditor independence. Also, it does not affect the
AICPA's rules on independence as they relate to auditors of nonpublic entities.
.154

Following is a summary of the independence standards issued by the ISB since our last Alert.

ISB Standard No. 2, Certain Independence Implications of Audits of Mutual Funds and
Related Entities

.155 This standard relates to audit of mutual fund and therefore is not related to the retail industry. If
you would like to see the summary of this standard, refer to Audit Risk Alert 2000/2001 [AAM section 8010].

ISB Standard No. 3, Employment with Audit Clients
.156 Issued in July 2000, this standard describes safeguards that firms should implement when their
professionals join firm audit clients. These safeguards are designed to assist in ensuring that—
1. Professionals who are broadly evaluating their career options will exercise an appropriate level of
skepticism while performing audits prior to their departure from the firm.
2. A former firm professional now employed by the client cannot circumvent the audit because of
familiarity with its design, approach, or testing strategy.

3. The remaining members of the audit team maintain objectivity when evaluating the work and
representations of a former firm professional now employed by the audit client.
The procedures should be adapted depending on several factors, including whether the professional served as a
member of the audit team, the positions he or she held at the firm and has accepted at the client, the length of
time that has elapsed since the professional left the firm, and the circumstances of his or her departure. The
standard also specifies the circumstances under which capital and retirement balances owed to the departing
professional should be liquidated or settled to preserve the firm's independence. The standard's requirements
are effective for employment with audit client situations arising after December 31,2000.

.157 The following Interpretations were issued by the ISB during 2000:
1. ISB Interpretation 00-1, ISB No. 1 and Secondary Auditors

2. ISB Interpretation 00-2, An Amendment of Interpretation 00-1
Help Desk—The full text of these standards and Interpretations, along with information
about other ISB publications and exposure drafts, are posted on the ISB's Web site at
www.cpaindependence.org/pubs_db.php3.

AICPA Professional Ethics Rulings and Interpretations
.158 Ethics Interpretations and rulings are promulgated by the executive committee of the professional ethics
division of the AICPA to provide Guidelines on the scope and application of ethics rules but are not intended to
limit such scope or application. Publication of an Interpretation or ethics ruling in the Journal of Accountancy
constitutes notice to members. Once published, pronouncements become effective on the last day of the month
in which they appear in the Journal of Accountancy, except as may otherwise be stated in the pronouncements. A
member who departs from Interpretations or rulings shall have the burden of justifying such departure in any
disciplinary hearing. The full text of the interpretations and rules presented here can be found in their entirety in
the Journal of Accountancy. The month of their publication is provided for reference.
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.159 The Professional Ethics Executive Committee has adopted revisions to two interpretations under
the Code of Professional Conduct: Interpretation No. 101-3, "Performance of Other Services," of ET section
101, Independence (AICPA, Professional Standards, vol. 2, ET sec. 101.05), and Interpretation No. 501-1,
"Retention of Client Records," of ET section 501, Acts Discreditable (AICPA, Professional Standards, vol. 2, ET
sec. 501.02). The committee has adopted a new ethics ruling under the Code of Professional Conduct, Ruling
No. 111, "Employee Benefit Plan Sponsored by Client" of ET section 101 (AICPA, Professional Standards, vol.
2, ET sec. 101.05). (April 2000, Journal of Accountancy)
.160 The committee has made editorial revisions to Interpretation No. 101-9, "The Meaning of Certain
Independence Terminology and the Effect of Family Relationships on Independence," of ET section 101
(AICPA, Professional Standards, vol. 2, ET sec. 101.11). "Member or Member's Firm" has been revised. The
remainder of the interpretation is unchanged except for a renumber of footnotes following the added
material. (May 2000, Journal of Accountancy)
.161 The committee has made editorial revisions to the paragraph preceding the interpretations under
rule 101 of the Code of Professional Conduct (AICPA, Professional Standards, vol. 2, ET sec. 101.01). (July 2000,
Journal of Accountancy)
.162 The committee has revised the following ruling and interpretation under the Code of Profes
sional Conduct:
•

Ruling 108 under Rule of Conduct 101, Participation of Member, Spouse or Dependent in Retirement,
Savings, or Similar Plan Sponsored by, or That Invests in, Client. (October 2000, Journal of Accountancy)

•

Interpretation 501-5, "Failure to Follow Requirements of Governmental Bodies, Commissions, or
Other Regulatory Agencies." of ET section 501. (October 2000, Journal of Accountancy)

Help Desk—For more information about the interpretations and rulings discussed above,
visit the Professional Ethics Team Web page at www.aicpa.org/members/div/ethics/
index.htm. You can also call the Professional Ethics Team at (888) 777-7077, menu option 3,
followed by menu option 2.

Resource Central
On the Book Shelf

What other AICPA publications may be of value to my practice?
.163

This section discusses AICPA publications that may be of interest to auditors of retail organizations.

General Audit Guides

.164
•

Consideration of Internal Control in a Financial Statement Audit 1997—(Product No. 012451kk)

•

NEW GUIDE—expected publication date January 2001! Auditing Derivative Instruments, Hedging Activities
and Investments in Securities—Practical Guidance for Applying SAS No. 92—(Product No. 012520kk)

Audit Risk Alerts

.165
•

The ABCs of Independence—(Product No. 022271kk) A must-read basic primer on the fundamentals
of independence. Whether you're unfamiliar with the standards or need a user-friendly refresher
course, this Alert is for you.
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•

SEC Alert—(Product No. 011172kk) Developed in conjunction with SEC staff, this Alert provides
valuable insights into the staff perspectives on numerous accounting and auditing issues. The Alert
also includes updates on recent SEC activities.

•

E-Business—(Product No. 022273kk) The e-world awaits. Are you ready? Find out what's happening
in the realm of E-business and how it will affect your audits in this new Alert.

Audit and Accounting Manual

.166 The Audit and Accounting Manual (Product No. 007258kk) is a valuable nonauthoritative practice
tool designed to provide assistance for audit, review, and compilation engagements. It contains numerous
practice aids, samples, and illustrations, including audit programs; sample opinions; checklists; and sample
engagement, management representation, and confirmation letters.

AICPA Practice Aid Series
.167 The publications that constitute the AICPA Practice Aid Series have been designed to address a
broad range of topics that affect today's CPA. From enhancing the efficiency of your practice to developing
the new skill sets required for a successful transition to meet the challenges of the new millennium, this series
provides practical guidance and information to assist in making sense out of a changing and complex
business environment. The series includes the following:
•

Considering Fraud in a Financial Statement Audit: Practical Guidance for Applying SAS No. 82 (Product
No. 008883kk)

•

NEW! CPA WebTrustSM Practitioners Guide (Product No. 006604kk)

Assurance Services Alerts

.168 The newly introduced Assurance Services Alert series provides practitioners with information
about the emerging practice areas. These Alerts provide both an introduction to those who are unfamiliar
with assurance services and an update of important new developments for those who have expanded their
practice to include these assurance services. Auditors of retail entities considering expanding the scope of
their services, might find the following publications helpful:
•

WebTrustSM—2000 (Product No. 022249kk)

•

CPA SysTrustSM—2000 (Product No. 022253kk)

Financial Statement Preparation Manual/Disclosure Checklists
.169 This manual (Product No. G01027kk) is a loose-leaf service consisting of nineteen industry-specific
disclosure checklists and includes sample financial statements. It is updated annually to reflect the issuance
of new authoritative guidance. Most of the checklists are also available in individual paperback versions.
Accounting Trends and Techniques—2000

.170 This publication (Product No. 009892kk) offers highlights of the latest trends in corporate financial state
ments, presented for practitioners in industry and public practice. The publication, which is based on a survey of over six
hundred public companies, illustrates accounting practices and trends, including presentations and disclosures.

Auditing Practice Releases
.171 Auditing Practice Releases provide auditors of financial statements with practical guidance on
specific subject areas. These nonauthoritative publications help auditors understand complex issues encoun
tered and suggest procedures to accomplish audit objectives.
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•

Audit Implications of Electronic Data Interchange (Product No. 021060kk)

•

The Information Technology Age: Evidential Matter in the Electronic Environment (Product No. 021068kk)

•

Confirmation of Accounts Receivable (Product No. 021064kk)

•

Audit Implications of Electronic Document Management (Product No. 021066kk)

•

Service Organizations: Applying SAS No. 70 (Product No. 021056kk)

•

Analytical Procedures (Product No. 021069kk)

•

Auditing in Common Computer Environments (Product No. 021059kk)

•

Auditing With Computers (Product No. 021057kk)

•

Consideration of the Internal Control Structure in a Computer Environment: A Case Study (Product No.
021055kk)

•

Audits of Inventories (Product No. 021045kk)

•

Audit Sampling (Product No. 021061kk)

AICPA—At Your Service
How can I order AICPA products?
What other AICPA services may be of interest to me?
Order Department (Member Satisfaction)
.172 To order AICPA products, call (888) 777-7077; write AICPA Order Department, CLA10, P.O. Box
2209, Jersey City, NJ 07303-2209; fax (800) 362-5066. For best results, call Monday through Friday between
8:30 a.m. and 7:30 p.m. EST. You can obtain product information and place online orders at the AICPA's Web
site, www.aicpa.org.

Accounting and Auditing Technical Hotline
.173 The AICPA Technical Hotline answers members' inquiries about accounting, auditing, attestation,
compilation, and review services. Call (888) 777-7077.
Ethics Hotline

.174 Members of the AICPA's Professional Ethics Team answer inquiries concerning independence and other
behavioral issues related to the application of the AICPA Code of Professional Conduct. Call (888) 777-7077.
Web Site

.175 The AICPA has a home page on the Web. AICPA Online (www.aicpa.org) offers CPAs the unique
opportunity to stay abreast of developments in accounting and auditing, including exposure drafts. The Web
site includes In Our Opinion, the newsletter of the AICPA Audit and Attest Standards Team. The newsletter
provides valuable and timely information on technical activities and developments in auditing and attesta
tion standard setting.

New! Online CPE Offer!
.176 The AICPA has launched a new online learning tool, AICPA InfoBytes. An annual fee ($95 for
members and $295 for nonmembers) will offer unlimited access to over 1,000 hours of online CPE in oneand two-hour segments. Register today as our guest at infobytes.aicpaservices.org.
AAM §8150.172

Copyright © 2000, American Institute of Certified Public Accountants, Inc.

47

12-00

Retail Industry Developments—2000/01

8563

.177 This Audit Risk Alert replaces Retail Industry Developments—1999/2000.
.178 Practitioners should also be aware of the economic, regulatory, and professional developments
described in Audit Risk Alert—2000/2001 [AAM section 8010] and Compilation and Review Alert—2000/2001
[AAM section 8015] which may be obtained by calling the AICPA Order Department at (888) 777-7077.
.179 The Retail Industry Developments Audit Risk Alert is published annually. As you encounter audit or
industry issues that you believe warrant discussion in next year's Alert, please feel free to share them with
us. Any other comments that you have about the Alert would also be greatly appreciated. You may e-mail
these comments to ymishkevich@aicpa.org or write to—

Yelena Mishkevich, CPA
AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
Or email to YMishkevich@aicpa.org
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.180

Appendix
The Internet—An Auditor's Research Tool
If used properly, the Internet can be a valuable tool for auditors. Through the Internet, auditors can access a
wide variety of global business information. For example, information is available relating to SEC filings,
professional news, state CPA society information, Internal Revenue Service information, software down
loads, university research materials, currency exchange rates, stock prices, annual reports, and legislative
and regulatory initiatives. Not only are such materials accessible from the computer, but they are available
at any time, and are generally free of charge.
A number of resources provide direct information, whereas others may simply point to information inside
and outside of the Internet. Auditors can use the Internet to—

•

Obtain audit and accounting research information.

•

Obtain texts such as audit programs.

•

Discuss audit issues with peers.

•

Communicate with audit clients.

•

Obtain information from a client's Web site.

•

Obtain information on professional associations.

There are caveats to keep in mind when using the Internet. Reliability of information obtained via the Internet
varies considerably. Some information on the Internet has not been reviewed or checked for accuracy; caution
is advised when accessing data from unknown or questionable sources. Although a vast amount of
information is available on the Internet, much of it may be of little or no value to auditors. Accordingly,
auditors should learn to use search engines effectively to minimize the amount of time browsing through
useless information. The Internet is best used in tandem with other research tools, because it is unlikely that
all desired research can be conducted solely from Internet sources.
Some Web sites that may provide valuable information to auditors are listed in the following table.

Name of Site

Content

Internet Address

American Institute of CPAs

Summaries of recent auditing and
other professional standards as
well as other AICPA activities

www.aicpa.org

Financial Accounting
Standards Board

Summaries of recent accounting
pronouncements and other FASB
activities

www.fasb.org

Securities and Exchange
Commission

SEC Digest and Statements,
EDGAR database, current SEC
rulemaking

www.sec.gov

Independence Standards
Board

Information on the activities of the
Independence Standards Board

www.cpaindependence.org

The Electronic Accountant

World Wide Web magazine, which
features up-to-the-minute news for
accountants

www.electronicaccountant.com

CPAnet

Links to other Web sites of interest
to CPAs

www.cpalinks.com/
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Name of Site

Content

Internet Address

Guide to WWW for
Research and Auditing

Basic instructions on how to use
the Web as an auditing research
tool

www.tetranet.net/users/gaostl/
guide.htm

Accountants Home Page

Resources for accountants and
financial and business professionals

www.computercpa.com

United States Department
of Commerce

Various economic statistics about
the U.S. economy

www.doc.gov
www.bea.doc.gov

U.S. Tax Code Online

A complete text of the U.S. Tax
Code

www.fourmilab.ch/ustax/ustax.
html

Federal Reserve Bank of
New York

Key interest rates

www.ny.frb.org/pihome/statistics/
dlyrates

Hoovers Online

Online information on various
companies and industries

www.hoovers.com

Ask Jeeves

Search engine that utilizes a userfriendly question format. Provides
simultaneous search results from
other search engines as well (e.g.,
Excite, Yahoo, AltaVista)

www.askjeeves.com

Chain Store Age

Industry periodical with retail
news headlines

www.chainstoreage.com

About

Industry periodical with retail
news, trends and statistics

retailindustry.about.com

Today's Retail News

Current events in the retail industry

biz.yahoo.com/news/retail.html

[The next page is 8571.]
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AAM Section 8160
Auto Dealership Industry
Developments—2000/01
In This Year's Alert . . .
•

What is the purpose of this Audit Risk Alert?

•

How did dealerships do since our last Alert? What are the current economic conditions facing
dealerships?

•

What are some significant industry developments facing dealers?

•

What threats do dealers face today?

•

What should you know about money laundering?

•

How is the Internet affecting dealerships?

•

What are some of the significant accounting and auditing considerations for dealerships?

•

Why should you be concerned with independence? Are there any new Independence Standards
Board (ISB) standards?

•

What are some areas of continued concern to the IRS?

•

What new auditing and attestation pronouncements have been issued this year?

•

What new accounting pronouncements have been issued this year?

•

What exposure drafts are currently outstanding?

•

What are Assurance Services Alerts?

•

How can I order AICPA products? What other AICPA services may be of interest to me?
* * * *

Introduction
What is the purpose of this Audit Risk Alert?
.01 This Audit Risk Alert is intended to help auditors plan their 2000 year-end audits of dealerships.
Although this Alert focuses on the automobile dealership, the topics discussed often can be applied to other
types of dealerships, including boats, heavy trucks, farm machinery, and recreational vehicles. Keep in mind
that a successful audit begins with successful planning. A thorough understanding of the requirements of
Statement on Auditing Standards (SAS) No. 22, Planning and Supervision (AICPA, Professional Standards, vol.
1, AU sec. 311), will go a long way to developing an effective and efficient audit strategy. Some of the
requirements of the SAS include the auditor's consideration of matters that relate to the entity's business,
including those affecting the industry in which it operates, economic conditions, government regulations,
and changes in technology.
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Economic Developments
How did dealerships do since our last Alert?
What are the current economic conditions facing dealerships?
.02 Auditors should be aware of the general economic, regulatory, and professional developments that
may affect the audits they perform. See Audit Risk Alert—2000/01 [AAM section 8010] for a summary of
general economic conditions. Also keep in mind that SAS No. 56, Analytical Procedures (AICPA, Professional
Standards, vol. 1, AU sec. 329), requires the use of analytical procedures in the planning and overall review
stages of all audits. Statistical information of the type shown may be useful to auditors in applying the
provisions of SAS No. 56.

Dealership Results
.03 Auto dealerships continue to play an important role in the extraordinary growth of the U.S. economy.
Franchised new vehicle dealers continued to break sales records in 1999. Total industry revenue reached a
record of more than $608 billion, with more than 16 million new cars and light trucks registered in the United
States.1 Before 1998, dealership profits came mostly from the sale of used vehicles and the service and parts
department. In 1999, the new vehicle department became a major contributor to total dealership profit,
contributing 39 percent to total profit at the average dealership. This is up from almost 30 percent in 1998.
In 1999 sales of new vehicles increased 14 percent from 1998 and used vehicle sales increased 10 percent,
with total sales of 20.1 million used cars.12

.04 Although consolidations have slowed, small-volume franchised car dealerships continued to decline
in 1999. This is nothing new to the dealership industry because the number of small-volume dealerships has
been declining steadily for more than a decade. According to Automotive Executive Magazine, in 1980 more
than 10,600 dealerships had fewer than 150 new vehicle sales per year; today there are only 4,161 such
dealerships (this is down from 4,256 last year). In contrast, today more than 5,800 dealerships sell more than
750 new vehicles per year, whereas fewer than 4,000 such dealerships existed in 1980.3

The Current Economic Environment
.05 Once again, the U.S. economy put in an impressive performance. The longest economic expansion
in the nation's history has maintained strong momentum in the first half of 2000, continuing the rapid rate
of growth that prevailed during the second half of 1999. Dealers continued to benefit from the strong
economy. Given the interrelationship of automobile sales and the economy, auditors of dealerships will
benefit from having an understanding of general economic conditions. The strong historical relationship
between consumer confidence and automobile sales continues.
.06 Overall, 2000 has been characterized by vigorous consumer spending, surging capital investment in
new, cost-saving technologies, rising levels of worker productivity, and historically low rates of unemploy
ment. Dealerships continue to play a major role in the nation's employment. In 1999 the payroll for all
dealerships combined represented 11 percent of the nation's total retail trade payroll.4

.07 There were, however, some signs suggesting that a moderation in economic growth may be on the
horizon. Inflation, for instance, though still moderate, increased over 1999 levels. Interest rates were also on
1 Automotive Executive Magazine, NADA Data 2000 (August 2000): 29-59.
2 See footnote 1.
3 Automotive Executive Magazine, NADA Data 1995: 29; and NADA Data 1998 and NADA Data 2000.

4 Automotive Executive Magazine, NADA Data 2000: 48.
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the rise, driven by the Federal Reserve Bank's anti-inflation strategy that raised the federal funds rate
(the interest rate at which banks lend to each other overnight) almost two percentage points over 1999.
Even though the economy shows signs of moderating, sales of automobiles are expected to break records
again in 2000.

.08 SAS No. 56 requires the use of analytical procedures in the planning and overall review stages of all
audits. The following key statistics relating to the overall performance of the U.S. economy may be useful to
auditors in applying the provisions of SAS No. 56.
•

Gross domestic product (GDP)—which measures the output of goods and services produced by labor
and property located in the United States—increased at a rate of 4.8 percent in the first quarter of
2000. GDP then rose to 5.6 percent in the second quarter of 2000. Estimates for third-quarter GDP
suggest that the economy has slowed to a growth rate in the 3 percent range. Estimated annualized
GDP for 2000 is 4.5 percent.

•

Consumer confidence,5 a key predictor of household spending, reached a record high of 144.7 first
in January and then again in May before moderating a bit to 141.9 in September. During the first
quarter of 2000, personal consumption expenditures rose at an annualized rate of 7.75 percent, the
sharpest increase since 1983. That rate declined to 3.1 percent in the second quarter. Historically, there
appears to be a strong relationship between consumer confidence and automobile sales. With
consumer confidence remaining high, 2000 may yet again be a record-setting year.

•

Unemployment hovered around 4 percent for much of the year, dropping to 3.9 percent in April and
September, a thirty-year low. Inflation, though on the rise, remained low at an annualized estimate
of under 3 percent.

•

The Dow Jones Industrial Average (DJIA) climbed to 11,500, and the National Association of
Securities Dealers Automated Quotation (NASDAQ) to 5,000. However, both indexes experienced
precipitous declines from those heights during 2000 as the bottom dropped out of a number of
business sectors. Most notable among them were the "new economy" stocks. The market did begin
a slow recovery, but periods of price volatility continued. The stock of publicly held dealerships
continues to underperform. (See the section "Publicly Held Dealership Groups" in this Audit Risk
Alert for a further discussion on these types of dealerships.)

•

Interest rates inched up during the year but still remained near historically moderate levels. By the
end of the third quarter, the prime rate (the rate many banks charge their top customers and to which
other interest rates are often linked) reached 9.5 percent, and thirty-year fixed mortgage rates
generally remained under 8 percent. The Federal Reserve raised its federal funds rate during 2000,
reaching 6.5 percent by the third quarter. Keep in mind that dealerships are generally highly
leveraged. As interest rates rise, auditors should pay closer attention to dealership debt. (See the
section "Inventory and Notes Payable Under Floor Plan Arrangements" for a further discussion of
these significant balance sheet items.) Another item to note is that when interest rates rise, historically
there is a corresponding decrease in vehicle sales.

.09 The general consensus is that the current economic expansion is expected to continue through next
year, but at a more moderate pace.6

.10 In addition to the national economy, auditors should also consider the local economy. Significant
local developments may affect dealership performance. Certain regions may be vulnerable to economic
downturns in major local industries, whereas other regions may be susceptible to various natural
disasters.

5 As measured by the Conference Board. See www.conferenceboard.org for further information.
6 For a further discussion of the U.S. economy in general, see Audit Risk Alert 2000/01 [AAM section 8010].

AICPA Audit and Accounting Manual

AAM §8160.10

8574

Audit Risk Alerts

47

12-00

Executive Summary—Economic Developments

•

Sales records were broken again in 1999, with total dollar sales of all franchised new car dealerships
rising to a record $608 billion.

• The new vehicle department became a major contributor to total dealership profits.
• The number of small-volume franchised car dealerships continues to decline.

•

The U.S. economy continues its longest economic expansion in its history.

•

There are some signs that the economy may be moderating, but vehicle sales remain strong.

Industry Developments and Other Issues
What are some significant industry developments facing dealers?
.11 Dealers continue to benefit from the strong U.S. economy. Two areas on which the National
Automobile Dealership Association7 (NADA) intends to focus its efforts are industry relations, including
the relationship between the factories and the dealers, and electronic commerce (e-commerce).8 The follow
ing sections touch on these areas.
Competition

What threats do dealers face today?
.12 As noted earlier, when planning the audit, auditors should consider SAS No. 22, Planning and
Supervision. SAS No. 22 states that, when planning an audit, the auditor should consider other matters, such
as accounting practices common to the industry, competitive conditions, and if available, financial trends
and ratios. In addition, SAS No. 82, Consideration of Fraud in a Financial Statement Audit (AICPA, Professional
Standards, vol. 1, AU sec. 316), indicates that the presence of a high degree of competition or market saturation,
accompanied by declining margins, may indicate an increased risk of fraudulent financial reporting. Keep
in mind that when risk factors are identified, professional judgment should be exercised when assessing their
significance and relevance (see SAS No. 82 for a list of additional fraud risk factors). Auditors should also
keep in mind their responsibilities under SAS No. 59, The Auditor's Consideration of an Entity's Ability to
Continue as a Going Concern (AICPA, Professional Standards, vol. 1, AU sec. 341). SAS No. 59 discusses the
auditor's responsibilities when there is substantial doubt about an entity's ability to continue as a going
concern. Some external matters cited by SAS No. 59 that could indicate there is substantial doubt about the
entity's ability to continue as a going concern when considered in the aggregate include loss of a key franchise
and loss of a principal customer or supplier.

.13 The auto dealership industry is considered a mature industry with intense competition. The threats
to the traditional "brick and mortar" franchised dealership are not just from other traditional dealerships
but from bytes and mouse clicks. Although franchised dealers continue to compete with used-car superstores
and public dealership groups, the impact of the Internet may yet be the biggest challenge they face. The
Internet has the potential to change the way that cars are sold. E-commerce is here to stay, and even though
the Internet may make the dealership industry a lot more competitive and challenging, if used effectively it
could also give dealers a competitive edge. A recent study found that over 80 percent of car buyers were
satisfied with their car buying experience through the dealership network. As dealerships continue to create
7 The NADA is a not-for-profit organization promoting the interests of American franchised new car and truck dealers in the United
States. Among their activities, the NADA publishes a monthly magazine, used car valuation guides, and other information on various
aspects of dealerships. The NADA also represents dealers on Capitol Hill. For more information about the NADA, visit their Web site
at www.nada.org.
8 Automotive Executive Magazine, March 2000: 9.
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their own Internet Web sites they are effectively competing with the other dot-com sites. In fact, according
to the NADA, dealerships that have had Web sites for several years are generating 20 percent of their new
vehicle sales from the Internet. To stay competitive, dealers need to establish a Web presence, and some even
predict that for dealers to survive they need to have strong, effective Web sites. You should consider the
implications if your client does not have a Web site or if he or she is not using it effectively. For a further
discussion of the use of the Internet and e-commerce, see the section "In Focus: The Internet" in this Audit
Risk Alert.

Relationship With Factories
.14 Another area of continued concern is the relationship between the dealership and its factory.9 In fact,
the NADA continues to focus on industry relations, such as the impact of factory-owned or -controlled
dealerships. With the threat of factory-dealer partnerships and manufacturer Web sites, dealers are now
finding themselves in competition with their own factories. In last year's Alert we discussed the General
Motors Corporation (GM) strike and its effect on GM dealerships. In addition, the NADA took a strong stand
against factory-owned or -controlled dealerships. You should also be alert to an emerging trend toward the
establishment of factory Web sites that link with their franchised dealerships. (For a further discussion, see
the section "In Focus: The Internet" in this Audit Risk Alert.)

.15 Because factories can exert tremendous pressure on a dealer, during the planning of the audit,
auditors may wish to inquire about the dealer's relationship with the factory. Auditors can look to the
dealership's customer satisfaction index (CSI), which evaluates customer service performance via a poll
performed by the manufacturer, and its service satisfaction index (SSI), which is similar to CSI. The auditor
also may inquire whether the dealership has been receiving proper inventory allotments, whether the factory
has indicated any desire for leasehold improvements or major renovations to the dealership facilities,
whether the factory is suggesting any realignment of products to meet factory desires, or whether the factory
has requested the dealership to move its location, and if applicable, whether the dealership is in compliance
with factory standards for working capital and equity.
.16 Auditors should pay attention to the dealership-factory relationship because it can have a tremen
dous impact on the dealership. In some cases, adverse relationships may affect the dealership's ability to
continue as a going concern—for instance, if the dealer cannot meet customer demands because it is unable
to obtain certain types of vehicles from the factory. In reviewing such relationships, auditors should be aware
of their responsibilities pursuant to SAS No. 59, The Auditor's Consideration of an Entity's Ability to Continue
as a Going Concern. SAS No. 59 says that ordinarily information that significantly contradicts the going
concern assumption includes the inability to continue to meet obligations as they become due without
substantial disposition of assets outside the ordinary course of business, externally forced revisions of
operations, or similar actions. Auditors also should consider whether management has made appropriate
financial statement disclosures of concentrations in the available source of supply materials pursuant to
Statement of Position (SOP) No. 94-6, Disclosure of Certain Significant Risks and Uncertainties.

.17 The following list includes other situations of potential conflict that could adversely affect the
relationship between the dealer and the factory:

•

Factory-owned or -controlled dealerships. As discussed earlier, factory-dealer partnerships continue to
be a concern for the NADA.

•

Product recalls. The current recalls at Ford Motor Company (Ford) both for certain vehicles and for
those fitted with Firestone tires show how dealerships must rely on the reputation of their factory.
Such recalls could have a negative impact on dealership profits. Many customers are shying away
from purchasing affected vehicles altogether, and others will demand different brands of tires, even

9 For the purposes of this section, the word factories is synonymous with manufacturers.
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on those models not involved in the recall. Dealers are incurring additional costs to keep their
customers happy, and these costs may be paid for by the dealer. How manufacturers handle these
issues may have a direct impact on their franchised dealerships. In fact, some suggest that dealers
are agents of the manufacturer and therefore could have some liability related to recalls. Auditors
should continue to monitor the developments of this situation. If your client is involved in a recall
situation you may want to consider the impact the recall has on dealership inventory and on the
collectibility of factory warranties. For example, with the recent tire recall involving Ford dealerships,
the reallocation of resources to provide replacement tires may cause a shortage in inventory. In
addition, some of the costs incurred by dealers to make their customers happy may not qualify for
reimbursement by the manufacturer under the warranty agreement. An emerging trend is the audit
of warranty claims, by the factories. Often the factory audits dealership warranty claims, and if the
dealership cannot prove the need for the repair, the factory may charge the dealership for that repair.
Auditors should be alert to the potential for a charge back to the dealership for warranties.

• Mandatory arbitration. Recently, dealers have testified on Capitol Hill that manufacturers are trying
to circumvent state laws by including mandatory arbitration clauses in dealer agreements to resolve
disputes. The NADA believes that mandatory arbitration gives manufacturers economic leverage
over their dealers and would like to see voluntary arbitration allowed. (For more information on the
voluntary arbitration bill (H.R. 534) that was recently passed by the U.S. House of Representatives
you can go to the NADA's Web site at www.nada.org.)
•

Blue Oval Program. Ford's recent announcement of the Blue Oval dealer certification program created
conflict between Ford dealers and the company. This program would certify and reward certain
dealers. There is belief that this program could place some Ford dealerships at a competitive
disadvantage.

•

Standalone franchises. The relationship between a factory and its dealership takes on greater impor
tance when the dealership has only one franchise (standalone franchise) or brand of vehicle. In this
case the dealership would be dependent upon that factory for its existence. For example, it has been
predicted that Ford will discontinue the "Mercury" brand because there are no planned introductions
for this line of vehicles after 2001. In such situations, auditors should consider the responsibilities
under SAS No. 59, The Auditor's Consideration of an Entity's Ability to Continue as a Going Concern. In
addition, auditors should consider whether management has made appropriate financial statement
disclosures of such concentrations in the available source of supply materials pursuant to SOP No.
94-6, Disclosure of Certain Significant Risks and Uncertainties.

Publicly Held Dealership Groups
.18 The most prevalent form of auto dealership is the franchised dealership, where a vehicle manufac
turer gives the dealership the right to market its vehicles through a franchise agreement. Franchised
dealerships may be publicly held or independent. Typically, the publicly held dealerships were once
independent dealerships that were purchased and consolidated into retail chains. A trend in the industry
was for these retail chains to go public. Although publicly held dealership groups are still a concern for
franchised dealerships, these groups have slowed down their merger and acquisitions activity. This slow
down can be attributed to various causes, such as depressed stock prices, which force public dealerships to
pay for acquisitions in cash or to guarantee their stock price for a period of time. In addition, the rise in
interest rates and the uncertainty of the effect the Internet will have on the industry have kept these groups
from continuing their aggressive acquisition campaign. Many of these large groups need time to assimilate
the dealerships they have already acquired. Others are changing their focus to improving their existing
operations rather than continuing to aggressively purchase more dealerships. Even with the DJIA breaking
the 11,000 mark and historical sales of automobiles in 1999, the stocks of publicly held dealership groups
such as AutoNation, Inc.; Group 1 Automotive, Inc.; Lithia Motors, Inc.; and Sonic Automotive, Inc. continue
to underperform. Many believe that until dealerships prove that they can remain profitable during a
downturn in the economy, investors will continue to shy away from such stocks.
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Other Issues

What should you know about money laundering?
Money Laundering10

.19 Money laundering is the funneling of cash or other funds generated from illegal activities through
legitimate financial institutions (and automobile dealerships are defined as non-bank financial institutions
by the Bank Secrecy Act11) or other businesses to conceal the initial source of the funds. Money laundering
is a global activity and, like the illegal activities that give it sustenance, it seldom respects local, national, or
international boundaries. Current estimates of the size of the global annual "gross money laundering
product" range from $500 billion to $1 trillion.12
.20 Criminals use a wide variety of bank and non-bank financial institutions and professional advisers
to launder the proceeds of crime, and according to the U.S. Department of Treasury, auto dealerships and
dealers in boats and aircraft may also be vulnerable. As money launderers increasingly look for a wide range
of financial services and conservative, legitimate-appearing asset holdings, and as greater regulatory
requirements for banks and other non-bank financial institutions make it more difficult for them to evade
detection, the automobile dealership industry may become increasingly vulnerable to money laundering and
more attractive to money launderers.
.21 Although automobile dealerships are not subject to anti-money laundering regulations under the
Bank Secrecy Act, regulations issued by the Internal Revenue Service (IRS) require these businesses to report
the receipt of currency and certain monetary instruments that exceed $10,000. Section 6050I of the Internal
Revenue Code requires that any person who, in the course of engaging in a trade or business, receives more
than $10,000 in cash or, in some instances, monetary instruments, in a single transaction or two or more
related transactions, must file a report describing the transaction or transactions.13 This requirement does
not apply to transactions that are reported under the Bank Secrecy Act to avoid duplicated reporting of the
same transaction.
.22 As money laundering activities and methods become increasingly complex and ingenious, its
"operations" tend to consist of three basic stages or processes—placement, layering, and integration.
.23 Placement is the process of transferring the actual criminal proceeds, whether in cash or in any other
form, into the financial system in such a manner to avoid detection by bank and non-bank financial
institutions and government authorities. Money launderers pay careful attention to national laws, regula
tions, governance, trends, and law enforcement strategies and techniques in order to keep their proceeds
concealed, their methods secret, and their identities and professional resources anonymous. A common
placement technique is to purchase expensive luxury goods, often through structuring14 payments of illicitly
obtained cash and cash equivalents.
.24 Layering is the process of generating a series or layers of transactions to distance the proceeds
from their illegal source and to obfuscate the audit trail in doing so. Common layering techniques include
electronic fund transfers, usually directly or subsequently transacted with a "bank secrecy haven" or a jurisdiction
10 This section of the Alert was drafted after consultation with the U.S. Department of the Treasury. As such, it provides auditors with
a unique insight into how federal regulators view this important area of concern.
11 31 U.S.C. 315312(a)(2)(T).

12 By definition, money launderers are in the business of cloaking their activities and revenue, making this approximation difficult.
13 See 26 U.S.C. 60501. The report must include the following information: the name, address, and taxpayer identification number of
the person from whom the cash was received; the amount of cash received; the date and nature of the transaction; and such other
information as may be prescribed by rule.
14 Structuring means breaking up large amounts of currency into smaller amounts to conduct transactions in such a manner to avoid
currency reporting or other regulatory requirements.
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with more liberal recordkeeping and reporting requirements; withdrawals of already-placed deposits in the
form of highly liquid monetary instruments, such as money orders and travelers checks; and requests for
account transfers or checks made payable to third parties with whom the account holder or policy holder
appears to have no obvious relationship.
.25 Integration, the final money laundering stage, is the unnoticed reinsertion of successfully laundered,
untraceable proceeds into an economy. This is accomplished through a wide variety of spending, investing,
and lending techniques and cross-border, legitimate-appearing transactions.
.26 Money launderers tend to use the victimized business entity as a conduit for illicit funds that need
to be distanced from their source as quickly as possible in an undetected manner. Consequently, money
laundering is far less likely to be detected in a financial statement audit than other types of illegal activities.
In addition, money laundering activity is more likely to cause assets to be overstated rather than understated,
with shorter-term fluctuations in account balances rather than cumulative changes. Money laundering is
considered to be an illegal act with an indirect effect on financial statement amounts under SAS No. 54, Illegal
Acts by Clients (AICPA, Professional Standards, vol. 1, AU sec. 317). Under SAS No. 54, the auditor should be
aware of the possibility that such illegal acts may have occurred. If specific information comes to the auditor's
attention that provides evidence concerning the existence of possible illegal acts that could have a material
indirect effect on the financial statements, the auditor should apply audit procedures specifically directed to
ascertaining whether an illegal act has occurred.

.27 Auditors should also note that laundered funds and their proceeds could be subject to asset seizure
and forfeiture (claims) by law enforcement agencies that could result in material contingent liabilities during
prosecution and adjudication of cases.
.28 In June 2000, the OECD's Paris-based Financial Action Task Force (FATF), the world's anti-money
laundering watchdog intergovernmental organization, issued a Review to Identify Non-Cooperative Countries
or Territories, expressly identifying fifteen governments as noncooperative with other countries and jurisdic
tions in combating money laundering. Subsequently, in July, the U.S. Treasury Department followed suit
with a series of Financial Crimes Enforcement Network (FinCEN) country advisories, which asked U.S.
businesses to pay closer attention to transactions linked to these countries.
Help Desk—A description of federal regulations pertaining to money laundering appears
in this Alert's appendix, Federal Regulations Related to Money Laundering.

Executive Summary—Industry Developments and Other Issues
• The auto dealership industry has intense competition and the threats to the traditional brick-andmortar franchised dealership are not just from other traditional dealerships but from bytes and
mouse clicks.

• The Internet has the potential to change the way that cars are sold.
• Although the Internet increases competition, it may also give dealers a competitive edge. Is your
client online or being left behind?

• How is the relationship between your client and its factory? The relationship between the dealer
and its factories could have a tremendous impact on the dealership.

In Focus: The Internet
How is the Internet affecting dealerships?
.29 The effect of the Internet on franchised dealerships is still emerging. What has become apparent is
that the brick-and-mortar dealerships are still going strong. A recent survey by the NADA showed that over
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80 percent of dealerships now have Web sites, with 98 percent of those Web sites being interactive. Dealers
are using their Web sites to market their products and to interact with customers. Some interactive features
include allowing customers to send e-mails, order online, schedule sales and service appointments, or obtain
financing. A recent survey15 showed that 48 percent of car buyers used the Internet to research or actually
purchase a vehicle. This is up from 25 percent from two years ago. J.D. Power & Associates predicts that by
the end of this year, 65 percent of all car buyers will use the Internet as a prepurchase research tool. In addition,
the Internet is being used by factories and dealerships to help conduct business between themselves
(business-to-business). With many traditional brick-and-mortar dealerships expanding their traditional
business into this new environment of the Internet, auditors are faced with new issues. Transactions
conducted in an e-commerce environment may have a significant impact on the audit process.

Help Desk—If your client is a dot-com company, see the electronic business (e-business)
section of the Audit Risk Alert, Industry Developments—2000/01, for a discussion of the
auditor considerations in such an environment. Look also for the newly introduced Audit
Risk Alert E-Business Industry Developments—2000/01 for comprehensive discussions of the
audit considerations unique to the e-business environment. See "Resource Central" later in
this Alert for further information.

.30 In addition to dealer Web sites, there are many other Web sites for buying and selling new and used cars.
Manufacturers continue to try to establish an Internet presence by selling directly to consumers through the
Internet. Because of the franchise laws in many states, however, some manufacturers have been kept off-line for
the time being. Ford is currently appealing a court ruling in Texas that prevents Ford from selling cars directly
to online shoppers. A Texas state law prohibits factories from acting as dealers. In Arizona a law was introduced
that would restrict how car manufacturers market and sell their vehicles over the Internet. In fact, almost forty
states already have laws prohibiting manufacturers from selling vehicles directly to customers, and there is
legislation being introduced in many states to strengthen their existing franchise laws.
.31 Other manufacturers are taking a different approach to the Internet. To compete with Internet
buying services, GM recently proposed a joint venture with its dealers to establish a Web site that would
sell cars and trucks over the Web. It would connect GM dealers directly with customers at an independent
Web site. Ford also has said that it will partner with its dealers to form www.forddirect.com, an Internet
site that allows customers not just to buy a car online, but actually to configure, price, and finance it
before making a purchase.

.32 Numerous other dot-com companies are selling cars: www.autobytel.com,www.autoconnect.com,
www.autoweb.com, and www.autovantage.com, to name just a few. This past year, however, has been
difficult for many of the dot-com car sites. Some of these Web sites earn most of their revenue from fees
charged to participating dealers for referrals. Of late, such dot-com companies are losing more of their
participating dealers than they are adding, often because the dealer Web sites are becoming more sophisti
cated and no longer need the referral services.
.33 In addition, some manufacturers are prohibiting their dealers from selling new vehicles to entities
that engage in brokering. This is being done through their franchise agreements. One online broker has ceased
taking orders and is now looking to acquire traditional brick-and-mortar dealerships. These dot-com
companies are finding that dealerships are still an integral part of the car-buying process. Before 1998, new
car sales had not been profitable to dealerships. Dealerships looked to other areas, such as used car sales, the
financing and insurance departments, and the parts and service departments, to increase profits. Without
full-scale operations, it is very difficult for a dealership to be profitable. The dot-com companies that acted
strictly as brokers between customers and dealers found it very difficult to sell cars because they were not
dealers themselves. Issues arose, such as how to trade-in a car, how to test drive a car, and how to obtain
financing (especially a more complicated financing, such as when the customer wants to trade in a car that
15 Survey by the Gartner Group.
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is not fully paid for and wants to roll the remaining balance of the old loan into the new financing). All these
factors and more have kept the traditional dealerships alive and well.

.34 Another area of continued development is the use of the Internet for business-to-business transac
tions. Not only are many dealerships connected with the factories via electronic systems for vehicles, parts,
and warranty claims, but many manufacturers are now using systems to allow their dealers to order, trade,
or locate cars online. These Internet-based systems allow for access to dealer data, dealer-factory communi
cations, and competitive sales data. In fact, DaimlerChrysler Corp. recently launched a nationwide Internet
based marketplace (Five Star Market Center) for its dealers.

.35 Dealers may face certain exposures when conducting business via the Internet. Such exposures
include unauthorized access to or theft of data (customer information), computer viruses, and unauthorized
transactions. The use of the Internet by auto dealerships raises numerous auditing and accounting issues
that must be considered by auditors.
Accounting and Auditing Standards to Consider

.36 According to SAS No. 55, Consideration of Internal Control in a Financial Statement Audit (AICPA,
Professional Standards, vol. 1, AU sec. 319), as amended by SAS No. 78, Consideration of Internal Control in a
Financial Statement Audit: An Amendment to SAS No. 55 (AICPA, Professional Standards, vol. 1, AU sec. 319),
auditors should obtain an understanding of internal control sufficient to plan the audit. After obtaining the
understanding, you should assess control risk. Both the understanding and the basis for conclusions about
the assessed level of control risk should be documented.16 In the planning phase, your understanding of the
client's internal control should be used to identify types of potential misstatements, consider factors that
affect the risk of material misstatement, and design substantive tests. Risks relevant to financial reporting
include external and internal events and circumstances that may occur and adversely affect an entity's ability
to record, process, summarize, and report financial data consistent with the assertions of management in the
financial statements. SAS No. 55 says that risks can arise or change due to various circumstances including
new or revamped information systems, rapid growth, new technology, new lines, products, or activities. In
light of the recent movement to the use of the Internet, SAS No. 55 takes on greater importance.17
.37 SAS No. 31, Evidential Matter (AICPA, Professional Standards, vol. 1, AU sec. 326), as amended by
SAS No. 80, Amendment to Statement on Auditing Standards No. 31, Evidential Matter (AICPA, Professional
Standards, vol. 1, AU sec. 326), provides guidance for auditors who have been engaged to audit an entity's
financial statements when significant information is transmitted, processed, maintained, or accessed
electronically. The AICPA Auditing Practice Release The Information Technology Age: Evidential Matter in
the Electronic Environment provides additional guidance on applying SAS No. 31 in the audit of financial
statements of an entity where significant information is transmitted, processed, maintained, or accessed
electronically.

.38 SAS No. 1, Codification of Auditing Standards and Procedures (AICPA, Professional Standards, vol. 1, AU
sec. 210.01, "Training and Proficiency of the Independent Auditor"), states that the audit is to be performed
by a person or persons having adequate technical training and proficiency as an auditor. With that guidance
in mind, you need to consider that electronic evidence may exist in a form that demands specialized skills
to access and interpret. Auditors without such skills are likely to require the assistance of a specialist. SAS
No. 73, Using the Work of a Specialist (AICPA, Professional Standards, vol. 1, AU sec. 336), provides guidance if
a technology specialist is necessary on an engagement.
16 However, for those financial statement assertions where control risk is assessed at the maximum level, the auditor should
document his or her conclusion that control risk is at the maximum level but not document the basis for that conclusion.
17 In October 2000 the ASB issued an exposure draft of a proposed SAS to amend SAS No. 55 to provide guidance to auditors about
the effect of information technology on internal control, and on the auditor's understanding of internal control and assessment of
control risk. See the section "ASB Exposure Draft" of this Audit Risk Alert for further details.
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.39 If a client's e-commerce transactions are processed by an outside Internet service provider, you may
need to consider the guidance in SAS No. 70, Service Organizations (AICPA, Professional Standards, vol. 1,
AU sec. 324).
.40 The Financial Accounting Standards Board (FASB) Emerging Issues Task Force (EITF) Issue No. 00-2,
Accounting for Web Site Development Costs, provides guidance on how the costs incurred in developing a Web
site should be accounted for. It provides an accounting model for the accounting for Web site development
costs, which considers the stages of Web site development and the types of costs incurred in each stage. You
should read the full text of the EITF Issue for a complete understanding of how to account for Web site
development costs. Some main points of EITF Issue 00-2 are—

•

Hardware costs are outside the scope of EITF Issue 00-2 and should be accounted for normally in
accordance with generally accepted accounting principles (GAAP).

•

Costs relating to software used to operate a Web site should be accounted for under SOP 98-1,
Accounting for the Costs of Computer Software Developed or Obtained for Internal Use, unless a plan exists
or is being developed to market the software externally, in which case the costs relating to the software
should be accounted for pursuant to FASB Statement No. 86, Accounting for the Costs of Computer
Software to Be Sold, Leased, or Otherwise Marketed.

•

Fees paid to a firm to host a Web site generally would be expensed over the period of benefit.

•

Planning stage costs should be expensed as incurred.

•

Costs of developing initial graphics should be accounted for pursuant to SOP 98-1 for internal-use
software.

•

Accounting for Web site content (information included in the Web site) will be addressed in a future
EITF issue.

•

Costs incurred during the operating stage, including training, administration, and maintenance,
should be expensed as incurred.

•

Costs incurred in the operating stage that involve upgrades and enhancements that add functionality
should be expensed or capitalized based on the general model of SOP 98-1.
Help Desk—The EITF was established by the FASB in July 1984 to assist in improving
financial reporting through the timely identification, discussion, and resolution of financial
issues within the framework of existing authoritative literature. The application of EITF
consensuses (category c of the GAAP hierarchy) effective after March 15,1992, is mandatory
under SAS No. 69, The Meaning of Present Fairly in Conformity With Generally Accepted
Accounting Principles in the Independent Auditor's Report (AICPA, Professional Standards, vol.
1, AU sec. 411). Any EITF consensus issued before March 16,1992, becomes effective in the
hierarchy for initial application of an accounting principle after March 15, 1993. The EITF
meets approximately every eight weeks. All meetings are announced by the FASB in its
Action Alert, together with a listing of the topics on the meeting agenda.

.41 Institutions may spend substantial amounts of money soliciting customers to gain market share for
their e-commerce activities. These costs may take on different forms, such as direct response advertising,
paid-for Web links, mailings, and direct e-mail. Advertising is one kind of customer acquisition activity. SOP
93-7, Reporting on Advertising Costs, provides accounting guidance for advertising costs, including directresponse advertising. Other kinds of customer acquisition activities are outside the scope of SOP 93-7.
Currently, diversity in practice exists in accounting for all other customer acquisition costs. The AICPA
Accounting Standards Executive Committee (AcSEC) has a project on its agenda to address the accounting
for such costs. The appendix to SOP 93-7 provides a list of accounting pronouncements that AcSEC
considered in determining how to account for advertising costs. That same list of accounting literature may
help you to determine how to account for customer acquisition costs.
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Audit and Accounting Issues and Developments
What are some of the significant accounting and auditing considerations for dealerships?

.42 Although mergers and acquisitions have slowed, many independent dealerships continue to have
audits performed because they may be considered take-over candidates and they want to "cash in" on the
consolidation trend. Because of the continuing trend to have an audit, we will revisit the topic of the need
for an audit in this year's Alert.
.43 The value of these dealerships is usually estimated based on multiples of earnings on the dealerships
(resulting in goodwill on earnings and earnings capacity). Many dealers believe that having audited financial
statements will give potential purchasers greater confidence in the reported results, resulting in payments
of higher multiples of earnings. Because of this, more dealerships are having audits done. In addition,
dealerships may feel more pressure than usual to report strong results. The potential that the financial
statements might be used in acquisition negotiations increases the risk to the auditor.

.44 Analytical procedures include the analysis of significant ratios, trends, or modeling, including the
resulting investigation of fluctuations and relationships that deviate from patterns expected by the auditor.
SAS No. 56, Analytical Procedures, provides auditors with guidance on the required use of analytical
procedures in the planning and overall review stages of all audits. Especially in this period of increased
consolidation in the industry, auditors should ensure that analytical procedures performed during these
stages are adequately designed to detect evidence that the results being reported have not been artificially
inflated. In addition, auditors may use analytical procedures as substantive procedures during fieldwork. It
is important to have audit staff with sufficient industry and auditing expertise perform such analysis,
particularly if the results of such analysis may be used to justify a reduction of the use of other substantive
auditing procedures. In performing analytical procedures, the auditor compares amounts or ratios with
expected results developed from such sources as the following:
•

Prior-period financial information

•

Budgets or forecasts

•

Relationship among elements of financial information in the same period

•

Relationship among financial and nonfinancial data

•

Industry data compiled by services (for example, Ward's Dealer Business Database 2000)

•

Manufacturer "composites" by brand of vehicle18

•

A group of twenty (A group of twenty generally comprises, at the most, twenty dealers that sell the
same type vehicle [that is, the same franchise] and are approximately the same size but are not from
the same market area. Because they are not in competition with one another, financial information
from each dealership can be freely exchanged. This information is compiled in a monthly composite
so each dealer can compare its performance with the other dealerships' performances and against
the group average.)

Help Desk—"Twenty groups" are sponsored and monitored by a few organizations. Two
such organizations are NADA 20 Group and NCM Associates. Other sources of benchmark
ing information are industry publications and the Internet. In addition, the AICPA APR
Analytical Procedures provides guidance on the effective use of analytical procedures, with
an emphasis on analytical procedures as substantive tests. This APR can be ordered through
the AICPA order department (member satisfaction) at (888) 777-7077, Product No. 021069kk.
18 Many manufacturers maintain "composites" by brand of vehicle. Composites are ratios and statistics that dissect the performance
of dealers. Auditors may want to ask their clients to obtain the manufacturer composites so that a comparison can be made with the
average.
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Auditor Independence
Why should you be concerned with independence?
Are there any new Independence Standards Board (ISB) standards?
.45 Independence is a unique and important quality of CPAs that sets us apart from other professions. SAS
No. 1, Codification of Auditing Standards and Procedures (AICPA, Professional Standards, vol. 1, AU sec. 150.02,
"Generally Accepted Auditing Standards") of generally accepted auditing standards (GAAS) requires that, in all
matters relating to the audit engagement, an independence in mental attitude is to be maintained by the auditor.
SAS No. 1 (AICPA, Professional Standards, vol. 1, AU sec. 220.03, "Independence") provides that "to be inde
pendent, the auditor must be intellectually honest; to be recognized as independent, he must be free from any
obligation to or interest in the client, its management, or its owners." Although this sounds fairly straightforward,
making a determination as to whether one is actually independent or not can get complicated.
.46 In assessing independence, it is useful to first address two issues. The first is to assess whether
independence is required for the professional service you are providing. Keep in mind that independence is
a requirement not just for traditional audits, but for a number of different professional services covered by
auditing and attestation standards. The second issue is to determine where the applicable independence
standards can be found. Independence standards are promulgated by different standard-setting bodies.
.47 If the engagement under consideration requires independence, and the entity being audited is
privately held, the applicable independence standards can be found in the AICPA's Code of Professional
Conduct rule 101, Independence (AICPA, Professional Standards, vol. 2, ET sec. 101). Interpretations and
Rulings under rule 101 address a number of issues affecting independence, including direct or material
indirect financial interests in an enterprise; joint, closely held business investments with an enterprise; loans
to or from an enterprise; and many others.

.48 Among some of the more common independence issues facing small practitioners and privately held
entities are the following:
•

Providing a professional service requiring independence to a client for whom accounting services are also
performed. This may result in a situation that impairs independence. Consider the guidance set forth
in Ethics Interpretation No. 101-3, "Performance of Other Services," of ET section 101, Independence
(AICPA, Professional Standards, vol. 2, ET sec. 101.05).

•

Providing a professional service requiring independence to a client that has not paid fees for previously rendered
services. Past-due fees may impair independence. This issue is addressed by Ethics Ruling No. 52,
"Unpaid Fees," of ET section 191, Ethics Rulings on Independence, Integrity, and Objectivity (AICPA,
Professional Standards, vol. 2, ET sec. 191.103—.104).

•

Providing a professional service requiring independence to a client for whom services such as internal audit activities
are provided. See Ethics Interpretation 101-13, "Extended Audit Services," of ET section 101, Independence
(AICPA, Professional Standards, vol. 2, ET sec. 101.15) to assess the impact on independence.

•

Providing a professional service requiring independence to a client when certain family relationships exist.
Refer to Ethics Interpretation No. 101-9, "The Meaning of Certain Independence Terminology and
the Effect of Family Relationships on Independence," of ET section 101, Independence (AICPA,
Professional Standards, vol. 2, ET sec. 101.11).

Help Desk—Assessing independence can be a complex and time-consuming undertaking.
The AICPA can offer assistance. Call (888) 777-7077 (prompt 3, then prompt 2) to speak to
a member of our Professional Ethics team with your questions relating to AICPA inde
pendence standards. You may also submit your question in an e-mail to ethics@aicpa.org.
Also see the AICPA Plain English Guide to Independence available only on the AICPA's Web
site at www.aicpa.org/members/div/ethics/index.htm .
AICPA Audit and Accounting Manual
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.49 If, however, the entity being audited is a Securities and Exchange Commission (SEC) registrant and
the engagement under consideration requires independence, things get a bit more complicated. To assess
the independence of auditors of publicly held entities, AICPA standards must be considered, along with
standards set by the SEC and the ISB.

.50 SEC auditor independence rules are set forth in rule 2-01 of SEC regulation SX, along with its
interpretations, guidelines, and examples as collected in section 600 of the Codification of Financial Reporting
Policies titled Matters Relating to Independent Accountants. The independence standards of the SEC and
ISB19 must be followed if, on a particular issue, they are either more restrictive20 than those of the AICPA or
they address an issue on which the AICPA Code of Professional Conduct is silent. If, on the other hand, the
independence standards of the SEC and ISB are silent on a particular issue or less restrictive (generally
speaking, this is unlikely), the AICPA independence standards should be followed.
Help Desk—The ISB staff answers auditor independence inquiries (regarding auditors of
public companies only) from practitioners, registrants, and other interested parties on both
a formal and informal basis. Formal inquiries, which must be submitted in writing, result
in written staff interpretations that can be relied upon by the requesting parties as being
authoritative in dealing with the SEC. If and when the staff interpretations are ratified by
the ISB Board, staff interpretations represent authoritative guidance for all registrants and
their auditors. For further information, contact the ISB at (212) 596-6133 or visit its Web site
at www.cpaindependence.org.
The ISB

.51 The ISB was established in May 1997 as part of an agreement between the AICPA and the SEC. Its
charge is to establish, maintain, and improve independence standards for external auditors of SEC regis
trants. Although the SEC retains its statutory authority to define independence, it recognizes the responsi
bility of the ISB in establishing independence standards and interpretations for auditors of public entities.
The SEC also considers principles, standards, interpretations, and practices issued by the ISB as having
substantial authoritative support. Note that the pronouncements of the ISB apply to auditors of publicly held
entities only. The functioning of the ISB does not affect the authority of state licensing or disciplinary
authorities regarding auditor independence. Also, it does not affect the AICPA's rules on independence as
they relate to auditors of nonpublic entities.

.52 Since our last Alert, the ISB has issued the following independence standards:
1. ISB Standard No. 2, Certain Independence Implications of Audits of Mutual Funds and Related Entities

2. ISB Standard No. 3, Employment with Audit Clients

.53 The following interpretations were issued by the ISB during 2000:

•

ISB Interpretation 00-1, ISB No. 1 and Secondary Auditors

•

ISB Interpretation 00-2, An Amendment of Interpretation 00-1

Help Desk—The full text of these standards and interpretations, along with information
about other ISB publications and exposure drafts, are posted on the ISB's Web site at
www.cpaindependence.org/pubs_db.php3.

19 The SEC recognizes the ISB as a standard-setting body that will establish and maintain a body of independence standards
applicable to auditors of all SEC registrants, as discussed in Authorizing SEC Release (FRR-50).
20 For example, AICPA rules provide that independence is not necessarily impaired if bookkeeping services are provided to a client.
SEC rules view this situation as an impairment of independence.
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SEC Proposals on the Modernization of Auditor Independence
.54 Recently, the SEC issued a proposal on auditor independence. If you are an auditor of an entity that
is subject to SEC regulations, you will need to gain an understanding of the changes being proposed. Do not
forget to follow SEC action on this proposal to see how the final regulations turn out. See the Audit Risk Alert,
SEC Industry Developments 2000/01 (Product No. 022260kk), for a summary of the proposals.

Help Desk—The full text of the proposed rule changes can be obtained from the SEC's Web
site at www.sec.gov/news/audind2.htm.

.55 The SEC has engaged in other important activities this year, such as the issuance of new staff accounting
bulletins on restructuring and impairment charges, and revenue recognition in financial statements. For complete
discussions of these and other SEC-related matters, please refer to our newly introduced SEC Alert. Developed
in conjunction with SEC staff, the SEC Alert provides valuable insights into staff perspectives on important
auditing and accounting matters. See "Resource Central" later in this Alert for further information.

Executive Summary—Auditor Independence
Independence—though in principle it may sound simple, determining whether you are
independent can get tricky.
• In assessing independence you must determine if the engagement you are performing is one that
requires independence. If so, you must then know what standards apply.
• For the audits of privately held entities, refer to the AICPA's independence standards. Also keep
in mind that state societies, state boards, and regulatory agencies may also have independence
standards that you must consider.
• For the audits of publicly held entities, SEC, ISB, and AICPA standards must be considered.
• Help is available. Contact the AICPA or the ISB for answers to your independence questions.
•

Inventory and Notes Payable Under Floor Plan Arrangements
. 56 Vehicle inventory and floor plan financing are usually the most significant asset and liability,
respectively, on the balance sheet of an auto dealer. Auditors should be alert to the potential for a high level
of audit risk associated with these areas.
Inventory

.

57 Audit risk relating to vehicle inventory usually involves issues such as the following:
Proper cutoff of sales and purchases transactions. Transactions occurring near year-end should be
examined to ensure that they are recorded in the period in which the related revenue has been earned
or the expense incurred. Procedures that may be performed by the auditor to assess the proper cutoff
of sales and purchase transactions (see the completeness and occurrence assertions in SAS No. 31,
AU sec. 326.03) include the observation of physical inventory counts, analytical procedures compar
ing the relationship of inventory balances to recent purchasing and sales activities, and testing the
client's cutoff procedures for shipping, receiving, sales, and purchases.

Inventory valuation. All inventory should be measured at the lower of cost or market. Any
reduction to market becomes the subsequent cost basis pursuant to FASB Accounting Research
Bulletin (ARB) No. 43, chapter 4, "Inventory Pricing."

.58 New vehicles are generally valued at cost to the dealership. The items included in cost vary by
manufacturer; for example, some manufacturers establish the cost of new vehicle inventory as factory invoice
amount plus internal selling price of dealer add-ons, less any holdbacks, unrelated items such as supplemen
tal advertising, and factory price reductions. Other manufacturers simply price the new vehicle at factory
base price, plus factory-installed options, freight, and dealer association advertising charges. Auditors can
test new vehicle inventory valuations by examining manufacturers' invoices.
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.59 Used vehicle inventory is usually valued at the lower of cost or estimated wholesale value. Cost
represents the actual cost of the vehicle when it is purchased. When the vehicle is acquired in a trade-in along
with a new or used vehicle sale, the appraised value is used as cost. Auditors usually can test used vehicle
inventory valuations by referencing to published valuation guidelines, such as Black Book or NADA
publications. Auditors may also assess the value of used vehicles by running a "subsequent sales test" to see
if the used vehicles are truly reported at the lower of cost or market. Because used vehicles are usually sold
quickly, a meaningful test could be run within thirty days after year end.

.60 Dealerships typically value their parts and accessories inventories at replacement cost. Because this
method is a departure from GAAP, auditors of dealerships should consider the effect of this misstatement
on the financial statements and on their report. SAS No. 58, Reports on Audited Financial Statements (AICPA,
Professional Standards, vol. 1, AU sec. 508.35-.60), describes the circumstances that may require a qualified or
adverse opinion when the financial statements contain a departure from GAAP. A qualified opinion is
expressed when the auditor believes, on the basis of his or her audit, that the financial statements contain a
departure from GAAP, the effect of which is material, and he or she has concluded not to express an adverse
opinion. An auditor should express an adverse opinion when, in the auditor's judgment, the financial
statements taken as a whole are not presented fairly in conformity with GAAP.
.61 Dealerships often use the last-in, first-out (LIFO) inventory method to determine ending inventory
and cost of goods sold. By using LIFO, dealerships can significantly reduce their taxable income.
.62 Inventory ownership. Failure to determine ownership can result in the overstatement of inventory
through, for example, improper sales or purchase cutoff or incorrect assessment of when a title passes in
sales or purchase transactions (free-on-board (FOB) shipping point or FOB destination). Procedures that may
be performed by the auditor to assess whether the inventory balance shown on the client's balance sheet is
actually owned by the client (see the rights and obligations assertion in SAS No. 31, AU sec. 326.03). They
include—
•

Observing physical inventory counts.

•

Obtaining confirmation of inventories at locations outside the entity.

•

Testing cutoff procedures relating to purchases and sales, as well as examining paid vendors'
invoices, shipping terms, consignment agreements, and bill and hold arrangements.

. 63 Physical existence of vehicle inventory. A key audit objective is to establish the existence of
inventory. Procedures that may be performed by the auditor to make this assessment (see the existence
assertion in SAS No. 31, AU sec. 326.03) may include observation of the client's physical inventory count and
obtaining confirmation of inventories at locations outside the entity, along with the testing of inventory
transactions between a preliminary physical inventory date and the balance sheet date. Auditors also may
consider communicating with the various floor plan institutions with which the dealership operates. Usually,
such institutions will perform periodic, surprise inventory checks throughout the year. Auditors may want
to inquire if there were any problems found with those inventory checks.
Notes Payable Under Floor Plan Arrangements

. 64 A floor plan line of credit is an arrangement with a lender to finance purchases of inventory. Each
floor plan note is secured by an individual vehicle. When the vehicle is sold, the related floor plan liability
is usually due within three days. With the rise in interest rates, this account takes on greater importance. In
fact, the average dealer's floor plan interest (for the new and used car departments) for the first half of 2000
increased 52 percent over the first half of 1999.21 Auditors should consider confirming such notes with the
lender. SAS No. 67, The Confirmation Process (AICPA, Professional Standards, vol. 1, AU sec. 330), provides
21 Automotive Executive Magazine, October 2000: 25
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guidance on the confirmation process, including evaluating the results and performing alternative proce
dures when responses to confirmation requests are not received. Auditors should pay particular attention
to issues dealing with collateralization and valuation of the underlying inventory and with timely payment
of the notes. In addition, it is important for auditors to consider internal controls over matching specific
inventory owned to the specific vehicles collateralizing the floor plan financing to assure the dealer is not
"out-of-trust." Typically an out-of-trust situation would make the floor plan note callable at the option of
the lender. In out-of-trust situations, auditors should consider verifying the date of the subsequent payment
of the note.

Revenue Recognition Related to the Sale of Extended Warranties
. 65 Revenue recognition continues to pose significant audit risk to auditors. One area of concern to
dealerships is revenue related to the sale of extended warranty contracts. New vehicles are typically sold
with a manufacturer warranty for certain mechanical repairs. Dealerships may sell extended warranty
contracts that typically cover the cost of certain mechanical repairs to used vehicles or to new vehicles once
the factory warranty runs out. Extended warranty contracts are found in two forms: those in which the
warranty company is the primary obligor (the dealer acts as a broker) and those in which the dealership is
the primary obligor.
. 66 When the contract is underwritten by the manufacturer or an unrelated insurer, the dealership has
no ongoing responsibility for the contract. In other words, the dealership has no obligation to the customer
to perform any warranty repairs.22 If the dealer is acting as an agent, it should consider whether the revenue
should be recorded gross or net as set forth in EITF Issue No. 99-19, Reporting Revenue Gross as a Principal
versus Net as an Agent. In this situation, the recording of the commissions at the point of sale of the policy is
appropriate because the dealership has completed the revenue earning process.
. 67 In situations where the dealership is the primary obligor, the dealership may be required to bear the
cost of the warranty repairs in certain situations, for example, if the warranty company ceases to exist.
Accounting for these types of contracts is covered by FASB Technical Bulletin (TB) No. 90-1, Accounting for
Separately Priced Extended Warranty and Product Maintenance Contracts. TB 90-1 states in part that:
Revenue from separately priced extended warranty and product maintenance contracts
should be deferred and recognized in income on a straight-line basis over the contract period
except in those circumstances in which sufficient historical evidence indicates that the costs
of performing services under the contract are incurred on other than a straight-line basis. In
those circumstances, revenue should be recognized over the contract period in proportion
to the costs expected to be incurred in performing services under the contract.

. 68 If the dealership expects the costs of providing services (and any unamortized costs) under a group
of contracts to exceed the unearned revenue, a loss should be recognized. The loss is to be recognized by
charging an expense account. Any unamortized costs should be credited and, if the loss exceeds the
unamortized costs, a liability should be established for the excess.

. 69 Auditors should be alert to situations where a dealership records sales of both forms of extended
warranty policies in the same manner. That is, they recognize revenue upon receipt of the premium. As
mentioned earlier, when the dealership is the obligor, this accounting treatment would not be in accordance
with GAAP and auditors should consider the effect of this departure from GAAP on their report. SAS No.
89, Audit Adjustments, (AICPA, Professional Standards, vol. 1, AU secs. 310,333, and 380), amends SAS No. 83,
Establishing an Understanding With the Client (AICPA, Professional Standards, vol. 1, AU sec. 310); SAS No. 85,
22 If the dealer has not been legally released as the primary obligor under the contract, even though it may be underwritten by the
manufacturer or an unrelated insurer, then TB 90-1 would apply.
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Management Representations (AICPA, Professional Standards, vol. 1, AU sec. 333); and SAS No. 61, Communica
tion With Audit Committees (AICPA, Professional Standards, vol. 1, AU sec. 380). Keep in mind that SAS No. 89
establishes audit requirements designed to encourage client management to record financial statement
adjustments aggregated by the auditor. See the summary of SAS No. 89 in the "New Auditing and Attestation
Pronouncements" section of this Audit Risk Alert. Auditors also should be aware that the income tax
treatment for extended warranty contracts when the dealership is the obligor is different from GAAP and
therefore could result in permanent and temporary taxable or deductible differences.
Help Desk—Recently, the SEC staff has issued Staff Accounting Bulletin (SAB) No. 101,
Revenue Recognition in Financial Statements. This SAB summarizes certain of the staff's views
in applying GAAP to revenue recognition in financial statements. The staff is providing this
guidance due, in part, to the large number of revenue recognition23 issues registrants
encounter. The complete text of the SAB can be downloaded from the SEC's Web site at
www.sec.gov/rules/acctindx.htm.

Other Issues
Customer Incentives

. 70 Many dealerships are now offering special incentives to customers, such as free oil changes for a
certain period of time. Auditors should inquire if their client has offered any such incentives. Recently the
EITF has been discussing issues relating to certain sales incentives. The following EITF issues relate to the
accounting for sales incentives and should be considered:
•

EITF Issue No. 00-14, Accounting for Certain Sales Incentives (Consensuses were reached May 17-19,
2000, with revisions made to the EITF Abstracts at the September 20-21,2000 meeting.)

•

EITF Issue No. 00-21, Accounting for Multiple-Element Revenue Arrangements (Originally discussed at
the July 19-20, 2000 meeting, further discussion is planned at future meetings.)

•

EITF Issue No. 00-22, Accounting for "Points" and Certain Other Time-Based or Volume-Based Sales
Incentive Offers, and Offers for Free Products or Services to Be Delivered in the Future (Originally discussed
at the September 20-21,2000 meeting, further discussion is planned at future meetings.)

. 71 For more information about the EITF, see the section "EITF Consensus Positions" in this Audit Risk
Alert. In addition, consider the guidance in SAS No. 89, Audit Adjustments, when evaluating whether such
sales incentives have been properly accounted for. SAS No. 89 establishes audit requirements designed to
encourage client management to record financial statement adjustments aggregated by the auditor. (See
the summary of SAS No. 89 in the "New Auditing and Attestation Pronouncements" section of this Audit
Risk Alert.)

Tax Issues
What are some areas of continued concern to the IRS?
. 72 Although there has not been a lot of activity over the past year relating to tax issues for dealerships,
there are some areas of continued concern to the IRS that are worth revisiting. These include tax regulations
relating to parts inventory and LIFO conformity rules. In auditing the financial statements of auto dealer
ships, in particular, when evaluating management's accounting for income taxes in accordance with FASB
Statement No. 109, Accounting for Income Taxes, as amended, auditors should be familiar with federal, state,
and local tax rules.
23 The AICPA is currently developing a new Audit Guide that addresses industry-specific revenue recognition issues. Look for
announcements in the CPA Letter and the Journal of Accountancy for the Guide's availability.
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Parts Inventory
. 73 Recently, the U.S. Tax Court ruled that the use of replacement cost to value parts is contrary to LIFO
regulations, and the IRS added the entire parts LIFO reserve back into the dealer's income. The Tax Court
ruled that parts should be valued at actual cost rather than replacement cost.24 In response to this, the NADA
has proposed four alternatives to the IRS for ways dealers using LIFO should value parts inventory. The
NADA proposes that dealers may—
•

Value inventory based on actual cost of most recent purchases (the method most dealers currently use).

•

Adjust year-end value based on number of turns for the year.

•

Use automakers' midyear prices to price current inventory.

•

Price year-end inventory against pricing at the beginning of the year.

This case is currently on appeal.

Help Desk—Some dealerships using LIFO may value their parts and accessories inventories
at replacement cost. Because this method is a departure from GAAP, auditors of dealerships
should consider the effect of this misstatement on the financial statements and on their
report. SAS No. 58 (AU sec. 508.35-.60) describes the circumstances that may require a
qualified or adverse opinion when the financial statements contain a departure from GAAP.
A qualified opinion is expressed when the auditor believes, on the basis of his or her audit,
that the financial statements contain a departure from GAAP, the effect of which is material
and he or she has concluded not to express an adverse opinion. An auditor should express
an adverse opinion when, in the auditor's judgment, the financial statements taken as a
whole are not presented fairly in conformity with GAAP.

LIFO Conformity Rules
.74 LIFO continues to be a focus of concern for the IRS. Franchised automobile dealers are normally
required to issue monthly income statements to their franchisor, who is also typically a creditor of the
dealership. These monthly statements are often prepared in a format required by the franchisor or on a
preprinted form supplied by the franchisor. The twelfth-month statement is normally issued within a few
days after the end of the year and presents the dealership's operating results for both the month and the
calendar year. It is subsequently amended by another income statement commonly known as the thirteenth
month statement.
.75 For several years, there was uncertainty about whether certain monthly income statements issued to
the franchisor or creditor violated the LIFO conformity requirement of Internal Revenue Code (IRC) section
472(c) or (e)(2). In 1997, the IRS issued guidance to assist auto dealers in determining whether they had
violated the LIFO conformity requirement (Revenue Ruling 97-42). In addition, the IRS also issued guidance
to forgive certain LIFO conformity violations by auto dealers that occurred on or before October 14, 1997
(Revenue Procedure 97-44).
.76 Revenue Ruling 97-42 provides that an auto dealer has violated the LIFO conformity requirement by
providing the credit subsidiary of its franchisor with a twelfth-month income statement (in the format
required by the franchisor or on preprinted forms supplied by the franchisor) for the tax year, if that statement
fails to reflect the LIFO inventory method in the computation of net income. The ruling provides that an auto
dealer has not violated the LIFO conformity requirement if the twelfth-month income statement issued to
the credit subsidiary of its franchisor uses the LIFO inventory method to determine net income for both the
24 Mountain State Ford Truck Sales, Inc. vs. Comm. (Docket No. 16350-95) can be obtained from the Tax Court Web site, www.
taxcourt.gov.
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twelfth-month and for the entire year (even if the LIFO adjustment is only a reasonable estimate.) The LIFO
adjustment can be made either against cost of goods sold (so that it is reflected in gross profit) or as an
adjustment below the line (so that it is reflected in net income). The IRS may feel that the use of a constant
LIFO reserve throughout the year is not a reasonable estimate when the dealer is not on a calendar-year basis.
.77 Auto dealers could have received relief under Revenue Procedure 97-44 for prior LIFO conformity
violations; however, the relief did not apply to all prior conformity violations. The settlement amount was
due by May 31,1998, as an initial installment of one third of the total, followed by two other equal payments
on January 31, 1999, and January 31, 2000. Failure to make any of these installment payments in a timely
manner would void the relief protection.
.78 An auto dealer not making a settlement payment should take steps to fully document the fact that it
is not required to make such a payment. Copies of all available monthly and annual income statements issued
during the look-back period (of six years) should be retained, as well as any other evidence to document
when and to whom statements were issued.
.79 In the future, auto dealers should make certain that, for all income statements issued currently and
in the future to shareholders and creditors, they comply with the LIFO conformity rules of IRC section 472,
as well as Revenue Ruling 97-42.

.80 Auditors should be aware of the issue of conformity violations thus far discussed. If an auto
dealership has violations and has failed to use the relief that expired on May 31,1998, the IRS can terminate
the dealership's LIFO election and the income tax owed would become due immediately, plus interest and
penalties that, in most cases, will be substantial.
.81 IRS Rulings and Procedures that apply include—
•

IRS Revenue Procedure 97-36, which supersedes IRS Revenue Procedure 92-79 and is effective
August 18, 1997. Revenue Procedure 92-79 specified the LIFO inventory valuation approach and
standardized the LIFO calculation for new vehicles. The alternative method discussed in Revenue
Procedure 97-36 is the same as the method in Revenue Procedure 92-79 and therefore may not
significantly change what dealerships do.

•

IRS Revenue Ruling 97-42, which provides guidance to assist auto dealers in determining whether
they have violated the LIFO conformity requirements.

•

IRS Revenue Procedure 97-44, which gives special relief for certain LIFO conformity violations as
long as the action was taken by May 31, 1998. The NADA also issued guidance in this area in its
publication A Guide to the LIFO Conformity Settlement.

Other Areas of Continued Concern
.82 The IRS continues to focus on certain areas that we will revisit in this year's Alert.

The Use of Demonstrators
.83 The IRS aggressively reviews dealership's policies and practices regarding demonstrator vehicles.
Demonstrator inventory comprises the value of new vehicles placed in demonstrator service. Generally these
autos are taken out of the new inventory accounts. Any labor and material costs for dealer-installed
equipment and accessories are added to the inventory value; the cost of any such equipment or accessories
removed from the vehicle is subtracted from inventory. Many dealerships limit the number of miles that
demonstrators may be driven. Demonstrators are generally not written down for wear and tear or deprecia
tion because, even after use, their market values generally exceed inventory cost. If cost exceeds value,
however, a write-down may be necessary. When a demonstrator is sold, it is transferred back to new vehicle
inventory because the sale is reported as a new vehicle sale.
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.84 If the IRS determines that a dealership violated the special rules that govern qualified automobile
demonstration use, the value of the use of employer-provided vehicles is a fringe benefit that must be
included in the employee's gross income, and the dealer will need to pay the related employment taxes. IRS
Private Letter Ruling 9801002 discusses situations in which the IRS found a dealership to be in violation of
the special rules for "certain fringe benefits." The private letter ruling says that qualified automobile
demonstration use should be treated as a working condition fringe. (Section 132(a)(3) specifically provides
that qualified automobile demonstration use should be treated as a working condition fringe.) Qualified
automobile demonstration use is defined as any use of an automobile by a full-time automobile salesman in the
sales area in which the automobile dealer's sales office is located if—
1. Such use is provided primarily to facilitate the salesman's performance of services for the employer.

2. There are substantial restrictions on the personal use of the automobile by the salesman.

.8 5 The substantial restrictions on the personal use of the automobile by the salesman exist when all of
the following conditions are met:
1. Use by individuals other than the full-time automobile salesman is prohibited.

2. Use for personal vacation trips is prohibited.
3. The storage of personal possessions in the automobile is prohibited.
4. The total use of the automobile, by mileage, by the salesman outside the salesman's normal working
hours is limited.

.86 The IRS will typically examine the records of demonstrator vehicles to substantiate that only qualified
personnel have been assigned demonstrators and that personal use is accounted for properly. Lists of
personnel-assigned demonstrator vehicles may be checked against payroll records to detect family members
and others who do not qualify for demonstrator vehicles. Individuals not qualifying for demonstrator
vehicles would have to report additional income attributable to their personal use of a company vehicle.
Depreciation expense accounts are reconciled to verify that depreciation is not taken on demonstrator
vehicles.

.87 You may want to familiarize yourself with Private Letter Ruling 9801002 to see where the IRS found
the dealership to be in violation and compare that with the practices of your clients.
Service Technician Tool Program

.88 In July 2000 the IRS issued a "Coordinated Issue Paper,"25 Service Technician Tool Reimbursement
(the Issue Paper), which reflects the IRS's current thinking on service technician tool reimbursements.
Service technicians, although employees of the dealership, are typically required to provide and main
tain their own tools. Many dealers will pay service technicians hourly and will divide the hourly amount
paid into a wage portion and a portion to reimburse the service technicians for their tools. This tool
reimbursement portion typically has no income or employment taxes withheld on it. In the Issue Paper
(UIL 62.15-00), the IRS has said that only tool reimbursements under an "accountable plan" can be
excluded from wages and it sets forth what constitutes a qualified plan; however, generally, such tool
reimbursements paid to service technicians will not meet the accountable plan requirements and
therefore such amounts are subject to withholding and payment of federal employment taxes. See the
IRS Issue Paper for a complete discussion of this topic.
25 The Coordinated Issue Papers reflect the IRS's current thinking on a wide range of industries and issues (although they are not
official pronouncements on the issues). These papers are issued by the Assistant Commissioner (Examination) and are reviewed by the
Office of Chief Counsel. To view these issue papers visit the IRS Web site at www.irs.ustreas.gov/bus_pro/coord.html.
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Credit Life Insurance Companies
.89 Another emerging trend is the sale of credit life insurance with the sale of a vehicle. For an additional
premium, customers can purchase insurance that will pay the balance on their car loans if something happens
to them. These insurance companies (whether offshore or domestic) may be related to the dealership. If your
client has any affiliated companies that deals in credit life or other insurance, you should consider examining
the relationship and determine the tax liability associated with it.
Executive Summary—Tax Issues

•

A Tax Court ruling that parts should be valued at actual cost rather than at replacement cost raises
questions about how dealers should be valuing their parts inventory. This case is currently on appeal.

•

The IRS continues to focus on LIFO conformity rules, IRS cash reporting, the use of demonstrators,
service technician tool programs, and credit life insurance companies.

New Auditing and Attestation Pronouncements
What new auditing and attestation pronouncements have been issued this year?

Auditing Standards
.90 In this section we present either brief summaries or a listing of recently issued auditing pronounce
ments. The summaries are for informational purposes only and should not be relied on as a substitute for a
complete reading of the applicable standard. For information on auditing pronouncements issued sub
sequent to the writing of this Alert, please refer to the AICPA Web site at www.aicpa.org/members/
div/auditstd/technic.htm. You may also look for announcements of newly issued standards in the CPA
Letter and Journal of Accountancy.

SAS No. 88, Service Organizations and Reporting on Consistency
.91 In December 1999, the AICPA Auditing Standards Board (ASB) issued SAS No. 88, Service Organizations
and Reporting on Consistency (AICPA, Professional Standards, vol. 1, AU secs. 324 and 420), which amends two
auditing standards. Part 1, "Service Organizations," amends SAS No. 70, Reports on the Processing of Transactions
by Service Organizations (AICPA, Professional Standards, vol. 1, AU sec. 324.03 and 324.06-.10), to—
1. Clarify the applicability of SAS No. 70 by stating that the SAS is applicable if an entity obtains services
from another organization that are part of the entity's information system. It also provides guidance
on the types of services that would be considered part of an entity's information system.

2. Revise and clarify the factors a user auditor should consider in determining the significance of a
service organization's controls to a user organization's controls.
3. Clarify the guidance on determining whether information about a service organization's controls is
necessary to plan the audit.

4. Clarify that information about a service organization's controls may be obtained from a variety of sources.
5. Change the title of SAS No. 70 from Reports on the Processing of Transactions by Service Organizations
to Service Organizations.
.9 2 Part 2, "Reporting on Consistency," amends SAS No. 1, Codification of Auditing Standards and
Procedures (AICPA, Professional Standards, vol. 1, AU sec. 420, "Consistency of Application of Generally
Accepted Accounting Principles"), to—
1. Conform the list of changes that constitute a change in the reporting entity (AU sec. 420.07) to the
guidance in paragraph 12 of Accounting Principles Board (APB) Opinion No. 20, Accounting Changes.
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2. Clarify that the auditor need not add a consistency explanatory paragraph to the auditor's report
when a change in the reporting entity results from a transaction or event.

3. Eliminate the requirement for a consistency explanatory paragraph in the auditor's report if a pooling
of interests is not accounted for retroactively in comparative financial statements.
4. Eliminate the requirement to qualify the auditor's report and consider adding a consistency explana
tory paragraph to the report if single-year financial statements that report a pooling of interests do
not disclose combined information for the prior year.

.93

All of the amendments contained in SAS No. 88 were effective upon issuance.

SAS No. 89, Audit Adjustments

.94 In December 1999, the ASB issued SAS No. 89, Audit Adjustments (AICPA, Professional Standards, vol.
1, AU secs. 310, 333, and 380), which amends three SASs to establish audit requirements designed to
encourage client management to record financial statement adjustments aggregated by the auditor. It also
clarifies management's responsibility for the disposition of financial statement misstatements brought to its
attention. SAS No. 89 amends SAS No. 83, Establishing an Understanding With the Client (AICPA, Professional
Standards, vol. 1, AU sec. 310); SAS No. 85, Management Representations (AICPA, Professional Standards, vol. 1,
AU sec. 333); and SAS No. 61, Communication With Audit Committees (AICPA, Professional Standards, vol. 1,
AU sec. 380), as follows:
1. SAS No. 83 is amended to include in the understanding with the client management's responsibility
for determining the appropriate disposition of financial statement misstatements aggregated by the
auditor. Specifically, SAS No. 89 adds the following to the list of matters that generally are included
in the understanding with the client:

Management is responsible for adjusting the financial statements to correct material
misstatements and for affirming to the auditor in the representation letter that the effects
of any uncorrected misstatements aggregated by the auditor during the current engage
ment and pertaining to the latest period presented are immaterial, both individually
and in the aggregate, to the financial statements taken as a whole.
2. SAS No. 85 is amended to require that the management representation letter include an acknow
ledgment by management that it has considered the financial statement misstatements aggregated
by the auditor during the current engagement and pertaining to the latest period presented and has
concluded that any uncorrected misstatements are immaterial, both individually and in the aggre
gate, to the financial statements taken as a whole. It also requires that a summary of the uncorrected
misstatements be included in or attached to the representation letter.

3. SAS No. 61 is amended to require the auditor to inform the audit committee about uncorrected
misstatements aggregated by the auditor during the current engagement and pertaining to the latest
period presented, whose effects management believes are immaterial, both individually and in the
aggregate, to the financial statements taken as a whole.
These amendments are effective for audits of financial statements for periods beginning on or after December
15,1999, with early adoption permitted.

SAS No. 90, Audit Committee Communications
.95 SAS No. 90, Audit Committee Communications (AICPA, Professional Standards, vol. 1, AU secs. 380 and
722), issued by the ASB in December 1999, amends SAS No. 61 and SAS No. 71, Interim Financial Information
(AICPA, Professional Standards, vol. 1, AU sec. 722). SAS No. 90 was issued in response to recommendation
numbers 8 and 10 of the report of the Blue Ribbon Committee on Improving the Effectiveness of Corporate
Audit Committees, which suggest changes to GAAS.
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.96 Among other things, the amendment to SAS No. 61 requires an auditor to discuss with the audit
committees of SEC clients certain information relating to the auditor's judgments about the quality, not just
the acceptability, of the company's accounting principles and underlying estimates in its financial statements.
It also encourages a three-way discussion among the auditor, management, and the audit committee. This
amendment is effective for audits of financial statements for periods ending on or after December 15, 2000,
with earlier application permitted.

.97 The amendment to SAS No. 71 clarifies that the accountant should communicate to the audit
committee or be satisfied, through discussions with the audit committee, that matters described in SAS No.
61 have been communicated to the audit committee by management when they have been identified in the
conduct of interim financial reporting. This amendment also requires the accountant of an SEC client to
attempt to discuss with the audit committee the matters described in SAS No. 61 before the filing of the Form
10-Q. This amendment is effective for reviews of interim financial information for interim periods ending on
or after March 15,2000, with earlier application permitted.
SAS No. 92, Auditing Derivative Instruments, Hedging Activities, and
Investments in Securities

.98 In September 2000 the ASB issued SAS No. 92, Auditing Derivative Instruments, Hedging Activities, and
Investments in Securities (AICPA, Professional Standards, vol. 1, AU sec. 391). SAS No. 92 will help auditors
plan and perform auditing procedures for financial statement assertions about derivative instruments,
hedging activities, and investments in securities. SAS No. 92 will supersede SAS No. 81, Auditing Investments
(AICPA, Professional Standards, vol. 1, AU sec. 332). SAS No. 92 is effective for audits of financial statements
for fiscal years ending on or after June 30, 2001. Early application of the SAS is permitted. The ASB has also
developed a companion Audit Guide to help practitioners implement the new SAS. This Audit Guide has
been developed by the ASB and will be available in January 2001.
SAS No. 93, Omnibus Statement on Auditing Standards—2000

.99 Issued by the ASB in October 2000, SAS No. 93—
1. Withdraws SAS No. 75, Engagements to Apply Agreed-Upon Procedures to Specified Elements, Accounts,
or Items of a Financial Statement (AICPA, Professional Standards, vol. 1, AU sec. 622). The guidance in
SAS No. 75 will be incorporated in Statement on Standards for Attestation Engagements (SSAE) No.
4, Agreed-Upon Procedures Agreements (AICPA, Professional Standards, vol. 1, AT sec. 600), to consoli
date the guidance on agreed-upon procedures engagements in professional standards.

The withdrawal of SAS No. 75 is concurrent with the effective date of SSAE No. 10,
Attestation Standards: Revision and Recodification, scheduled to be issued in January 2001.
SSAE No. 10 will be effective for agreed-upon procedures engagements for which the
subject matter or assertion is as of or for a period ending on or after June 1, 2001, with
earlier application permitted.
2. Amends SAS No. 58, Reports on Audited Financial Statements, to include an identification in the
auditor's report of the country of origin of the accounting principles used to prepare the financial
statements and the auditing standards that the auditor followed in performing the audit. This
amendment withdraws Auditing Interpretation No. 13, "Reference to Country of Origin in the
Auditor's Standard Report," of SAS No. 58, Reports on Audited Financial Statements (AICPA, Profes
sional Standards, vol. 1, AU sec. 9508.53-.55). This amendment is effective for reports issued or reissued
on or after June 30,2001. Earlier application is permitted.

3. Amends SAS No. 84, Communications Between Predecessor and Successor Auditors (AICPA, Professional
Standards, vol. 1, AU sec. 315), to clarify the definition of a predecessor auditor. This amendment is
effective for audits of financial statements for periods ending on or after June 30, 2001. Earlier
application is permitted.
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Executive Summary—Auditing Standards

•

SAS No. 88, Service Organizations and Reporting on Consistency—issued in December 1999, was
effective upon issuance.

•

SAS No. 89, Audit Adjustments—issued in December 1999, is effective for audits of financial
statements for periods beginning on or after December 15,1999, with earlier adoption permitted.

•

SAS No. 90, Audit Committee Communications—issued in December 1999. The amendment to SAS
No. 61 is effective for audits of financial statements for periods ending on or after December 15,
2000, with earlier application permitted. The amendment to SAS No. 71 is effective for reviews of
interim financial information for interim periods ending on or after March 15, 2000, with earlier
application permitted.

•

SAS No. 91, Federal GAAP Hierarchy—issued in April 2000, this amendment to SAS No. 69 was
effective upon issuance.

•

SAS No. 92, Auditing Derivative Instruments, Hedging Activities, and Investments in Securities—issued
in September 2000, is effective for audits of financial statements for fiscal years ending on or after
June 30,2001.

•

SAS No. 93, Omnibus Statement on Auditing Standards—2000, was issued October 2000.

•

SOP 00-1, Auditing Health Care Third-Party Revenues and Related Receivables, was issued in March
this year.

Auditing Interpretations
.100 Auditing Interpretations are issued by the Audit Issues Task Force of the ASB to provide timely
guidance on the application of auditing pronouncements. Interpretations are reviewed by the ASB. An
Interpretation is not as authoritative as a pronouncement of the ASB, but members should be aware that they
may have to justify a departure from an interpretation if the quality of their work is questioned. The following
is a list of some recently issued auditing interpretations.

• Interpretation No. 3, "Responsibilities of Service Organizations and Service Auditors With Respect
to Information About the Year 2000 Issue in a Service Organization's Description of Controls," of
SAS No. 70, Service Organizations (AICPA, Professional Standards, vol. 1, AU sec. 9324.19-31)
• Interpretation No. 13, "Reference to Country of Origin in the Auditor's Standard Report," of SAS No.
58, Reports on Audited Financial Statements (AICPA, Professional Standards, vol. 1, AU sec. 9508.53-.55)26
• Interpretation No. 7, "Management's and Auditor's Responsibilities With Regard to Related Party
Disclosures Prefaced by Terminology Such As Management Believes That," of SAS No. 45, Related
Parties (AICPA, Professional Standards, vol. 1, AU sec. 9334.22-.23)
• Auditing Interpretation, "The Meaning of the Term Misstatement" of SAS No. 47, Audit Risk and
Materiality in Conducting an Audit (AICPA, Professional Standards, vol. 1, AU sec. 9312.01-04)
• Auditing Interpretation, "Evaluating Differences in Estimates" of SAS No. 47, Audit Risk and Materi
ality in Conducting an Audit (AICPA, Professional Standards, vol. 1, AU sec. 9312.05-.09)

• Auditing Interpretation, "Quantitative Measures of Materiality in Evaluating Audit Findings" of SAS
No. 47, Audit Risk and Materiality in Conducting an Audit (AICPA, Professional Standards, vol. 1, AU sec.
9312.10-.14)
• Auditing Interpretation, "Considering the Qualitative Characteristics of Misstatements" of SAS No.
47, Audit Risk and Materiality in Conducting an Audit (AICPA, Professional Standards, vol. 1, AU sec.
9312.15-.17)
26 Withdrawn by SAS No. 93. See the "Auditing Standards" section of this Alert for further information.
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Help Desk—The full text of these Interpretations can be obtained at the AICPA Web site at
www.aicpa.org/members/div/auditstd/announce/index.htm.

Attestation Standard
SSAE No. 10, Attestation Standards: Revision and Recodification

.101 The ASB expects to issue SSAE No. 10, Attestation Standards: Revision and Recodification, in January
2001. SSAE No. 10 does the following:
•

Changes the title of AT section 101 to Attest Engagements

•

Changes the definition of an attest engagement into a statement of applicability of the standard, as
follows:
This statement applies to engagements in which a certified public accountant in the practice
of public accounting (hereinafter referred to as a practitioner) is engaged to issue or does
issue an examination, a review or an agreed-upon procedures report on subject matter, or
an assertion about the subject matter, that is the responsibility of another party.

•

Revises the third general standard to focus on the essential elements of criteria: The criteria must be
suitable and must be available to users. The subject matter also must be capable of reasonably
consistent evaluation against the criteria.

•

Enables true direct reporting on subject matter by eliminating the requirement to make reference to
the assertion in the practitioner's report.

•

Provides expanded guidance on the circumstances in which the use of attest reports should be
restricted to specified parties.

•

Supersedes SSAE Nos. 1 through 9.

The new standard also revises and renumbers the AT sections.

.102 The new SSAE also eliminates the requirement in AT section 201, Agreed-Upon Procedures Engage
ments, for the practitioner to obtain a written assertion in an agreed-upon procedures attest engagement. It
also incorporates changes needed as a result of the withdrawal of SAS No. 75, Engagements to Apply
Agreed-Upon Procedures to Specified Elements, Accounts, or Items of a Financial Statement. That withdrawal is
reflected in SAS No. 93, Omnibus Statement on Auditing Standards—2000.
.103 SSAE No. 10 is effective when the subject matter or assertion is as of or for a period ending on or
after June 1,2001. Early application is permitted.

Help Desk—Look for a new AICPA Practice Aid on how to understand and apply the
provisions of SSAE No. 10. It is expected to become available during the first quarter of 2001.

New GAAP Pronouncements
What new accounting pronouncements have been issued this year?
.104 In this section we present either brief summaries or a listing of accounting pronouncements issued
since the publication of last year's Alert. The summaries are for informational purposes only and should not
be relied on as a substitute for a complete reading of the applicable standard. For information on accounting
standards issued subsequent to the writing of this Alert, please refer to the Web sites provided throughout
this section. You may also look for announcements of newly issued standards in the CPA Letter and the Journal
of Accountancy.
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FASB Pronouncements
FASB Statement No. 138, Accounting for Certain Derivative Instruments and Certain
Hedging Activities

.105 FASB Statement No. 138 addresses a limited number of issues causing implementation difficulties
for numerous entities that apply FASB Statement No. 133, Accounting for Derivative Instruments and Hedging
Activities. This Statement amends the accounting and reporting standards of FASB Statement No. 133 for
certain derivative instruments and certain hedging activities as indicated in the following paragraphs.
1. The normal purchases and normal sales exception in paragraph 10(b) may be applied to contracts
that implicitly or explicitly permit net settlement, as discussed in paragraphs 9(a) and 57(c)(1), and
contracts that have a market mechanism to facilitate net settlement, as discussed in paragraphs 9(b)
and 57(c)(2).
2. The specific risks that can be identified as the hedged risk are redefined so that in a hedge of
interest-rate risk, the risk of changes in the benchmark interest rate (benchmark interest rate is defined
in paragraph 4(jj) of FASB Statement No. 138) would be the hedged risk.
3. Recognized foreign-currency-denominated assets and liabilities for which a foreign currency trans
action gain or loss is recognized in earnings under the provisions of paragraph 15 of FASB Statement
No. 52, Foreign Currency Translation, may be the hedged item in fair value hedges or cash flow hedges.
4. Certain intercompany derivatives may be designated as the hedging instruments in cash flow hedges
of foreign currency risk in the consolidated financial statements if those intercompany derivatives
are offset by unrelated third-party contracts on a net basis.

FASB Statement No. 138 also amends FASB Statement No. 133 for decisions made by the FASB relating to
the Derivatives Implementation Group (DIG) process. Certain decisions arising from the DIG process that
required specific amendments to FASB Statement No. 133 are incorporated into FASB Statement No. 138.

FASB Statement No. 140, Accounting for Transfers and Servicing of Financial Assets and
Extinguishments of Liabilities

.106 Issued in September 2000, FASB Statement No. 140 replaces FASB Statement No. 125, Accounting
for Transfers and Servicing of Financial Assets and Extinguishments of Liabilities. It revises the standards for
accounting for securitizations and other transfers of financial assets and collateral and requires certain
disclosures, but it carries over most of FASB Statement No. 125's provisions without reconsideration.
.107 The Statement provides accounting and reporting standards for transfers and servicing of financial
assets and extinguishments of liabilities. Those standards are based on consistent application of a financialcomponents approach that focuses on control. Under that approach, after a transfer of financial assets, an entity
recognizes the financial and servicing assets it controls and the liabilities it has incurred, derecognizes
financial assets when control has been surrendered, and derecognizes liabilities when extinguished. State
ment No. 140 provides consistent standards for distinguishing transfers of financial assets that are sales from
transfers that are secured borrowings.

.108 A transfer of financial assets in which the transferor surrenders control over those assets is accounted
for as a sale to the extent that consideration other than beneficial interests in the transferred assets is received
in exchange. The transferor has surrendered control over transferred assets if and only if all of the following
conditions are met:
1. The transferred assets have been isolated from the transferor—put presumptively beyond the reach
of the transferor and its creditors, even in bankruptcy or other receivership.
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2. Each transferee (or, if the transferee is a qualifying special-purpose entity (SPE), each holder of its
beneficial interests) has the right to pledge or exchange the assets (or beneficial interests) it received,
and no condition both constrains the transferee (or holder) from taking advantage of its right to
pledge or exchange and provides more than a trivial benefit to the transferor.
3. The transferor does not maintain effective control over the transferred assets through either (a) an
agreement that both entitles and obligates the transferor to repurchase or redeem them before their
maturity or (b) the ability to unilaterally cause the holder to return specific assets, other than through
a cleanup call.

.109 FASB Statement No. 140 requires that liabilities and derivatives incurred or obtained by transferors
as part of a transfer of financial assets be initially measured at fair value, if practicable. It also requires that
servicing assets and other retained interests in the transferred assets be measured by allocating the previous
carrying amount between the assets sold, if any, and retained interests, if any, based on their relative fair
values at the date of the transfer.
.110 The Statement requires that servicing assets and liabilities be subsequently measured by (a)
amortization in proportion to and over the period of estimated net servicing income or loss and (b) assessment
for asset impairment or increased obligation based on their fair values.

.111 The Statement requires that a liability be derecognized if and only if either (fl) the debtor pays the
creditor and is relieved of its obligation for the liability or (b) the debtor is legally released from being the
primary obligor under the liability either judicially or by the creditor. Therefore, a liability is not considered
extinguished by an in-substance defeasance.
.112 The Statement provides implementation guidance for assessing isolation of transferred assets;
conditions that constrain a transferee; conditions for an entity to be a qualifying SPE; accounting for transfers
of partial interests; measurement of retained interests; servicing of financial assets; securitizations, transfers
of sales-type and direct financing lease receivables; securities lending transactions; repurchase agreements,
including "dollar rolls," "wash sales," loan syndications, and participations; risk participations in banker's
acceptances; factoring arrangements; transfers of receivables with recourse; and extinguishments of liabili
ties. The Statement also provides guidance about whether a transferor has retained effective control over
assets transferred to qualifying SPEs through removal-of-accounts provisions, liquidation provisions, or
other arrangements.
.113 The Statement requires a debtor to (fl) reclassify financial assets pledged as collateral and report
those assets in its statement of financial position separately from other assets not so encumbered if the secured
party has the right by contract or custom to sell or repledge the collateral and (b) disclose assets pledged as
collateral that have not been reclassified and separately reported in the statement of financial position. The
Statement also requires a secured party to disclose information about collateral that it has accepted and is
permitted by contract or custom to sell or repledge. The required disclosure includes the fair value at the end
of the period of that collateral, and of the portion of that collateral that it has sold or repledged, and
information about the sources and uses of that collateral.
.114 The Statement requires an entity that has securitized financial assets to disclose information
about accounting policies, volume, cash flows, key assumptions made in determining fair values of
retained interests, and sensitivity of those fair values to changes in key assumptions. It also requires that
entities that securitize assets disclose for the securitized assets and any other financial assets it manages
together with them (fl) the total principal amount outstanding, the portion that has been derecognized,
and the portion that continues to be recognized in each category reported in the statement of financial
position, at the end of the period; (b) delinquencies at the end of the period; and (c) credit losses during
the period.
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.115 In addition to replacing FASB Statement No. 125 and rescinding FASB Statement No. 127, Deferral
of the Effective Date of Certain Provisions of FASB Statement No. 125, FASB Statement No. 140 carries forward
the actions taken by FASB Statement No. 125. FASB Statement No. 125 superseded FASB Statement Nos. 76,
Extinguishment of Debt, and 77, Reporting by Transferors for Transfers of Receivables with Recourse. FASB
Statement No. 125 amended FASB Statement No. 115, Accounting for Certain Investments in Debt and Equity
Securities, to clarify that a debt security may not be classified as held-to-maturity if it can be prepaid or
otherwise settled in such a way that the holder of the security would not recover substantially all of its
recorded investment. FASB Statement No. 125 amended and extended to all servicing assets and liabilities
the accounting standards for mortgage servicing rights now in FASB Statement No. 65, Accounting for Certain
Mortgage Banking Activities, and superseded FASB Statement No. 122, Accounting for Mortgage Servicing Rights.
FASB Statement No. 125 also superseded FASB Technical Bulletins No. 84-4, In-Substance Defeasance of Debt,
and No. 85-2, Accounting for Collateralized Mortgage Obligations (CMOs), and amended FASB Technical
Bulletin No. 87-3, Accounting for Mortgage Servicing Fees and Rights.

.116 FASB Statement No. 125 was effective for transfers and servicing of financial assets and extinguish
ments of liabilities occurring after December 31, 1996, and on or before March 31, 2001, except for certain
provisions. FASB Statement No. 127 deferred until December 31,1997, the effective date (a) of paragraph 15
of FASB Statement No. 125 and (b) for repurchase agreement, dollar-roll, securities lending, and similar
transactions, of paragraphs 9 through 12 and 237(b) of FASB Statement No. 125.

.117 FASB Statement No. 140 is effective for transfers and servicing of financial assets and extinguish
ments of liabilities occurring after March 31, 2001. The Statement is effective for recognition and reclassifi
cation of collateral and for disclosures relating to securitization transactions and collateral for fiscal years
ending after December 15,2000. Disclosures about securitization and collateral accepted need not be reported
for periods ending on or before December 15, 2000, for which financial statements are presented for
comparative purposes.
.118 FASB Statement No. 140 is to be applied prospectively with certain exceptions. Other than those
exceptions, earlier or retroactive application of its accounting provisions is not permitted.

FASB Interpretation No. 44, Accounting for Certain Transactions Involving Stock
Compensation27

.119 APB Opinion No. 25, Accounting for Stock Issued to Employees, was issued in October 1972. Since its
issuance, questions have been raised about its application, and diversity in practice has developed. During
its consideration of the accounting for stock-based compensation, which led to the issuance of FASB
Statement No. 123, Accounting for Stock-Based Compensation, the FASB decided not to address practice issues
related to APB Opinion 25 because it had planned to supersede the Opinion. However, FASB Statement No.
123 permits entities to continue applying APB Opinion 25 to stock compensation involving employees. Conse
quently, questions remain about the application of APB Opinion 25 in a number of different circumstances.

.120 Interpretation No. 44 clarifies the application of APB Opinion 25 for only certain issues. It does not
address any issues related to the application of the fair value method in FASB Statement No. 123. The issues
addressed in Interpretation No. 44 were selected after receiving input from members of both the FASB EITF
and the task force on stock compensation that assisted in the development of FASB Statement 123. Among
other issues, Interpretation No. 44 clarifies—
1. The definition of employee for purposes of applying APB Opinion 25.
2. The criteria for determining whether a plan qualifies as a noncompensatory plan.
27 Certain implementation issues regarding FASB Interpretation No. 44, as well as certain issues regarding the application of APB
Opinion 25 that are not addressed by Interpretation No. 44, are being addressed by the EITF in Issue No. 00-23.
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3. The accounting consequence of various modifications to the terms of a previously fixed stock option
or award.
4. The accounting for an exchange of stock compensation awards in a business combination.
In considering those issues, the FASB focused on interpreting APB Opinion 25. The FASB decided not to
amend the APB Opinion 25 framework because most of the problems inherent in the APB Opinion 25 intrinsic
value method are addressed in Statement 123 through that Statement's recommended fair value method.
Consequently, in determining the guidance in this Interpretation, the FASB reached its conclusions within
the framework of APB Opinion 25 and did not refer to concepts underlying the fair value method described
in FASB Statement No. 123.

.121 Interpretation No. 44 is effective July 1, 2000, but certain conclusions in the Interpretation cover
specific events that occur after either December 15, 1998, or January 12, 2000. To the extent that the
Interpretation covers events occurring during the period after December 15,1998, or January 12, 2000, but
before the effective date of July 1, 2000, the effects of applying the Interpretation are recognized on a
prospective basis from July 1, 2000.
Executive Summary—FASB Pronouncements
•

FASB Statement No. 138, Accounting for Certain Derivative Instruments and Certain Hedging Activities,
an amendment of FASB Statement No. 133

•

FASB Statement No. 139, Recission of FASB Statement No. 53 and amendments to FASB Statements No.
63,89, and 121

•

FASB Statement No. 140, Accounting for Transfers and Servicing of Financial Assets and
Extinguishments of Liabilities, a replacement of FASB Statement No. 125

•

FASB Interpretation No. 44, Accounting for Certain Transactions involving Stock Compensation—an
interpretation of APB Opinion No. 25

•

For a summary of all the FASB Statements listed here, visit the FASB Web site at www.fasb.org.

Accounting Statement of Position28
.122 The following is an accounting SOP issued this year. For a complete summary of all the AICPA
SOPs issued this year, see Audit Risk Alert 2000/01 [AAM section 8010].
•

SOP 00-2, Accounting by Producers or Distributors of Films
Help Desk—AICPA staff, helped by industry experts, has released technical questions and
answers (Q&As) on financial accounting and reporting issues related to SOP 00-2. You can
find the Q&As in the accounting standards part of the AICPA Web site at www.aicpa.org/
members/div/acctstd/general/othitem.htm.

EITF Consensus Positions
.123 The EITF was established by the FASB in July 1984 to assist in improving financial reporting through
the timely identification, discussion, and resolution of financial issues within the framework of existing
authoritative literature. The application of EITF consensuses (category c of the GAAP hierarchy) effective
after March 15, 1992, is mandatory under SAS No. 69, The Meaning of Present Fairly in Conformity With
Generally Accepted Accounting Principles in the Independent Auditor's Report. Any EITF consensus issued
before March 16, 1992, becomes effective in the hierarchy for initial application of an accounting principle
after March 15,1993. The EITF meets approximately every eight weeks. All meetings are announced by the
FASB in its Action Alert, together with a listing of the topics on the meeting agenda.
28 SOP 00-1, Auditing Health Care Third-Party Revenues and Related Receivables, which was issued under the authority of the ASB, is
listed in the "New Auditing and Attestation Pronouncements" section of this Alert.
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.124 The following lists certain of the EITF issues discussed from November 1999 through the September
2000 meetings29 that may affect auto dealerships.
EITF Issue No.

Description

Date of Consensus/Status

99-19

Reporting Revenue Gross as a Principal versus Net as
an Agent

Originally discussed March 16,
2000. Consensus was reached
July 19-20,2000.

00-2

Accounting for Web Site Development Costs

Originally discussed January
19-20,2000. Consensuses were
reached March 16,2000.

00-10

Accounting for Shipping and Handling Fees and Costs

Originally discussed May 17-18,
2000. Consensuses were reached
July 19-20,2000, and September
20-21, 2000.

00-14

Accounting for Certain Sales Incentives

Consensuses were reached May
17-18, 2000. Revisions were
made to the Abstracts,
September 20-21,2000.

00-21

Accounting for Multiple-Element Revenue Arrangements

Originally discussed July 19-20,
2000. Further discussion is
planned.

00-22

Accounting for "Points" and Certain Other TimeBased or Volume-Based Sales Incentive Offers, and
Offers for Free Products or Services to Be Delivered in
the Future

Originally discussed September
20-21,2000. Further discussion
is planned.

00-23

Issues Related to the Accounting for Stock Compensa
tion under APB Opinion No. 25 and FASB Interpreta
tion No. 44

Originally discussed September
20-21, 2000. Consensuses
reached on certain issues.
Further discussion is planned.

00-24

Revenue Recognition: Sales Arrangements That In
clude Specified-Price Trade-in Rights

Originally discussed September
20-21, 2000. Further discussion
is planned.

00-25

Accounting for Consideration from a Vendor to a Re
tailer in Connection with the Purchase or Promotion of
the Vendor's Products

Originally discussed September
20-21, 2000. Further discussion
is planned.

AICPA Professional Ethics Rulings and Interpretations
.125 It is important for you to monitor the activities of the Professional Ethics Executive Committee
because they may issue interpretations, ethics rulings, or both, that may be relevant to you. See the Audit
Risk Alert 2000/01 [AAM section 8010] for a summary of recent activities.

Help Desk—For full information about the interpretations and rulings, visit the Professional
Ethics Team Web page at www.aicpa.org/members/div/ethics/index.htm . You can also
call the Professional Ethics Team at (888) 777-7077, menu option 2, followed by menu option 2.
29 This table reflects information contained in the minutes to the September 2000 EITF meeting. Look to EITF Abstracts for final
language. Abstracts can be ordered directly from the FASB (www.fasb.org).
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On the Horizon
What exposure drafts are currently outstanding?
.126 Practitioners should note that the purpose of exposure drafts is to solicit comments from preparers,
auditors, users of financial statements, and other interested parties. They are nonauthoritative and cannot
be used as a basis for changing GAAS or GAAP. The following is a listing of some of the more significant
exposure drafts outstanding at the time this Alert was written. Please note that AICPA standard-setting
committees are now publishing exposure drafts of proposed professional standards exclusively on the
AICPA's Web site.

ASB Exposure Draft
.127 Issued in October 2000, the proposed SAS amends SAS No. 55, Consideration of Internal Control in a
Financial Statement Audit (AICPA, Professional Standards, vol. 1, AU sec. 319), as amended by SAS No. 78,
Consideration of Internal Control in a Financial Statement Audit: An Amendment to Statement on Auditing Standards
No. 55 (AICPA, Professional Standards, vol. 1, AU sec. 319), to provide guidance to auditors about the effect
of information technology (IT) on internal control, and on the auditor's understanding of internal control
and assessment of control risk. The ASB believes the guidance is needed because entities of all sizes
increasingly are using IT in ways that affect their internal control and the auditor's consideration of internal
control in a financial statement audit. Consequently, in some circumstances, auditors may need to perform
tests of controls to perform effective audits.
.128 This proposed SAS amends SAS No. 55, as amended by SAS No. 78, to—
1. Incorporate and expand on the concept from SAS No. 80, Amendment to Statement on Auditing
Standards No. 31, Evidential Matter (AICPA, Professional Standards, vol. 1, AU sec. 326.14), that in
circumstances where a significant amount of information supporting one or more financial statement
assertions is electronically initiated, recorded, processed, and reported, the auditor may determine
that it is not practical or possible to restrict detection risk to an acceptable level by performing only
substantive tests for one or more financial statement assertions. In such circumstances, the auditor
should obtain evidential matter about the effectiveness of both the design and operation of controls
to reduce the assessed level of control risk.

2. Describe how IT may affect internal control, evidential matter, and the auditor's understanding of
internal control and assessment of control risk.
3. Describe both benefits and risks of IT to internal control, and how IT affects the components of internal
control, particularly the control activities and information and communication components.

4. Provide guidance to help auditors determine whether specialized skills are needed to consider the
effect of computer processing on the audit, to understand the controls, or to design and perform audit
procedures.
5. Clarify that in obtaining an understanding of the entity's financial reporting process, the auditor
should understand how both standard, recurring entries and nonstandard, nonrecurring entries are
initiated and recorded, and the auditor should also understand the controls that have been placed in
operation to ensure that such entries are authorized, complete, and correctly recorded.

6. Update terminology and references to IT systems and controls.

.129 The proposed SAS does not—

1. Eliminate the alternative of assessing control risk at the maximum level and performing a substantive
audit, if that is an effective approach.
2. Change the requirement to perform substantive tests for significant account balances and transaction
classes.
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Help Desk—See the ASB exposure drafts Web site at www.aicpa.org/members/div/
auditstd/drafts.htm for information on the status of these and other exposure drafts issued
by the ASB. Note that the AICPA's standard-setting committees are now publishing expo
sure drafts of proposed professional standards exclusively on the AICPA Web site. The
AICPA will notify interested parties by e-mail about new exposure drafts. To have your
e-mail address put on the notification list for all AICPA exposure drafts, send your e-mail
address to memsat@aicpa.org. Indicate "exposure draft email list" in the subject header field
to help process the submissions more efficiently. Include your full name, mailing address
and, if known, your membership and subscriber number in the message.

FASB Statement Exposure Drafts
.130
•

Proposed Statement of Financial Accounting Standards—Accounting for the Impairment or Disposal of
Long-Lived Assets and for Obligations Associated with Disposal Activities, July 12,2000

•

Proposed Statement of Financial Accounting Standards—Accounting for Obligations Associated with
the Retirement of Long-Lived Assets, February 17,2000

•

Proposed Statement of Financial Accounting Standards—Business Combinations and Intangible Assets;
September 7,1999

•

Proposed Statement of Financial Accounting Standards—Consolidated Financial Statements: Purpose
and Policy, February 23,1999
Help Desk—See the FASB Web site www.rutgers.edu/Accounting/raw/fasb/draft/draftpg .
html for information on the status of these and other exposure drafts issued by the FASB.

AcSEC Exposure Drafts
.131

•

Proposed SOP—Accounting for Discounts Related to Credit Quality, December 30,1998 (The final SOP
is expected to be titled "Accounting for Certain Purchased Loans.")

•

Proposed SOP—Amendment to Scope of SOP 95-2, Financial Reporting by Nonpublic Investment
Partnerships, to Include Commodity Pools, August 15,2000

•

Proposed SOP—Accounting by Certain Financial Institutions and Entities That Lend to or Finance the
Activities of Others, May 30,2000

•

Proposed SOP—Accounting by Insurance Enterprises for Demutualizations and Formations of Mutual
Insurance Holding Companies and for Certain Long-Duration participating Contracts, April 3, 2000

•

Proposed SOP—Accounting for and Reporting of Certain Health and Welfare Benefit Plan Transactions,
March 22,2000
Help Desk—See the AcSEC exposure draft Web site at http:/www.aicpa.org/members/
div/acctstd/edo/index.htm for information on the status of these and other exposure drafts
issued by AcSEC.

Professional Ethics Executive Committee Exposure Drafts
.132 On April 15,2000, the Professional Ethics Division issued an exposure draft, Omnibus Proposal of Professional
Ethics Division Interpretations and Rulings, containing proposed revisions to four ethics pronouncements:
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1. Interpretation 101-11 under rule 101, "Independence and the Performance of Professional Services
Under the Statements on Standards for Attestation Engagements and Statement on Auditing Stand
ards No. 75, Engagements to Apply Agreed-Upon Procedures to Specified Elements, Accounts, or
Items of a Financial Statement"

2. Ruling 100 under rule 101, "Actions Permitted When Independence Is Impaired"
3. Ruling 108 under rule 101, "Participation of Member, Spouse or Dependent in Retirement, Savings,
or Similar Plan Sponsored by, or That Invest in, Client"

4. Interpretation 501-5 under rule 501, "Failure to Follow Requirements of Government Bodies, Com
missions, or Other Regulatory Agencies in Performing Attest or Similar Services"
Help Desk—See the AICPA Professional Ethics Web site www.aicpa.org/members/div/
ethics/index.htm for information on the status of these and other exposure drafts along with
other ethics related matters.

Beyond the Audit
Assurance Services
What are Assurance Services Alerts?
.133 As discussed in last year's Alert, the AICPA's Accounting and Auditing Publications Team has
introduced a new series titled Assurance Services Alerts. The Alerts in this series serve both as an introduction
to those who are unfamiliar with these emerging services and an update of important new developments
for those who have expanded their practice to include such engagements. The premier entrants to the series
were CPA ElderCare and WebTrustSM. We're pleased to announce that a third Alert has been added to the
series, CPA SysTrustSM.
.134 This year's Assurance Services Alerts, CPA ElderCare Services-2000, WebTrust—2000SM, and CPA
SysTrustSM—2000 explain, among other things—
•

The nature and purpose of these new services.

•

How to get started.

•

Applicable professional standards.

•

Sources of additional information.

•

Recent practice and industry developments.

The information provided in these Alerts will assist you in ensuring your long-term professional growth by
tapping into the full potential of CPA ElderCare, WebTrust and CPA SysTrust services. See "Resource Central"
later in this Alert for order information.
CPA Performance ViewSM Services

.135 CPA Performance View is a recently introduced assurance service developed by the AICPA under the
direction of the Business Performance Measures Task Force and the Assurance Services Executive Committee.
.136 The CPA Performance View process is a new way for CPAs to assist clients in managing their
businesses more efficiently and effectively. It also allows CPAs to change their role from that of a financial
adviser to one of a strategic business adviser and to become an integral part of the growth of your clients'
businesses. This service is the CPA-branded delivery of performance measurement consulting services that
will allow CPAs to provide a new service to their clients.
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.137 Performance measurement is defined as the identification of critical success factors that lead to
measures that can be tracked over time to assess progress made in achieving specific targets linked to an
entity's vision. The measures track aspects of the entire business—both financial and nonfinancial (for
example, customer satisfaction, employee training and satisfaction, product quality, sales calls, and propos
als delivered). The theory behind performance measurement is not a new fad; it has been around for a while
and is at the core of other management methodologies, such as economic value added, market value added,
the Dupont model, and the balanced scorecard.

.138 CPA Performance View services focus on paring down the information management sees to
selected key performance indicators that will help them make better decisions. By focusing on the key
performance indicators, management will be able to stay on course with the organization's strategy and
easily determine the organization's overall performance. Performance measures have a direct correlation
to company goals and serve as leading (future-oriented) indicators rather than the usual lagging
indicators (for example, last quarter's income or revenues). The use of performance measures allows
companies to provide a clear link between compensation and performance and can be used as a means
to motivate employees. It also communicates the organization's goals and strategies to employees at all
levels of the organization.
.139 As the CPA Performance View service provides management with better information that will lead
to better decisions, clients will come to rely more and more on their CPA to provide value-added services
and advice. Guidance on expanding your practice to include this new service can be found in the AICPA
Practice Aid CPA Performance View: A Practitioner's Guide to Providing Performance Measurement Engagements
(Product No. 006606kk).

Resource Central
AICPA—At Your Service
How can I order AICPA products?
What other AICPA services may be of interest to me?
.140 For a complete listing of AICPA services, see Audit Risk Alert 2000/2001 [AAM section 8010].
Order Department (Member Satisfaction)

.141 To order AICPA products, call (888) 777-7077; write AICPA Order Department, CLA10, P.O. Box
2209, Jersey City, NJ 07303-2209; fax (800) 362-5066. For best results, call Monday through Friday between
8:30 A.M. and 7:30 P.M. EST. You can obtain product information and place online orders at the AICPA's
Web site, www.aicpa.org. (Copies of FASB publications referred to in this document may be obtained directly
from the FASB by calling the FASB Order Department at (203) 847-0700, ext. 10.)
Accounting and Auditing Technical Hotline

.142 The AICPA Technical Hotline answers members' inquiries about accounting, auditing, attestation,
compilation, and review services. Call (888) 777-7077.
New! Online CPE Offer!

.143 The AICPA has launched a new online learning tool, AICPA InfoBytes. An annual fee ($95 for
members and $295 for nonmembers) will offer unlimited access to over 1,000 hours of online CPE in oneand two-hour segments. Register today as our guest at infobytes.aicpaservices.org.
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National Auto Dealership Conference
.144 Each fall the AICPA sponsors a National Auto Dealership Conference that is specifically designed
to update auditors and dealers on significant accounting, auditing, legal, financial, and tax developments
affecting the auto dealership industry. Information on the conference may be obtained by calling the AICPA
Conferences Division at (201) 938-3556.
.145 This Audit Risk Alert replaces Auto Dealership Industry Developments—1999/2000.
.146 The Audit Risk Alert Auto Dealership Industry Developments is published annually. As you encounter
audit and industry issues that you believe warrant discussion in next year's Alert, please feel free to share
them with us. Any other comments that you have about the Alert would also be greatly appreciated. You
may e-mail your comments to ldelahanty@aicpa.org or write to:

Linda C. Delahanty
AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
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Appendix
Federal Money Laundering Regulations
The Bank Secrecy Act (BSA), enacted to address the problem of money laundering, authorizes the U.S.
Department of the Treasury to issue regulations requiring bank and non-bank financial institutions to file
reports, keep certain records, implement anti-money laundering programs and compliance procedures, and
report suspicious transactions to the government (see 31 CFR Part 103). Failure to comply with BSA reporting
and recordkeeping provisions may result in the assessment of severe criminal and civil penalties. Automobile
dealerships are defined as financial institutions under the Act (Title 31 USC 5312(a)(5312(a)(2)(T)) but are
not currently subject to BSA rules. IRS regulations require dealerships to file reports for cash (and certain
cash equivalents) transactions greater than $10,000 (26 USC 6050I). Cash transactions conducted by or on
behalf of the same customer in a twenty-four-hour period must be aggregated and, if the cash transactions
exceed $10,000, must be reported. In addition, multiple cash transactions conducted over the course of a
rolling one-year period, by or on behalf of the same person, must also be aggregated and reported if the
dealership knows or has reason to know that the transactions are related.

As with the BSA, structuring transactions to avoid reporting is prohibited, and wilful failure to file a Form
8300 or to file incorrectly may result in severe criminal and civil penalties.
BSA rules governing the reporting of international transportation of currency or monetary instruments
(CMIRs—Customs Form 4790) have not been modified since 1989, and foreign bank and financial accounts
(FBARs—Treasury Form TDF 90-22.1) have not been modified since 1987. However, on January 16,1997 (see
the Federal Register), the Treasury issued a proposal to expand the statutory definition of monetary instru
ments to include foreign bank drafts.

According to the National Association of Attorneys General, thirty-three states, the District of Columbia, and
Puerto Rico have imposed criminal penalties for money laundering offenses.
For copies of BSA forms mentioned in this appendix and more information regarding anti-money laundering
issues, consult the FinCEN Web site at www.treas.gov/fincen.
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Sources of Information

Organization

Fax Services

General Information

Electronic Bulletin
Board Services
Internet address—
www.aicpa.org

American Institute
of Certified Public
Accountants

Order Department
(Member Satisfaction)
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
(888) 777-7077

Financial Accounting
Standards Board

Order Department
P.O. Box 5116
Norwalk, CT 06856-5116
(203) 847-0700, ext. 10

Internet address—
www.fasb.org

National Automobile
Dealers Association1

8400 Westpark Drive
McLean, VA 22102

Internet address—
www.nada.org

American
International Auto
Dealers Association12

99 Canal Center Plaza
Alexandria, VA 22314-1538

24 Hour Fax Hotline
(201) 938-3787

State and regional not-for-profit organizations promoting the interests of automobile dealerships can be found in
most states. These organizations generally stay abreast of state and local legislative issues and communicate these
issues to their membership through newsletters.

[The next page is 8651.]

1 The NADA is a not-for-profit organization promoting the interests of franchised new car and truck dealers in the United States. The
NADA publishes economic newsletters, a monthly magazine, used car valuation guides, and other information on various aspects of
dealerships.
2 The American International Auto Dealers Association is an organization promoting the interests of foreign franchises.
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AAM Section 8180
Practical Guidance for Implementing
SSARS 8
In This Year's Alert . . .
•

What is the authority of Practical Guidance for Implementing SSARS 8, and what does it cover?

•

Why was a change made to SSARS 1? What specific changes were made?

•

When is SSARS 1 applicable? Can I modify a client's accounting database and not report on the
financial statements?

•

What is a compilation? What is the difference between the existing compilation and the new
management-use-only compilation?

•

What is a third party, and what is meant by reasonable expectation?

•

What should I do if financial statements restricted for management's use only are subsequently
distributed to third parties?

•

What if I am engaged to perform the management-use-only compilation, but subsequently, the client
needs compiled or reviewed financial statements for use by a third party?

•

What impact does independence have on compilation and review engagements? Where can I get
more guidance on independence issues?

•

Is a management-use-only compilation engagement appropriate for every client? What should I
consider in making this decision?

•

What's the difference between a report and a communication?

•

Can an engagement letter in a management-use-only compilation cover multiple periods? Can this
engagement letter cover multiple services? Is management required to sign the engagement letter?
How should I document this engagement letter?

•

Are management-use financial statements required to be presented in accordance with GAAP (or an
OCBOA)?

•

Do financial statements restricted to management use only have to contain a legend or reference to a report?

•

Can the financial statements be restricted to specific members of management?

•

Can management-use-only financial statements be used in other than traditional business situations?
Can a personal financial statement be considered management use only? Can management-use-only
financial statements be used in ElderCare services? Can management-use-only financial statements
be provided to a not-for-profit or governmental entity? What about trusts and estates?

•

Will these management-use-only compilation engagements be subject to peer review?

•

When are the changes effective? When will financial statements compiled for management use only
be available to my clients?
* * * *
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Introduction
What is the authority of Practical Guidance for
Implementing SSARS 8, and what does it cover?
.01 Practical Guidance for Implementing SSARS 8 is a nonauthoritative practice aid designed to help CPAs
implement the new Statement on Standards for Accounting and Review Services (SSARS) 8, Amendment to
Statement on Standards for Accounting and Review Services No. 1, Compilation and Review of Financial
Statements (AICPA, Professional Standards, vol. 2, AR sec. 100). It clarifies certain existing SSARS, suggests
ways of implementing existing and new standards in special circumstances, points out pitfalls that frequently
occur in compilation engagements, and provides a series of questions and answers to help implement the changes
in SSARS 1, Compilation and Review of Financial Statements (AICPA, Professional Standards, vol. 2, AR sec. 100).
.02 On December 31,1999, the Accounting and Review Services Committee (ARSC) issued an exposure
draft that sought to make fundamental changes to the way in which we view the compilation engagement.
The comment period ended on June 9, 2000, and ARSC received approximately eighty comment letters.
During this process, many issues were identified that warranted further discussion and explanation. This
Alert covers issues primarily related to the amendments to SSARS 1.

Overview of the Changes
Amendment to SSARS 1—The Management-Use Only Compilation Engagement
and Other Changes
Why was a change made to SSARS 1 ?
What specific changes were made?
.03 One of the goals of SSARS 1 was to establish a minimum level of service for unaudited financial
statements of nonpublic entities. To accomplish this, SSARS 1 contained a "trigger." SSARS 1, AR Section
100.07, states the following.

The accountant should not submit unaudited financial statements of a nonpublic entity to
his or her client or others unless, as a minimum, he or she complies with the provisions of
this statement applicable to a compilation engagement. Submission of financial statements
is defined as presenting to a client or others financial statements that the accountant has (a)
generated, either manually or through the use of computer software, or (b) modified, by
materially changing account classification, amounts, or disclosures directly on clientprepared financial statements. [Emphasis added]
EXHIBIT 1

Applicability of SSARS 1 Prior to the Amendments
Your client asks you to help find a problem in an income statement that he or she has just printed (net income
doesn't "look right"). You sit down and begin to review the prior month's entries in the client's computerized
accounting database and notice that four checks (totaling $15,000, a material amount) were coded incorrectly.
Each of these checks was coded as "Repairs and Maintenance." Nevertheless, based on your close association
with the client and your knowledge of the prior month's activities, you know that these four checks should
have been coded as "Leasehold Improvements," so you simply change the account classifications and log
out of the software.

Did you just submit the financial statements? In the author's opinion, you did, because you materially
modified the client's financial statement by changing account classifications. (See SSARS 1.)
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Did you intend to compile the financial statements? Probably not.
Must you now compile the client's financial statements? According to SSARS 1, you must.

What if, instead of going to the client's office, you made the same modifications on a disk in your office or
by modem? In the author's opinion, the answer would be the same—you submitted financial statements
and now you must compile those statements.

.04 Although initially this trigger was effective and served its purpose, in the years since SSARS 1 was
issued, circumstances have changed, including the profession, the competitive environment, and technology.
These changes have progressively led to problems for practitioners that can be summarized as problems of
applicability and market-driven problems.

.05 Deciding when SSARS applies is one of the difficulties that has resulted. See exhibit 1, "Applicability
of SSARS 1 Prior to the Amendments."
.06 The other problem is related to market influences. As our profession has changed and as our
relationships with our clients have changed, many practitioners believe that they are constrained by the
requirements in SSARS 1. For example, a client may need financial statements solely for management
purposes. Yet SSARS 1 requires the accountant to perform a compilation engagement and issue a report on
the financial statements. This is the case even if neither the client nor the accountant believes that compiled
financial statements are needed.
.07 The major changes in SSARS 1 can be summarized as follows.
•

The definition of submission of financial statements is changed to include only the "preparation of
financial statements."

•

A provision for a special management-use-only compilation engagement is created (when the
financial statements are not expected to be used by a third party).

Submission of Financial Statements
When is SSARS 1 applicable?
Can I modify a client's accounting database and not report on the financial statements?
.08 SSARS 1 is applicable whenever you submit unaudited financial statements of a nonpublic entity to
your client or third parties. SSARS 8 modifies the definition of submission. Submission of financial statements is
now defined as follows:
Presenting to a client or third parties financial statements that the accountant has prepared
either manually or through the use of computer software.
Although some in the profession will argue that this change in the definition of submission will create a loophole
for those who want to avoid performing a compilation, ARSC believes that this modification was the best way
to address today's technological environment, while still retaining the trigger (thereby ensuring a minimum level
of service on financial statements that are prepared by the accountant and presented to the client).

.09 Note that the following two actions are necessary in order to submit financial statements.
•

Prepare financial statements, either manually or through the use of computer software.

•

Present the financial statements to a client or third party.

Absent either of these actions, the financial statements have not been submitted, and SSARS 1 is not
applicable.
AICPA Audit and Accounting Manual
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.10 The term prepared is not defined by SSARS 8. Rather, you must use your professional judgment to
determine if you have prepared a financial statement. In making this judgment, you should consider the
difference between mere bookkeeping services (for example, adjustments, corrections, and accruals) and
preparation of financial statements. To prepare financial statements, you must use your knowledge, educa
tion, and experience to create financial statements that would not have existed otherwise. In other words, if
the financial statements prepared by your client's bookkeeper are pretty good to begin with and all you do
is "tweak a couple of things," then you probably haven't prepared the financial statements. On the other
hand, if the client gives you an unadjusted trial balance and you make all of the adjustments necessary to
convert the information into financial statements, then you probably have prepared the financial statements.
.11 The term presenting is also not defined in SSARS 1. Again, you will have to use your professional
judgment to determine if you have presented financial statements to a client. Obviously, physically present
ing printed financial statements would meet the definition used here. Other situations, especially those
involving electronic presentation (for example, via e-mail) should be carefully considered.
.12 The following table may be helpful in determining if you have submitted financial statements:

No.

Submission of
Financial
Statements?

Scenario

Reasoning

1. Using client information, the CPA prepares
financial statements in the CPA's office for
use in preparing a corporate income tax
return and the financial statements are not
given to the client.

No.

The financial statements are not presented
to the client and the information contained
in a tax return is not considered a financial
statement.

2. Same scenario as number 1, except that a
copy of the financial statements is given to
the client, along with the income tax return.

Yes.

The financial statements are prepared by
the accountant and presented to the client.

3. Same scenario as number 1, except that a
copy of the adjusting journal entries and
trial balance is given to the client, along
with the income tax return.

No.

A trial balance is not a financial statement.

4. At a client's office, the CPA makes material
adjustments to the client's accounting
database, prints the adjusted financial
statements, and takes the financial state
ments with him or her.

No.

The accountant is providing bookkeeping
services, but the accountant is not
"preparing" financial statements. Material
modifications no longer constitute a
submission of financial statements. In
addition, the accountant did not "present"
the financial statements to the client.*

5. Same scenario as number 4, except that the
CPA also prints a copy of the financial
statements and presents them to the client.

No.

The accountant is providing bookkeeping
services, but the accountant is not
"preparing" financial statements. Material
modifications no longer constitute a
submission of financial statements.
Although the financial statements were
presented to the client, they were not
prepared by the accountant.*

6. The client sends the CPA a disk containing
information from the client's accounting
database. The CPA makes adjustments to
the disk and returns it to the client.

No.

The accountant is providing bookkeeping
services, but the accountant is not
"preparing" financial statements. Material
modifications no longer constitute a
submission of financial statements.*
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Submission of
Financial
Reasoning
No.
Scenario
Statements?
The accountant is providing bookkeeping
7. The CPA accesses the client's accounting
No.
services, but the accountant is not
database by modem and makes material
"preparing" financial statements. Material
modifications to the accounting database.
modifications no longer constitute a
submission of financial statements.*
Note that, in each of these scenarios, a certain amount of professional judgment is involved. If you believe that in making these material
adjustments you have, in fact, prepared financial statements (by using your knowledge, experience, and education) and have gone beyond
mere bookkeeping services, and you believe that you have presented them to the client or others, you should comply with SSARS 1.

The Management-Use Only Compilation
What is a compilation?
What is the difference between the existing compilation and the new management-use-only compilation?
.13

SSARS 1 defines a compilation as follows.
Presenting in the form of financial statements information that is the representation of
management (owners) without undertaking to express any assurance on the statements.

Note that this definition does not require you to test, verify, or corroborate information supplied by
management, but simply to place the information into the form of financial statements.
.14 SSARS 1, as amended, states that in all compilation engagements, the performance standards in AR
Sections 100.05 and 100.07-.10 should be followed. These performance standards consist of the following.
•

Establish an understanding with the entity. This means that you should have an understanding with the
entity about the nature and limitations of the services to be performed and a description of the report, if
a report is to be issued. The understanding should also provide (a) that the engagement cannot be relied
upon to disclose errors, fraud, or illegal acts and (b) that you will inform the appropriate level of
management of any material errors that come to your attention and any fraud or illegal acts that come to
your attention, unless they are clearly inconsequential. This understanding should preferably be in
writing. However, if the engagement is to compile financial statements for management's use only, a
written communication is required. See the illustrative engagement letter in appendix C, "Compilation
of Financial Statements Not Intended for Third-Party Use—Illustrative Engagement Letter."

•

Have or obtain a general understanding of the accounting principles and practices of the industry in which the
client operates. This means that you should have a sufficient understanding of the industry to know
what the financial statements for an entity in that industry should look like and be aware of any
accounting principles or practices that are unique to that industry. You do not have to be an industry
expert, and you can obtain this general understanding if you do not already possess it (for example,
through AICPA Guides, nonauthoritative industry guides, trade publications).

•

Have or obtain a general understanding of the client's business. This means that you should have a general
understanding of the client's business transactions, form of its accounting records, stated qualifica
tions of accounting personnel, basis of accounting on which the financial statements are to be
presented, and form and content of the financial statements. The purpose of this general under
standing is to determine how much reliance you (the accountant) can place on the information
supplied by the client and to determine the extent of additional accounting procedures (such as
bookkeeping and adjustments) that will be necessary in order to compile the financial statements.

•

Obtain additional or revised information if the information supplied by the client appears to be incorrect,
incomplete, or otherwise unsatisfactory for the intended use of the financial statements. This requirement
has different meanings depending upon the intended use of the financial statements. For example,
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if the financial statements will be used by a third party (or if you reasonably expect that they might
be used by a third party), any information that appears to be incomplete, incorrect, or unsatisfactory
for use by that third party (for example, missing disclosures or measurement departures) should be
obtained from or corrected by the client. On the other hand, if the financial statements are not intended
to be used by third parties, that same information may be appropriate for management because they
have the requisite knowledge of the business to put the information in the proper context.
•

Read the compiled financial statements and consider whether they appear to be appropriate in form and free of
obvious material error. This is the final reading of the financial statements (sometimes called the "smell
test"). The primary purpose of this requirement is to look for mathematical, clerical, or presentation
errors (for example, incorrect titles on the financial statements), and others. SSARS 1, as amended,
now provides for the following two kinds of compilations.
1.

A compilation with a report is required when you have been engaged to compile and report on the
financial statements or when you reasonably expect the financial statements may be used by a
third party. This might be referred to as a traditional compilation.

2.

A compilation without a report is available when you do not reasonably expect the financial statements
to be used by a third party. This might be referred to as a management-use-only compilation.

.15 Note that in either case, the engagement is a compilation. In either case, you must comply with the
performance requirements above. The difference is in the form of communication used. Exhibit 2 illustrates
the two kinds of compilation engagements.
EXHIBIT 2
Do you
reasonably

YES

expect a third party

NO

to use the compiled
financial
statements?

Traditional Compilation.

Management-Use-Only Compilation.

You must attach a compilation
report in accordance with the

The two options are the following:

guidance in SSARS 1, AR Section
100.11-.19.

• A compilation report in accordance
with the guidance in SSARS 1, AR
Section 100.11-.19

YES

• An engagement letter, preferably

signed by management, in
accordance with the requirements

of SSARS 1, AR Section 100.21

.16 The following table illustrates how the new management-use-only compilation engagement fits into
the three existing levels of service on financial statements.
Type of Engagement

Audit
• Unqualified
• Qualified
• Adverse
• Disclaimer
Review

Compilation
• With report
• With communication (no report)

AAM §8180.15

Assurance Provided

Providing an opinion on the financial statements
taken as a whole that they are fairly presented in
accordance with generally accepted accounting
principles (GAAP)
Providing limited assurance that there are no material
modifications that should be made to the financial
statements in order for them to be in conformity with
GAAP
Providing no opinion or any other form of assurance
on the financial statements
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Executive Summary—Overview of the Changes

•

SSARS 1 was amended because of applicability problems and market-driven problems.

• As our profession has changed and as our relationships with our clients have changed, many
practitioners believe they are constrained by the requirements in SSARS 1.
• The definition of submission of financial statements is changed to include only the "preparation of
financial statements."
• A provision for a special management-use-only compilation engagement is created (when the
financial statements are not expected to be used by a third party).

Engagement Administration Issues
Third Parties
What is a third party and what is meant by reasonable expectation?
.17 SSARS 8 states that financial statements may be submitted to a client (management-use-only financial
statements) if the financial statements "are not reasonably expected to be used by a third party." In deciding
whether the financial statements are or reasonably might be expected to be used by a third party, you may
rely on management's representation without further inquiry, unless information comes to your attention
that contradicts management's representation.

.18 SSARS 8 defines third parties as follows.
All parties except for members of management who are generally knowledgeable and
understand the nature of the procedures applied and the basis of accounting and assump
tions used in the preparation of the financial statements.

.19 Note that this is a definition by exception. In other words, the starting point for determining who is
a third party is that all parties are third parties, with the exception of certain members of management. Those
certain members of management would be those members who are knowledgeable enough about the
business to be able to put the information in the proper context. ARSC chose not to define "third parties,"
but instead to define who is not a third party. In order to not be considered a third party, the person or persons
must meet the following two requirements.
1. He or she is a member of management.

2. He or she is knowledgeable enough about the business to put the information in the proper context.

.2 0 For guidance on determining whether or not a person is a member of management, you may refer
to Financial Accounting Standards Board (FASB) Statement of Financial Accounting Standards No. 57,
Related Parties, which includes the following definition.
Persons who are responsible for achieving the objectives of the enterprise and who have the
authority to establish policies and make decisions by which those objectives are to be pursued.
Management normally includes members of the board of directors, the chief executive officer,
chief operating officer, vice presidents in charge of principal business functions (such as sales,
administration, or finance), and other persons who perform similar policymaking functions.
Persons without formal titles also may be members of management.

.2 1 In Exhibit 3, Circle C represents all potential users of an entity's financial statements (banks, bonding
companies, creditors, shareholders, vendors, customers, and so on), and Circle B represents all members of
management. All users in Circle C would be considered third parties. In addition, members of management
in Circle B—
AICPA Audit and Accounting Manual
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EXHIBIT 3

those without the requisite knowledge of the client's business that would allow them to place the information
contained in the financial statements in the proper context—would also be considered third parties.
Compiled financial statements which do not include a report should be restricted to those parties in Circle
A (those members of management that have the requisite knowledge of the business).
.2 2 Does this mean that you will have to make judgments about management's knowledge of their own
business? Although some judgment will be involved in making this determination, you may rely on
management's representation to you that they have the necessary knowledge of the business to put the
information in the proper context (see the illustrative engagement letter in appendix C).
.2

3

The following are examples of third parties.

• ABC Company is a small, closely held business, owned and managed by its sole shareholder, John.
In this situation, absent evidence to the contrary, John has the requisite knowledge of his business
and would not be considered a third party.
• KLM Company is a small, closely held business, managed by one of its ten shareholders, Jane (the
other nine shareholders live out of state and are not involved in the management of the business). In
this situation, absent evidence to the contrary, Jane has the requisite knowledge of the business and
would not be considered a third party. The other nine shareholders, however, would be considered
third parties.
• XYZ Company is a small, closely held business. The management team consists of a president, Joe;
controller, Mary; operations manager, Sue; and sales manager, Jim. Joe, Mary, and Sue are all involved
in the financial operation of the company and are knowledgeable about the accounting principles
and practices being used. Jim, on the other hand, has no finance background and is not involved in
the financial operation of the company. In this example, Joe, Mary, and Sue would not be considered
third parties. Jim, although he is a member of management, does not have the requisite knowledge
of the accounting practices of the business and would be considered a third party.

.24 Note that these financial statements are intended to be restricted to management use, not internal use.
Internal use implies that anyone who is internal to the client might be the intended user of the financial
statements (for example, all employees). SSARS 1, as amended, requires that these financial statements be
restricted to management use.

.25 Also note that those members of management that are considered third parties, Jim (in the preceding
example) could be "brought into the loop" or removed from third-party status. This would be accomplished
by educating those members of management about the accounting principles and practices of the business,
thereby allowing them to place the information in the proper context. This education could be accomplished
by other members of management or by the accountant.

AAM §8180.22
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Management-Use Only Financial Statements Distributed to Third Parties
What should I do if financial statements restricted for management's
use only are subsequently distributed to third parties?
.26 SSARS 8 states the following.

If the accountant becomes aware that the financial statements have been distributed to third
parties, the accountant should discuss the situation with the client and request that the client
have the statements returned. If the client does not comply with this request within a
reasonable period of time, the accountant should notify known third parties that the
financial statements are not intended for third party use, preferably in consultation with his
or her attorney.
.27 If you determine that the financial statements were given to a third party unintentionally (for
example, the client made a mistake or forgot about the restricted nature of the financial statements), then
you should remind the client of the restricted nature of the statements and request that he or she retrieve all
copies from third parties. If the client complies, then no further action would be necessary.
.28 However, if you discover that the client intentionally disregarded the restriction placed on the use
of the financial statements and refuses to retrieve the financial statements, then you should notify known
third parties that the financial statements are not intended for third-party use. Because this action involves
legal matters beyond the scope of this publication, you should consult with an attorney before taking any
action. This action on the part of your client because it bears on the integrity of management, should also be
considered before performing any further services for that client.
.29 In order to minimize the risk of a client distributing management-use-only financial statements to
third parties, you may want to include language in the engagement letter alerting the client to the fact that
if he or she needs financial statements for third-party use, you can provide that service separately (see the
illustrative engagement letter in appendix C).

Change in Kind of Engagement
What if I am engaged to perform the management-use-only compilation, but subsequently,
the client needs compiled or reviewed financial statements for use by a third party?
.30 If the client needs financial statements for third-party use, you may compile (or review) financial
statements for that client and comply with the reporting requirements in SSARS 1, AR Section 100.11—.19 (or
follow requirements for a review engagement). Note that you may do this even if you have previously
compiled the financial statements for management's use only. This would, however, be a different engage
ment. You may want to include language in the engagement letter alerting the client to the fact that if he or
she needs financial statements for third-party use, you can provide that service separately (see the illustrative
engagement letter in appendix C).

Independence and Client Services
What impact does independence have on compilation and review engagements?
Where can I get more guidance on independence issues?
.31 SSARS 1 requires that you identify a lack of independence in a compilation engagement and prohibits
you from reviewing financial statements if you are not independent. The lack of independence is noted either
in the compilation report or in the engagement letter if the financial statements are restricted to management's
use and not intended to be used by third parties. The following sentence is added to the appropriate
communication.

I (we) am (are) not independent with respect to XYZ Company.
AICPA Audit and Accounting Manual
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.32 Guidance for determining independence can be found in Rule 101, the Interpretations of Rule 101,
and the related independence rulings of the AICPA Code of Professional Conduct. You should also consult
the independence rules of your state board of accountancy, your state CPA society, and any applicable
regulatory agency.
.33 Independence is a difficult area; it is easy to define but difficult to apply. Consequently, the AICPA
developed a new user-friendly Audit Risk Alert to understanding the subject of independence, The ABCs of
Independence (Product No. 022271kk).

Client and Engagement Selection
Is a management-use-only compilation engagement appropriate for every client?
What should I consider in making this decision?
.34 Engagements to compile financial statements for management's use only are not appropriate for
every client. As a result of the unique nature of these financial statements and the fact that they are restricted
for management's use only, there may be situations in which this engagement is not appropriate. Just as
practitioners make decisions every day about client and engagement selection, they will also have to make
decisions about when management-use-only compilations are appropriate.
.35 Key issues to consider in determining whether or not to perform this engagement include the
following:

•

Needs of third parties. Does a third party (for example, a bank) need compiled financial statements
on a regular basis?

•

Information that might bear on the integrity of management. Has information come to your attention that
gives you reason to doubt the integrity of management?

•

Past experience with management. Have past experiences on other engagements been positive?

•

Independence considerations. You may have to consider carefully the independence implications of
being closely involved with management-use-only financial statements. For further guidance, see the
new Audit Risk Alert, The ABCs of Independence.

•

Cost/benefit considerations. Can you perform the engagement at a reasonable cost to the client versus
the benefit over a traditional compilation engagement?

•

Risk management considerations. Some practitioners may perceive this engagement as more risky than
a traditional compilation (which offers the additional protection of the compilation report).

Executive Summary—Engagement Administration Issues

•

The definition of third parties includes all parties except for members of management who are
generally knowledgeable and understand the nature of the procedures applied and the basis of
accounting and assumptions used in the preparation of the financial statements.

•

Under this definition, some members of management may be considered third parties.

•

If you become aware that the financial statements have been distributed to third parties, you should
discuss the situation with the client and request that the client have the statements returned.

•

If the client does not comply with this request within a reasonable period of time, you should
notify known third parties that the financial statements are not intended for third-party use,
preferably in consultation with your attorney.

•

Compiling financial statements for management's use only does not preclude you from compiling
financial statements for the same period for use by third parties.

AAM §8180.32
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Executive Summary—Engagement Administration Issues—continued

•

For guidance in the area of independence, you may want to consult the new AICPA Audit Risk
Alert, The ABCs of Independence.

•

You should carefully consider the implications of compiling financial statements for
management's use only in making client selection and engagement decisions.

Accounting and Reporting Issues
Communicating With the Financial Statement User
What's the difference between a report and a communication?
. 36 If you submit financial statements to a client that will be used by a third party (or if you reasonably
expect that they might be used by a third party), you must comply with the reporting requirements in SSARS
1, AR Section 100.11—.19. These paragraphs contain the following requirements:

1

. Standards for the form of a standard compilation report

2

. Standards for reporting on financial statements that omit substantially all disclosures

3

. Standards for reporting when the accountant is not independent

4 . Standards for reporting when there are departures from GAAP or an other comprehensive basis of
accounting (OCBOA)

. 37 If the financial statements are for management's use only (and you do not reasonably expect them
to be used by a third party), there is an additional communication option: a written engagement letter
(preferably signed by management). This engagement letter must contain the following elements:

•

A description of the nature and limitations of the services to be provided

•

A statement that a compilation is limited to presenting in the form of financial statements information
that is the representation of management

•

A statement that the financial statements have not been audited or reviewed

•

A statement that no opinion or any other form of assurance on the financial statements will be provided

•

An acknowledgment that management has knowledge about the nature of the procedures applied
and the basis of accounting and assumptions used in the preparation of the financial statements

•

An acknowledgment of management's representation and agreement that the financial statements
will not be used by third parties

•

A statement that the engagement cannot be relied upon to disclose errors, fraud, or illegal acts

.38

The engagement letter should also include the following additional matters, if applicable:

•

A statement that material departures from GAAP or OCBOA may exist and the effects of those
departures on the financial statements may not be disclosed

•

A statement that substantially all disclosures (and the statement of comprehensive income and
statement of cash flows, if applicable) required by GAAP or OCBOA may be omitted

•

A statement that the accountant is not independent

•

A reference to any supplementary information that may be included

An example of this communication can be found in appendix C.
AICPA Audit and Accounting Manual
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The Engagement Letter in a Management-Use Only Compilation
Can an engagement letter in a management-use-only compilation cover multiple periods?
Can this engagement letter cover multiple services?
Is management required to sign the engagement letter?
How should I document this engagement letter?
.39 In an engagement to compile financial statements for management's use only, a written engagement
letter is required (note that in all compilation and review engagements an understanding with the client is
required). This engagement letter must address certain matters (see the "Communicating With the Financial
Statement User" section of this Alert). It is permissible to issue one engagement letter to cover multiple
periods and/or multiple services. However, it is recommended that this engagement letter be updated at
least annually. This is attributable to the fact that client relationships change over time, and it is especially
important in this kind of engagement to ensure that there is a good understanding between the CPA and the
client (restricted nature of the statements, limitations of the financial statements).
.40 In addition, care should be exercised in adding additional services to the engagement letter. Although
it is common to address additional services such as bookkeeping, tax, payroll, and consulting in this
engagement letter, it is not advisable to include both the management-use compilation and traditional
(unrestricted) compilation engagements in the same engagement letter. Should the client need compiled
financial statements for third-party use, it is recommended that a separate engagement letter be issued in
order to reduce the risk of misunderstanding and confusion about the two kinds of engagements.
.41 Management is not required to sign the engagement letter, but it is preferable and highly advisable.
Obtaining management's signature on the engagement letter helps to ensure that management has read and
understands the letter and the engagement. If the engagement letter is mailed to the client, it may be advisable
to send the letter by certified mail or another means that will provide proof of receipt. In any case, a copy of
the engagement letter should be included in your working papers.

Basis of Accounting in a Management-Use Only Compilation
Are management-use financial statements required to be
presented in accordance with GAAP (or OCBOA)?
.42 In SSARS 1, AR Section 100.04, a financial statement is defined as the following.

A presentation of data, including accompanying notes, derived from accounting records
and intended to communicate an entity's economic resources or obligations at a point in
time, or the changes therein for a period of time, in accordance with generally accepted
accounting principles (GAAP) or a comprehensive basis of accounting other than GAAP
(OCBOA).
.43 Theoretically, to be considered financial statements, these management-use financial statements should
be prepared using GAAP or OCBOA. However, as with any compiled or reviewed financial statements, there
maybe departures from that basis (measurement or disclosure). Financial statements that are, or might reasonably
be expected to be, used by a third party include a report identifying these departures. Management-use-only
financial statements will not include a report. However, the engagement letter may identify departures. The fact
that departures may exist in these financial statements does not mean that the financial statements are not
prepared using GAAP or OCBOA. As a result of the restricted nature of the financial statements, however, there
is no need to identify the particular basis of accounting being used. This is attributable to the fact that management
was involved in designing the financial statements to provide the best information available for managing his or
her business. He or she is already aware of the limitations of the financial statements, including the fact that they
may not be prepared in strict conformity with GAAP or OCBOA.
AAM §8180.39
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.44 In addition, titles such as "Income Statement" or "Balance Sheet" should be used only on GAAP
financial statements. Appropriate titles for OCBOA financial statements include "Statement of Assets,"
"Liabilities, and Equity—Income Tax Basis," or "Statement of Revenues and Expenses—Cash Basis."
However, as a result of the restricted nature of these financial statements, strict adherence to proper titles is
not always necessary. Management should understand and be able to use the financial statements. Therefore,
any reasonable title that management understands would be appropriate.

Legend on Each Page of the Financial Statements
Do financial statements restricted to management use
only have to contain a legend or reference to a report?
.45 SSARS 8 requires that you place a legend on each page of the financial statements restricted to
management's use only indicating the restricted nature of the presentation (meaning, restricted to manage
ment use), such as "Restricted for Management's Use Only" or "Solely for the information and use of the
management of XYZ Company and is not intended to be and should not be used by any other party."
Although a legend is required, you do not have to use either of these two examples (as long as you indicate
the restricted nature of the financial statements). Some practitioners may choose more descriptive legends,
such as the following.

These financial statements are for use by management only and should not be relied upon
by others. These statements may contain material departures from generally accepted
accounting principles and the effects of those departures, if any, are not disclosed.
Restricted for Management-Use Only—Not for External Distribution

.46 This legend may be placed on the financial statements by installing footers in financial statement
software, by using a rubber stamp, by manually writing the legend, or any other method that is practical for
the accountant.

.47 Because the financial statements are intended to be restricted to management's use, the use of the
words Internal use should be avoided.

Restricting to Specific Members of Management
Can the financial statements be restricted to specific members of management?
.48 As an option, you may choose to further limit the use of management-use-only financial statements
to specified members of management. To accomplish this, an optional paragraph may be added to the
engagement letter, as follows.

.49 The financial statements are intended solely for the information and use of John Doe, Jane Doe, and
Jim Smith, and are not intended to be and should not be used by any other party.

•
•

Executive Summary—Accounting and Reporting Issues
The kind of communication (report or engagement letter) used in a compilation engagement
depends upon the intended user of the financial statements.

More flexibility is allowed for management-use-only financial statements in the areas of
presentation, measurement, and disclosure, as a result of the restricted nature of the financial
statements.

•

A legend must be placed on each page of the financial statements restricted to management's use only.

•

Financial statements restricted to management's use only may be restricted to specific members
of management by adding appropriate language to the engagement letter.
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Other Implementation Issues
Correlation With Other Professional Services
Can management-use-only financial statements be used in other than traditional business situations?
Can a personal financial statement be considered management use only?
Can management-use-only financial statements be used in ElderCare services?
Can management-use-only financial statements be provided to a not-for-profit or governmental entity?
What about trusts and estates?
.50 According to SSARS 8 financial statements may be compiled for management's use only as long as
the financial statements are not expected to be used by third parties. In business entities, this determination
is not difficult to apply. However, if the client is an individual, not-for-profit, or governmental entity, then
care should be exercised. The following table may be helpful in making these judgments.

Engagement

Management-Use Only
Compilation Allowed?

Personal financial
statements

Yes, as long as the financial statements
are restricted to management use only.
In this context, only the individual
whose financial statements are pre
sented would be considered manage
ment. Note that the individual's
advisers (for example, attorney, finan
cial planner, banker) would be con
sidered third parties.

ElderCare services

Yes, as long as the financial statements
are restricted to management use only.
In this context, whomever is responsible
for achieving the objectives of the
individual and has the authority to
establish policies and make decisions by
which those objectives are to be pursued
would be considered management.

Not-for-profit
organizations

Yes, as long as the financial statements
can be restricted to management use
only. However, if the organization's
financial information is subject to public
examination, then management useonly financial statements would not be
appropriate because management
cannot legally agree to restrict the finan
cial statements to management's use only.

Trusts or estates

Yes, as long as the financial statements
are restricted to management use only.
In this context, whomever is responsible
for achieving the objectives of the trust
or estate and has the authority to
establish policies and make decisions by
which those objectives are to be pursued
would be considered management.
Generally, this would be the trustee or
executor, but not the beneficiaries.

AAM §8180.50
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SSARS 6 provides for an exemption
from SSARS 1 for personal financial
statements included in personal
financial plans. Under SSARS 6, the
personal financial plan may be used by
the individual's advisers to assist in
implementing the plan.
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Other Options

No, because a governmental entity's
financial information is subject to
public examination, management-useonly financial statements would not be
appropriate because management
cannot legally agree to restrict the
financial statements to management's
use only.

Peer Review Implications
Will these management-use-only compilation engagements be subject to peer review?
.51 In general, in order to maintain membership in the AICPA, any firm or individual who performs
engagements resulting in a report being issued under the professional standards must be enrolled in an
approved practice monitoring program. Historically, this has meant that any firm or individual who
performs audits, reviews, compilations, or other attestation engagements was subject to peer review.
Nevertheless, financial statements compiled for management's use only do not include a report, theoretically
putting them outside the purview of peer review.

.52 The Peer Review Board has determined that if a compilation for management's use is issued with an
engagement letter, not with a report, and is the only accounting and auditing service performed by the firm, the
firm would not be required by the AICPA to enroll in an Institute-approved Practice Monitoring Program. If a
firm is already enrolled in such a program, and performs these engagements, this engagement would be included
in the definition of a firm's accounting and auditing practice and would be within the scope of peer review.
.53 You should consult with your state CPA society (or other organization responsible for conducting
peer review) to determine the appropriate course of action in your own state.

Effective Date
When are the changes effective?
When will financial statements compiled for management use only be available to my clients?
.54 SSARS 8 is effective for financial statements submitted after December 31, 2000. Therefore, the new
definition of submission becomes operable on January 1, 2001. Financial statements restricted for manage
ment's use only (compiled without a report) may be provided to clients starting on that date.
.55 Note that the effective date is connected to the submission of the financial statements, not the date
of or period covered by the financial statements. Therefore, the new management-use-only financial state
ments may be for a prior period (for example, December 31, 2000, or the year then ended).

•

Executive Summary—Other Implementation Issues
Financial statements compiled for management's use only may be used in other kinds of
engagements (personal financial statements, ElderCare, not-for-profits, and so on) as long as the
financial statements can actually be restricted to management's use only.

•
•

Management-use-only financial statements should not be provided to governmental entities.
You should consult with your state CPA society (or other organization responsible for conducting peer
review) to determine whether these management-use-only engagements will be subject to peer review.

•

The two major changes (the definitions of submission and management-use-only compilations) will
become effective for financial statements submitted after December 31, 2000.
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.56

Appendix A
Implementation Questions & Answers
These Q&As have been included to concisely cover some of the most frequently asked questions about
Statement on Standards for Accounting and Review Services (SSARS) 8.
During the two years of discussions, debates, and comment letters, the ARSC continuously stressed the need
for educating practitioners about the changes that were being proposed. As questions arose, the ARSC
documented these along with the answers that they agreed upon. The result is the following list of the most
frequently asked questions about SSARS 8.
1. What are the communication options in a compilation engagement?

The kind of communication you use depends upon the intended use of the financial statements. If
the financial statements will be used by a third party (or if you reasonably expect that they might be
used by a third party), then a compilation report is the only appropriate communication. If you do
not reasonably expect a third party to use the compiled financial statements, then you can choose
either of the following two options.
a.

Issue a compilation report (in other words you may choose to perform a traditional compilation).

b.

Document your understanding with the client in an engagement letter, preferably signed by
management.

See the "Accounting and Reporting Issues" section of this Alert for a discussion of what must be
included in the engagement letter and see appendix C, "Compilation of Financial Statements Not
Intended for Third-Party Use—Illustrative Engagement Letter," for an illustrative engagement letter.
2. Have either or both the performance and reporting standards for review engagements been affected?
No. The performance and reporting standards for review engagements have not changed.
3. Can I make a statement that the financial statements are "not presented in conformity with generally
accepted accounting principles (GAAP) or other comprehensive bases of accounting (OCBOA)?"

No. Including such a statement in a compilation report would be tantamount to expressing an
adverse opinion on the financial statements taken as a whole.
If the financial statements are accompanied by a report, then each known departure that would have
a material effect on the financial statements must be either corrected or identified, along with the
effect of the departure on the financial statements (if the effect is known).

If the financial statements are for management's use only, then a statement can be made in the
engagement letter that "material departures from GAAP or OCBOA may exist and the effects of these
departures, if any, on the financial statements may not be disclosed."

4. Do I have to identify each and every measurement departure from GAAP or OCBOA?
If the financial statements are accompanied by a report, then each known departure that would have
a material effect on the financial statements must be either corrected or identified, along with the
effect of the departure on the financial statements (if the effect is known).
If the financial statements are for management's use only, then a statement can be made in the
engagement letter that "material departures from GAAP or OCBOA may exist and the effects of these
departures, if any, on the financial statements may not be disclosed."
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5. Can I perform a compilation if I am not independent?

Yes, as long as the lack of independence is disclosed. If the financial statements are accompanied by
a report, then a paragraph is added to the compilation report. If the financial statements are for
management use only, then a statement is added to the engagement letter. In either case, the
disclosure should read as follows:
I (we) am (are) not independent with respect to XYZ Company.

6. How do I determine whether I am independent?
Refer to Rule 101 of the AICPA Code of Professional Conduct, along with the related Interpretations
of Rule 101 and independence rulings for guidance for determining independence. You may also
consult the AICPA's new Audit Risk Alert, The ABCs of Independence.
7. What kind of legend is required on compiled financial statements?

If the financial statements are accompanied by a report, then each page of the financial statements
should include a reference to the report, such as the following:
See accountant's compilation report.
If the financial statements are for management's use only, then each page of the financial statements
should include a reference to the restricted nature of the financial statements, such as either of the
following.

Restricted for Management's Use Only
Solely for the information of and use by the management of XYZ Company and not
intended to be and should not be used by any other party

8. May I issue a standard compilation report on financial statements that have previously been compiled
for management's use only?

Yes. However, you would have to comply with the reporting requirements in SSARS 1 before
issuing the compilation report.

9. May I compile interim financial statements (for example, monthly or quarterly) that are restricted to
management's use only and then issue a standard compilation report on the year-end financial
statements?
Yes. However, the compilation of the year-end financial statements would be considered a separate
engagement and would be subject to both the performance standards and reporting standards in
SSARS 1.
10. What should I do if I discover that financial statements that were restricted to management's use only
have been distributed to third parties?
The first step should be to discuss the situation with the client and remind him or her of the restricted
nature of the financial statements. You should also request that the client retrieve any copies of the
financial statements that have been distributed to third parties. If the client complies with this request,
then no further action is necessary.

If the client does not comply with this request within a reasonable period of time, you should attempt
to notify known third parties that the financial statements are not intended for third-party use.
Because this action will involve complex legal issues, you should consult with an attorney before
proceeding.
11. May I submit drafts of management-use-only financial statements?

Yes. As long as you have complied with all performance requirements in SSARS 1, AR Section 100.05
and 100.07-10. These draft management-use-only financial statements should still contain the legend
indicating the restricted nature of the financial statements (in order to minimize the risk of misun
derstanding about the intended users of the financial statements).
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12. May I use the new communication option (engagement letter) for a prescribed form under SSARS 3?

No. SSARS 3 provides guidance for reporting on financial statements contained in certain prescribed
forms. Because the intended user of these financial statements is generally a third party (for example,
a bank or an industry association), the new communication option would not be appropriate.
13. May I issue a standard compilation report on comparative statements when the prior period financial
statements were restricted to management's use only?

Yes. However, you will have to comply with the SSARS 1 reporting requirements for both periods
before issuing the report on the comparative statements. In other words, the reporting requirements
in AR Section 100.11—.19 would apply to both periods.

14. May I issue management-use-only financial statements for an individual (that is, personal financial
statements)?
Yes. You can do this as long as the financial statements are restricted to management's use only. In
this context, only the individual whose financial statements are presented would be considered to be
management.

15. May I include supplementary information with management-use-only financial statements?

Yes. Supplementary information (which may include charts, graphs, tables, details of financial
statement line items) may be included with the financial statements. You should include a statement
in the engagement letter indicating your level of responsibility with respect to the supplementary
information, such as the following.

The other data accompanying the financial statements are presented only for supple
mentary analysis purposes and were compiled from information that is the repre
sentation of management, without audit or review, and we do not express an opinion
or any other form of assurance on such data.
16. Is it possible for someone who is a third party to become a non-third party?

Yes, it is possible as long as that party is a member of management. In order to not be considered a
third party, the person must meet the following two tests.
a. He or she is a member of management.
b. He or she is knowledgeable enough about the business to put the information in the proper context.

If the person is not generally knowledgeable about and does not understand the nature of the
procedures applied and the basis of accounting and assumptions used in the preparation of the
financial statements, then he or she can be educated and "brought into the loop." This education can
be done by other members of management or by the accountant.
17. If I am engaged to perform a standard compilation, may I change the engagement to a management
use-only engagement?

Yes. However, as with any situation involving a change in the kind of engagement, you should
carefully consider the reason for a request for a change in the engagement. You may compile financial
statements restricted to management's use only if you do not reasonably expect that they will be used
by a third party.

18. If I am engaged to perform a management-use-only compilation engagement, may I change the
engagement to a standard compilation?
Yes.

19. Can I issue one engagement letter to cover multiple periods?
Yes. Engagement letters that cover an entire year are very common and may address multiple
services. However, it is recommended that engagement letters be updated at least annually.
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20. If a client has bank debt, can I ever reasonably expect that the financial statements will not be used
by a third party?
Yes. The mere fact that a client has bank debt will not preclude you from compiling financial
statements for management's use only. You should, however, explain to the client that management
use-only financial statements are not intended to be used by the bank (or any other third party). If
and when the client needs financial statements for distribution to the bank or others, you may discuss
with him or her the requested level of service. You would not be precluded from compiling financial
statements with a report when requested to do so.

21. Can I omit the statement of cash flows from financial statements restricted for management's use
only?

Yes. The engagement letter should contain a statement such as the following.
Substantially all disclosures (and the statement of comprehensive income and statement
of cash flows) required by generally accepted accounting principles (or an other com
prehensive basis of accounting) may be omitted.
22. Do compiled financial statements have to contain footnotes?
In general, financial statements should include appropriate footnote disclosures. However, compiled
financial statements may omit those disclosures as long as that omission is disclosed and as long as
the accountant is not aware of any intention to mislead the user of the financial statements.

This omission is disclosed either in the compilation report or in the engagement letter (for financial
statements restricted to management's use only).

In the compilation report, the omission is disclosed as follows.
Management has elected to omit substantially all disclosures (and the statement of
comprehensive income and statement of cash flows) required by generally accepted
accounting principles. If the omitted disclosures were included in the financial state
ments, they might influence the user's conclusions about the company's financial
position, results of operations, and cash flows. Accordingly, these financial statements
are not designed for those who are not informed about such matters.

In the engagement letter (for financial statements restricted to management's use only), the disclosure
would be as follows.
Substantially all disclosures (and the statement of comprehensive income and statement
of cash flows) required by generally accepted accounting principles (or an other com
prehensive basis of accounting) may be omitted.

23. What titles should be used on financial statements restricted to management's use only?

In general, titles such as "Income Statement" or "Balance Sheet" should only be used on GAAP
financial statements. Appropriate titles for OCBOA financial statements include "Statement of
Assets, Liabilities, and Equity—Income Tax Basis" or "Statement of Revenues and Expenses—Cash
Basis." However, as a result of the restricted nature of these financial statements, strict adherence to
proper titles is not always necessary. Since these financial statements are designed to meet manage
ment's needs in managing their business, you should use titles that management understands.
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Appendix B
Compilation of Financial Statements
During the initial development of Statement on Standards for Accounting and Review Services (SSARS) 8,
the members of ARSC designed a flowchart to help guide their discussion about the proposed changes in
SSARS 1. This flowchart is also useful in explaining how compilation engagements may change due to the
issuance of SSARS 8.
START

This flowchart was designed by ARSC to
explain how compilation engagements may
change due to the issuance of SSARS 8.

Will you
NO

submit
financial
statements?

Are any
exemptions
from SSARS 1
applicable?

YES

NO

Were you
engaged to
compile2 and
report on financial
statements?

YES

SSARS 1 is not
applicable.

Follow applicable guidance, as follows:
• Personal financial statements included in a personal financial
plan (SSARS 6)
• Certain prescribed forms (SSARS 3)
• Litigation support services (Interpretation No. 20)

Establish an understanding with the client and follow performance
requirements in SSARS 1, AR Section 100.07-10
• Possess or obtain a general understanding of the industry.
• Possess or obtain a general understanding of the client's
business.
• Take certain actions if the information supplied by the client
appears to be incorrect, incomplete, or otherwise unsatisfactory,
for the intended use.
• Read the compiled financial statements and consider whether
they appear to be appropriate in form and free of obvious
material errors. Follow the reporting requirements in SSARS 1,
AR Sections 100.11-.19.

NO

Do you

reasonably
expect a third
party3 to use the
compiled financial
statements?

NO
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YES

Establish an understanding with the client and follow performance
requirements in SSARS 1, AR Sections 100.07-10.
• Possess or obtain a general understanding of the industry.
• Possess or obtain a general understanding of the client's
business.
• Take certain actions if the information supplied by the client
appears to be incorrect, incomplete, or otherwise unsatisfactory,
for the intended use.
• Read the compiled financial statements and consider whether
they appear to be appropriate in form and free of obvious
material errors.
Follow communication requirements in SSARS 1, AR Sections
100.20-.23.
• Issue a compilation report, or follow the next bullet.
• Document understanding with client with a written engagement
letter, preferably signed by management.4
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1

Submission of financial statements—Presenting to a client or third parties financial statements that the accountant has prepared
either manually or through the use of computer software.

2

Compilation of financial statements—Presenting in the form of financial statements information that is the representation of
management (owners) without undertaking to express any assurance on the statements.

3

Third parties—All parties except for management who are generally knowledgeable and understand the nature of the procedures
applied and the basis of accounting and assumptions used in the preparation of the financial statements.

4

The engagement letter should include the following matters:
•

A description of the nature and limitations of the services to be performed

•

A statement that a compilation is limited to presenting in the form of financial statements information that is the represen
tation of management

•

A statement that the financial statements have not been audited or reviewed

•

A statement that no opinion or any other form of assurance on the financial statements will be provided

•

An acknowledgment that management has knowledge about the nature of the procedures applied and the basis of account
ing and assumptions used in the preparation of the financial statements

•

An acknowledgment of management's representation and agreement that the financial statements will not be used by
third parties

•

A statement that the engagement cannot be relied upon to disclose errors, fraud, or illegal acts

The engagement letter should also include the following additional matters, if applicable:
•

A statement that material departures from generally accepted accounting principles (GAAP) or other comprehensive bases
of accounting (OCBOA) may exist and the effects of those departures on the financial statements may not be disclosed

•

A statement that substantially all disclosures (and the statement of comprehensive income and statement of cash flows, if
applicable) required by GAAP or OCBOA may be omitted

•

A statement that the accountant is not independent

•

A reference to any supplementary information that may be included
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Appendix C
Compilation of Financial Statements Not Intended for Third-Party Use—
Illustrative Engagement Letter
This illustrative engagement letter was designed by the Accounting and Review Services Committee (ARSC)
to be used in compilation engagements when the financial statements are not expected to be used by third
parties.

Statement on Standards for Accounting and Review Services (SSARS) 8 requires that if financial statements
are compiled for management's use only (not expected to be used by third parties) a written engagement
letter is required (if a report is not issued). SSARS 8 requires specific items to be documented in this written
engagement letter. The following illustrative engagement letter was designed by ARSC to be used in this
type of compilation engagement.
[Appropriate salutation]
This letter is to confirm our understanding of the terms and objectives of our engagement
and the nature and limitations of the services we will provide.
We will perform the following services:
1.

We will compile, from information you provide, the [monthly, quarterly, or other fre
quency] financial statements of XYZ Company for the year 20XX. A compilation is
limited to presenting in the form of financial statements information that is the repre
sentation of management. We will not audit or review the financial statements and
accordingly, will not express an opinion or any other form of assurance on them. The
financial statements will not be accompanied by a report.

Based upon our discussions with you, these financial statements are for management's use
only and are not intended for third party use.
Material departures from generally accepted accounting principles (GAAP) (or other com
prehensive bases of accounting [OCBOA]) may exist and the effects of those departures, if
any, on the financial statements may not be disclosed. In addition substantially all disclo
sures required by GAAP (or OCBOA) may be omitted. [The accountant may wish to identify
known departures.] Notwithstanding these limitations, you represent that you have knowl
edge about the nature of the procedures applied and the basis of accounting and assump
tions used in the preparation of the financial statements that allows you to place the financial
information in the proper context. Further, you represent and agree that the use of the
financial statements will be limited to members of management with similar knowledge.

The financial statements are intended solely for the information and use of [include list of
specified members of management] and are not intended to be and should not be used by any
other party. [Optional]
2.

We will also [discussion of other services].—[Optional]

Our engagement cannot be relied upon to disclose errors, fraud, or illegal acts that may exist.
However, we will inform the appropriate level of management of any material errors that
come to our attention and any fraud or illegal acts that come to our attention, unless clearly
inconsequential.
We are not independent with respect to [name of entity]. [If applicable]
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[The other data accompanying the financial statements are presented only for supplemen
tary analysis purposes and will be compiled from information that is the representation of
management, without audit or review, and we will not express an opinion or any other form
of assurance on such data.—if applicable]
In view of the limitations described above, you agree not to take, or assist in, any action
seeking to hold us liable for damages due to any deficiency in the financial statements we
prepare and you agree to hold us harmless from any liability and related legal costs arising
from any third party use of the financial statements in contravention of the terms of this
agreement. [Optional]
Our fees for these services. [Include amounts].

Should you require financial statements for third party use, we would be pleased to discuss
with you the requested level of service. Such engagement would be considered separate and
not deemed to be part of the services described in this engagement letter.

If the foregoing is in accordance with your understanding, please sign the copy of this letter
in the space provided and return it to us.*
Sincerely yours,

[Signature of accountant]

Accepted and agreed to:
XYZ Company

Title

Date

Some accountants prefer not to obtain an acknowledgment, in which case their letter would omit the paragraph beginning "If the
foregoing..." and the spaces for the acknowledgment. The first paragraph of their letter might begin as follows: "This letter sets forth
our understanding of the terms and objectives of our engagement..."
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Appendix D
SSARS 8—Amendment to Statement on Standards for Accounting and Review
Compilation and Review of Financial Statements

Services 1,

1. This amendment provides communication and performance requirements for unaudited financial
statements submitted to a client that are not expected to be used by a third party. The performance
and communication requirements for such engagements would be subject to the Statement on
Standards for Accounting and Review Services (SSARS 1), Compilation and Review of Financial
Statements (AICPA, Professional Standards, vol. 2, AR sec. 100), as amended. This Statement does not
preclude an accountant from reporting in compliance with SSARS 1 in such engagements.

.01 This Statement sets forth the performance and communication requirements when an accountant
submits unaudited financial statements of a nonpublic entity to his or her client or third parties.
The accountant should not submit unaudited financial statements of a nonpublic entity to his or
her client or a third party unless, as a minimum, he or she complies with the provisions of this
Statement applicable to a compilation engagement.
a.

Compilation of financial statements.1 If the accountant performs a compilation, a communica
tion to management is required. The type of communication depends on the following.

1. If the accountant is engaged to report on compiled financial statements or submits finan
cial statements to a client that are or reasonably might be expected to be used by a third
party, see SSARS 1, AR sections 100.11—.19 for reporting requirements.
2. If the accountant submits financial statements to a client that are not reasonably expected
to be used by a third party, see SSARS 1, AR sections 100.20-.23 for required communi
cations to management.

In deciding whether the financial statements are or reasonably might be expected to be used by
a third party, the accountant may rely on management's representation without further inquiry,
unless information comes to his or her attention that contradicts management's representation.
In each of the above circumstances, the performance requirements in AR sections 100.05 and
100.07-.10 apply.
b.

Review of financial statements.1
2 If the accountant performs a review, see AR sections 100.05
and 100.24-.39 for performance and reporting requirements.

.02 If the accountant performs more than one service (for example, a compilation and an audit), the
accountant should issue the report that is appropriate for the highest level of service rendered.3

.03 An accountant should not consent to the use of his or her name in a document or written
communication containing unaudited financial statements of a nonpublic entity unless (a) the
accountant has compiled or reviewed the financial statements and a report accompanies them or
(b) the financial statements are accompanied by an indication that the accountant has not
compiled or reviewed the financial statements and that the accountant assumes no responsibility
1 See appendix A, "Compilation of Financial Statements," for a flowchart describing the requirements of Statements on Standards for
Accounting and Review Services (SSARSs) for a compilation engagement.
2 Statements on Auditing Standards (SASs) provide guidance to the accountant who performs services in connection with the
unaudited financial statements of a public entity. However, if a public entity does not have its annual financial statements audited, an
accountant may review the entity's annual or interim financial statements in accordance with SSARSs as permitted by footnote 4 of SAS
No. 26, Association With Financial Statements (AICPA, Professional Standards, vol. 1, AU sec. 504.05).
3 SSARS 3, Compilation Reports on Financial Statements Included in Certain Prescribed Forms (AICPA, Professional Standards, vol. 2, AR
sec. 300), permits an accountant who has reviewed the financial statements of a nonpublic entity to issue a compilation report on
financial statements for the same period that are included in a prescribed form that calls for departure from generally accepted
accounting principles (GAAP).
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for them. If an accountant becomes aware that his or her name has been used improperly in any
client-prepared document containing unaudited financial statements, the accountant should
advise the client that the use of his or her name is inappropriate and should consider what other
actions might be appropriate, including consultation with his or her attorney.

Definitions
.04 Certain terms are defined for purposes of this Statement as follows.
Submission of financial statements. Presenting to a client or third parties financial statements that
the accountant has prepared either manually or through the use of computer software.

Third party. All parties except for members of management who are knowledgeable about the
nature of the procedures applied and the basis of accounting and assumptions used in the
preparation of the financial statements.4
Nonpublic entity. Any entity other than (a) one whose securities trade in a public market either on
a stock exchange (domestic or foreign) or in the over-the-counter market, including securities quoted
only locally or regionally; (b) one that makes a filing with a regulatory agency in preparation for the
sale of any class of its securities in a public market; or (c) a subsidiary, corporate joint venture, or other
entity controlled by an entity covered by (a) or (b). (See SSARS 2, Reporting on Comparative Financial
Statements [AICPA, Professional Standards, vol. 2, AR sec. 200].)

Financial statement. A presentation of financial data, including accompanying notes, derived
from accounting records and intended to communicate an entity's economic resources or
obligations at a point in time, or the changes therein for a period of time, in accordance with
generally accepted accounting principles (GAAP)5 or a comprehensive basis of accounting other
than GAAP.6 Financial forecasts, projections and similar presentations,7 and financial presenta
tions included in tax returns are not financial statements for purposes of this Statement. The
following financial presentations are examples of financial statements:8
•

Balance sheet

•

Statement of income

•

Statement of comprehensive income

•

Statement of retained earnings

•

Statement of cash flows

•

Statement of changes in owners' equity

•

Statement of assets and liabilities (with or without owners' equity accounts)

•

Statement of revenue and expenses

•

Statement of financial position

4 The accountant may wish to specify those members of management. See appendix D, "Compilation of Financial Statements Not
Intended for Third-Party Use—Illustrative Engagement Letter."
5 The definition of GAAP and the hierarchy of established accounting principles presented in SAS No. 69, The Meaning of Present
Fairly in Conformity With Generally Accepted Accounting Principles in the Independent Auditor's Report (AICPA, Professional Standards,
vol. 1, AU sec. 411), is also applicable to compilations and reviews of financial statements performed under SSARSs.

6 The term comprehensive basis of accounting other than generally accepted accounting principles is defined in SAS No. 62, Special Reports
(AICPA, Professional Standards, vol. 1, AU sec. 623.04). Hereafter, reference to GAAP in this Statement includes, where applicable, an
other comprehensive basis of accounting (OCBOA). SAS No. 62, AU section 623.09 and .10, provides guidance on evaluating the
adequacy of disclosure in financial statements prepared in conformity with OCBOA.
7 Statement on Standards for Attestation Engagements No. 1, Financial Forecasts and Projections (AICPA, Professional Standards, vol. 1,
AT sec. 200), as well as the AICPA Guide for Prospective Financial Information, provide guidance on preparing and reporting on financial
forecasts, projections, and similar presentations.
8 SAS No. 62, AU section 623.07, provides guidance with respect to suitable titles for financial statements that are prepared in
conformity with OCBOA other than GAAP.
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•

Statement of operations by product lines

•
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A financial statement may be, for example, that of a corporation, a consolidated group of
corporations, a combined group of affiliated entities, a not-for-profit organization, a governmen
tal entity, an estate or trust, a partnership, a proprietorship, a segment of any of these, or an
individual. The method of preparation (for example, manual or computer preparation) is not
relevant to the definition of a financial statement.
Compilation of financial statements. Presenting in the form of financial statements9 information
that is the representation of management (owners) without undertaking to express any assurance
on the statements. (The accountant might consider it necessary to perform other accounting
services to compile the financial statements. See AR section 100.08.)

Review of financial statements. Performing inquiry and analytical procedures that provide the
accountant with a reasonable basis for expressing limited assurance that there are no material
modifications that should be made to the statements for them to be in conformity with GAAP
or, if applicable, with an other comprehensive basis of accounting (OCBOA). (The accountant
might consider it necessary to compile the financial statements or to perform other accounting
services to enable him or her to perform a review. See AR section 100.30.)

The objective of a review differs significantly from the objective of a compilation. The inquiry
and analytical procedures performed in a review should provide the accountant with a reason
able basis for expressing limited assurance that there are no material modifications that should
be made to the financial statements. No expression of assurance is contemplated in a compilation.
The objective of a review also differs significantly from the objective of an audit of financial statements
in accordance with generally accepted auditing standards (GAAS). The objective of an audit is to
provide a reasonable basis for expressing an opinion regarding the financial statements taken as a
whole. A review does not provide a basis for the expression of such an opinion because a review does
not contemplate obtaining an understanding of internal control or assessing control risk; tests of
accounting records and of responses to inquiries by obtaining corroborating evidential matter
through inspection, observation, or confirmation; and certain other procedures ordinarily performed
during an audit. A review may bring to the accountant's attention significant matters affecting the
financial statements, but it does not provide assurance that the accountant will become aware of all
significant matters that would be disclosed in an audit.

Understanding With the Entity
.

05 The accountant should establish an understanding with the entity, preferably in writing, regard
ing the services to be performed. However, if the engagement is to compile financial statements
not expected to be used by a third party, a written communication is required. (See AR
sections 100.20-.21.) The understanding should include a description of the nature and
limitations of the services to be performed and a description of the report, if a report is to be
issued. The understanding should also provide (a) that the engagement cannot be relied upon to
disclose errors, fraud, or illegal acts and (b) that the accountant will inform the appropriate level of
management10 of any material errors that come to his or her attention and any fraud or illegal
acts that come to his or her attention, unless they are clearly inconsequential. Examples of
engagement letters are presented in appendixes C, D, and E.

9 AR sections 100.16-18 of this Statement provide guidance to the accountant engaged to compile financial statements that omit
substantially all the disclosures required by GAAP or OCBOA.
10 When a fraud or illegal act involves senior management, the accountant should report the matter to an individual or group at a
higher level within the entity, such as the manager (owner) or the board of directors.
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Compilation of Financial Statements
.

06 AR sections 100.07-10 are applicable to a compilation of financial statements, whenever the
accountant—
•

Is engaged to report on compiled financial statements.

•

Submits financial statements to a client that are or reasonably might be expected to be used
by a third party.

•

Submits financial statements to a client that are not expected to be used by a third party.

Compilation Performance Requirements

.07 The accountant should possess a level of knowledge of the accounting principles and practices of
the industry in which the entity operates that will enable him or her to compile financial statements
that are appropriate in form for an entity operating in that industry.11 This standard does not
prevent an accountant from accepting a compilation engagement for an entity in an industry with
which the accountant has no previous experience. It does, however, place upon the accountant a
responsibility to obtain the required level of knowledge. The accountant may do so, for example,
by consulting AICPA guides, industry publications, financial statements of other entities in the
industry, textbooks and periodicals, or individuals knowledgeable about the industry.
.08 To compile financial statements, the accountant should possess a general understanding of the
nature of the entity's business transactions, the form of its accounting records, the stated
qualifications of its accounting personnel, the accounting basis on which the financial statements
are to be presented, and the form and content of the financial statements. The accountant
ordinarily obtains knowledge of these matters through experience with the entity or inquiry of
the entity's personnel. On the basis of that understanding, the accountant should consider
whether it will be necessary to perform other accounting services, such as assist in adjusting the
books of account or consult on accounting matters, when he or she compiles financial statements.
.09 The accountant is not required to make inquiries or perform other procedures to verify, corroborate,
or review information supplied by the entity. However, the accountant may have made inquiries or
performed other procedures. The results of such inquiries or procedures, knowledge gained from
prior engagements, or the financial statements on their face may cause the accountant to become
aware that information supplied by the entity is incorrect, incomplete, or otherwise unsatisfactory.
In such circumstances, the accountant should obtain additional or revised information. If the entity
refuses to provide additional or revised information, the accountant should withdraw from the
engagement. (However, see AR sections 100.16-.18 for guidance when management elects to omit
substantially all the disclosures required by GAAP and see AR sections 100.40-.42 for the accountant's
reporting responsibilities when he or she is aware of other departures from GAAP.)

.10 Before submission, the accountant should read the financial statements and consider whether
such financial statements appear to be appropriate in form and free from obvious material errors.
In this context, the term error refers to mistakes in the compilation of financial statements,
including arithmetical or clerical mistakes, and mistakes in the application of accounting princi
ples, including inadequate disclosure.
Reporting on the Financial Statements

.11 When the accountant is engaged to report on compiled financial statements or submits financial
statements that are reasonably expected to be used by a third party, the financial statements
should be accompanied by a report stating that—
a.

A compilation has been performed in accordance with Statements on Standards for Account
ing and Review Services issued by the American Institute of Certified Public Accountants.

11 For purposes of this Statement, the term industry includes governmental and not-for-profit activities.
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b.

A compilation is limited to presenting in the form of financial statements information that
is the representation of management (owners).

c.

The financial statements have not been audited or reviewed and, accordingly, the accountant
does not express an opinion or any other form of assurance on them.

Any other procedures that the accountant might have performed before or during the compila
tion engagement should not be described in the report.
.12 The date of completion of the compilation should be used as the date of the accountant's report.
.13 Each page of the financial statements compiled by the accountant should include a reference,
such as "See Accountant's Compilation Report."

.14 The following form of standard report is appropriate for a compilation:

I (we) have compiled the accompanying balance sheet of XYZ Company as of Decem
ber 31,20XX, and the related statements of income, retained earnings, and cash flows
for the year then ended, in accordance with Statements on Standards for Accounting
and Review Services issued by the American Institute of Certified Public Accountants.

A compilation is limited to presenting in the form of financial statements information
that is the representation of management (owners). I (we) have not audited or reviewed
the accompanying financial statements and, accordingly, do not express an opinion or
any other form of assurance on them.
.15 An accountant may be asked to issue a compilation report on one financial statement, such as a
balance sheet, and not on other related financial statements, such as the statements of income,
retained earnings, and cash flows. This Statement does not preclude the accountant from doing
so. Also, an accountant may be asked to compile financial statements included in a prescribed
form that calls for departure from GAAP. SSARS 3, Compilation Reports on Financial Statements
Included in Certain Prescribed Forms (AICPA, Professional Standards, vol. 2, AR sec. 300), provides
additional guidance, including an alternative form of standard report, applicable to such com
pilation engagements.

Reporting on Financial Statements That Omit Substantially All Disclosures

.16 An entity may request an accountant to compile financial statements that omit substantially all
the disclosures required by GAAP, including disclosures that might appear in the body of the
financial statements.12 (As previously noted, reference to GAAP in this Statement includes, where
applicable, OCBOA.) The accountant may compile such financial statements provided the
omission of substantially all disclosures is clearly indicated in the report and is not, to his or her
knowledge, undertaken with the intention of misleading those who might reasonably be ex
pected to use such financial statements. When the entity wishes to include disclosures about only
a few matters in the form of notes to such financial statements, such disclosures should be labeled
"Selected Information—Substantially All Disclosures Required by Generally Accepted Account
ing Principles Are Not Included."
.17 Notwithstanding the above, if financial statements compiled in conformity with a comprehensive
basis of accounting other than GAAP do not include disclosure of the basis of accounting used,
the basis should be disclosed in the accountant's report.
.18 When financial statements that the accountant has compiled omit substantially all disclosures,13 the
following form of standard report is appropriate.
12 See AR sections 100.40-.42 for the accountant's responsibilities when he or she is aware of other departures from GAAP. However,
see SSARS 3, Compilation Reports on Financial Statements Included in Certain Prescribed Forms (AICPA, Professional Standards, vol. 2, AR sec.
300), for guidance when such financial statements are included in a prescribed form and the prescribed form or related instructions do
not request the disclosures required by GAAP.
13 If the statement of cash flows is omitted, the first and third paragraphs of the report should be modified accordingly.
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I (we) have compiled the accompanying balance sheet of XYZ Company as of Decem
ber 31, 20XX, and the related statements of income, retained earnings, and cash flows
for the year then ended, in accordance with Statements on Standards for Accounting
and Review Services issued by the American Institute of Certified Public Accountants.

A compilation is limited to presenting in the form of financial statements information
that is the representation of management (owners). I (we) have not audited or reviewed
the accompanying financial statements and, accordingly, do not express an opinion or
any other form of assurance on them.
Management has elected to omit substantially all the disclosures (and the statement of
cash flows) required by generally accepted accounting principles. If the omitted
disclosures and statements were included in the financial statements, they might
influence the user's conclusions about the company's financial position, results of
operations, and cash flows. Accordingly, these financial statements are not designed
for those who are not informed about such matters.

Reporting When the Accountant Is Not Independent
.19 An accountant is not precluded from issuing a report with respect to a compilation of financial
statements for an entity with respect to which the accountant is not independent.14 If the
accountant is not independent, he or she should specifically disclose the lack of independence.
However, the reason for the lack of independence should not be described. When the accountant
is not independent, the following should be included as the last paragraph of the report:
I am (we are) not independent with respect to XYZ Company.

Accountant's Communications With the Client When the Compiled Financial Statements Are
Not Expected to Be Used by a Third Party
.20 When an accountant submits unaudited financial statements to his or her client that are not
expected to be used by a third party, he or she should either—

.

•

Issue a compilation report in accordance with the reporting requirements discussed in AR
section 100.11-19.

•

Document an understanding with the entity through the use of an engagement letter,
preferably signed by management, regarding the services to be performed and the limita
tions on the use of those financial statements. (Appendix D contains "Compilation of
Financial Statements Not Intended for Third-Party Use—Illustrative Engagement Letter.")

21 The documentation of the understanding should include the following descriptions or statements:
•

The nature and limitations of the services to be performed.

•

A compilation is limited to presenting in the form of financial statements information that
is the representation of management.

•

The financial statements will not be audited or reviewed.

•

No opinion or any other form of assurance on the financial statements will be provided.

•

Management has knowledge about the nature of the procedures applied and the basis of
accounting and assumptions used in the preparation of the financial statements.

•

Acknowledgment of management's representation and agreement that the financial state
ments are not to be used by third parties.

•

The engagement cannot be relied upon to disclose errors, fraud, or illegal acts.

14 In making a judgment about whether he or she is independent, the accountant should be guided by the AICPA Code of Professional Conduct.
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The documentation of the understanding should also address the following additional matters
if applicable:
•

Material departures from GAAP or OCBOA may exist and the effects of those departures,
if any, on the financial statements may not be disclosed.

•

Substantially all disclosures (and statement of cash flows, if applicable) required by GAAP
or OCBOA may be omitted.

•

Lack of independence.

•

Refer to supplementary information.

Such an understanding reduces the risk that the accountant or the client may misinterpret the
needs or expectations of the other party. If the accountant believes an understanding with the
client has not been established, he or she should decline to accept or perform the engagement.

.22 The accountant should include a reference on each page of the financial statements restricting their
use such as "Restricted for Management's Use Only," or "Solely for the information and use by the
management of [name of entity] and not intended to be and should not be used by any other party."
.23 If the accountant becomes aware that the financial statements have been distributed to third
parties, the accountant should discuss the situation with the client and request that the client
have the statements returned. If the client does not comply with this request within a reasonable
period of time, the accountant should notify known third parties that the financial statements are
not intended for third-party use, preferably in consultation with his or her attorney.
2. This Statement will be in effect for financial statements submitted after December 31,2000.
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Appendix A—Compilation of Financial Statements

NO

Will you submit
financial
statements?

SSARS 1, Compilation and Review of Financial Statements
(AICPA, Professional Standards, vol. 2, AR sec. 100), is not
applicable.

YES

Follow the applicable guidance:
• SSARS 6, Reporting on Personal Financial Statements
Included in Written Personal Financial Plans (AICPA,

Are any

YES

exemptions from
SSARS 1
applicable?

Professional Standards, vol. 2, AR sec. 600)
• SSARS 3, Compilation Reports on Financial Statements
Included in Certain Prescribed Forms (AICPA,
Professional Standards, vol. 2, AR sec. 300)

• Interpretation No. 20, "Applicability of Statements on
Standards for Accounting and Review Services to

Litigation Services," of SSARS 1

NO

Were you
engaged to
compile and
report on financial
statements?

YES

Follow the performance requirements in SSARS 1, AR
Sections 100.05 and .07-.10.

AND follow reporting requirements in SSARS 1, AR
Sections .11-.19.

NO

YES
Follow the performance requirements in AR Sections
100.05 and .07-.10.

Do you
reasonably expect

a third party to use
the compiled
financial
statements?

AICPA Audit and Accounting Manual

NO

AND follow the communication requirements in Sections
100.20-.23:
• Compilation report, or
• Engagement letter, preferably signed by management
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Appendix D—Compilation of Financial Statements Not Intended for Third Party
Use—Illustrative Engagement Letter
[Appropriate Salutation]
This letter is to confirm our understanding of the terms and objectives of our engagement and the nature
and limitations of the services we will provide.
We will perform the following services:

1. We will compile, from information you provide, the [monthly, quarterly, or other frequency] financial
statements of XYZ Company for the year 20XX. A compilation is limited to presenting in the form of
financial statements information that is the representation of management. We will not audit or
review the financial statements and, accordingly, will not express an opinion or any other form of
assurance on them. The financial statements will not be accompanied by a report.
Based upon our discussions with you, these statements are for management's use only and are not intended
for third-party use.

Material departures from generally accepted accounting principles (GAAP) or other comprehensive basis of
accounting (OCBOA) may exist and the effects of those departures, if any, on the financial statements may
not be disclosed. In addition substantially all disclosures required by GAAP or OCBOA may be omitted.
(The accountant may wish to identify known departures.) Notwithstanding these limitations, you represent
that you have knowledge about the nature of the procedures applied and the basis of accounting and
assumptions used in the preparation of the financial statements that allows you to place the financial
information in the proper context. Further, you represent and agree that the use of the financial statements
will be limited to members of management with similar knowledge.

The financial statements are intended solely for the information and use of [include list of specified members of
management] and are not intended to be and should not be used by any other party—[optional].
2. We will also [discussion of other services—optional].

Our engagement cannot be relied upon to disclose errors, fraud, or illegal acts that may exist. However, we
will inform the appropriate level of management of any material errors that come to our attention and any
fraud or illegal acts that come to our attention, unless clearly inconsequential.

We are not independent with respect to [name of entity—if applicable].
The other data accompanying the financial statements are presented only for supplementary analysis
purposes and will be compiled from information that is the representation of management, without audit
or review, and we do not express an opinion or any other form of assurance on such data—[if applicable].

In view of the limitations described above, you agree not to take or assist in any action seeking to hold us
liable for damages due to any deficiency in the financial statements we prepare and you agree to hold us
harmless from any liability and related legal costs arising from any third-party use of the financial statements
in contravention of the terms of this agreement. [optional]
Our fees for these services [fill in].

Should you require financial statements for third-party use, we would be pleased to discuss with you the
requested level of service. Such engagement would be considered separate and not deemed to be part of the
services described in this engagement letter.
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If the foregoing is in accordance with your understanding, please sign the copy of this letter in the space
provided and return it to us.*

Sincerely yours,

[Signature of accountant]

Accepted and agreed to:
XYZ Company

Title
Date

Some accountants prefer not to obtain an acknowledgment, in which case their letter would omit the paragraph beginning "If the
foregoing..." and the spaces for the acknowledgment. The first paragraph of their letter might begin as follows: "This letter sets forth
our understanding of the terms and objectives of our engagement..."
This Statement, titled Amendment to Statement on Standards for Accounting and Review Services No. 1, Compilation and Review of
Financial Statements, was adopted by the assenting votes of the seven members of the Accounting and Review Services Committee, of whom one,
Mr. Jones, assented with qualification.
Mr. Jones approves the issuance of this Statement, but qualifies his assent for paragraph .20, which requires the accountant to document
an understanding with the entity through the use on an engagement letter, preferably signed by management, for compilations not
expected to be used by a third party when a compilation report will not be issued. He believes the Statement should require the
engagement letter to be signed by both the accountant and management. The engagement letter documents the accountant's under
standing with the entity, and management's representation and agreement that the financial statements are not to be used by third
parties. The engagement letter also documents that management has knowledge about the nature of the procedures applied and the
basis of accounting and assumptions used in the preparation of the financial statements. Mr. Jones believes that an engagement letter
signed by both the accountant and management reduces the possibility of a misunderstanding.
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Accounting and Review Services Committee
(1999-2000)
Diane S. Conant, Chair
Rhonda C. Arant
Andrew M. Cohen
Richard A. Jones
J. Russell Madray
Paul J. Murman, Jr.
R. David Smith

Arleen Thomas
Vice President
Professional Standards and Services
Kim Gibson
Technical Manager
Audit and Attest Standards
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The ABCs of Independence—2000/01

AAM Section 8200
The ABCs of Independence—2000/01
In This Year's Alert . . .
•

Why is independence important? What is the purpose of this publication?

•

Who sets the independence standards? Which standards am I required to follow?

•

Under what circumstances do the independence rules apply?

•

Is there a conceptual framework for the independence rules?

•

Who must be independent? How do the independence rules vary according to one's position within
the CPA firm?

•

How do my family relationships affect my independence?

•

Can a former partner impair the firm's independence?

•

From which clients is independence required?

•

What financial interests are presumed to impair my independence?

•

Will investments held by my spouse's employee benefits plan impair my independence?

•

May I obtain a loan from a client without impairing my independence?

•

How do a client's unpaid fees affect independence?

•

Can I perform nonattest services for an attest client? What services can I perform without impairing
my independence?

•

What types of fee arrangements are prohibited for my attest clients?

•

What other business relationships with a client will impair my independence?

•

What should I do to make sure I maintain my independence?

•

What policies and procedures should my firm establish to provide assurance that we maintain our
independence when required?

•

What are the recent changes to the independence rules?

•

How can I order AICPA Products? What other AICPA services may be of interest to me?
*

*

*

*

Introduction to Independence Matters
Why is independence important?
What is the purpose of this publication?
. 01 The auditing profession developed from the needs of third-party investors and their desire for
an objective opinion about the financial performance of the ventures they financed. Auditors provide that
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objective opinion. Independence is a prerequisite for objectivity, and that is why independence has been a
cornerstone of the accounting profession since its inception.

. 02 Objectivity is largely a matter of perception. Because we need to ensure that third parties view us as
objective, the independence rules seek to maintain independence in appearance as well as independence in fact.
. 03 You also should realize that the independence rules contemplate not only the independence of
individual CPAs, but also the independence of the entire firm. Because of this focus on the accounting firm,
firm members who do not perform audits and those who are not CPAs may in certain circumstances be
required to comply with the independence rules.
. 04 This publication has been prepared to help you develop a broad-based understanding of the AICPA
independence rules and to perform in good faith your responsibilities for complying with those rules. There
are literally dozens of independence rules, rulings, and interpretations that have been enacted by a number
of standard-setting organizations. This publication will not cover them all. Instead, we will present only those
AICPA rules you are most likely to encounter in practice and they will be presented in a way that will promote
your understanding of the fundamental concepts of independence...the ABCs, so to speak. This publication
also will alert you to recent developments in auditor independence matters. This Alert only summarizes the
independence rules discussed; therefore, when assessing your independence, you should refer directly to
the applicable independence standards, interpretations, rules, or rulings because they may include additional
details or topics relevant to your situation.

Independence Rule-Makers
Who sets the independence standards? Which standards am I required to follow?
05 There are three main independence standard-setting bodies.

.

1. The AICPA. The AICPA independence rules are considered to be the fundamental rules of auditor
independence. These rules must be followed whenever you perform a service that requires independence
(for example, a financial statement audit or review). The AICPA independence rules can be found in the
AICPA's Code of Professional Conduct, Rule 101, Independence (AICPA, Professional Standards, vol. 2, ET
sec. 101). Interpretations and Rulings under rule 101 address a number of issues affecting independence.

2. The Securities and Exchange Commission (SEC). The SEC has adopted rules in addition to those
promulgated by the AICPA. Often, the SEC rules tend to be more restrictive than the AICPA rules.
The SEC rules apply to auditors of companies that are required to file financial statements with the
SEC, generally publicly held registrants. The SEC independence policies are found in rule 2-01,1 as
amended, of regulation S-X, with additional guidance in section 600 of the Codification of Financial
Reporting Policies, and many independence "no action letters" of the SEC staff.
3. The Independence Standards Board (ISB). The ISB was formed by the SEC and AICPA to address
independence matters affecting audit firms of publicly held companies, and to develop a conceptual
framework for auditor independence standards.

.06 In addition to the three main independence standard-setting bodies, other organizations may set
independence rules, including—
•

State CPA societies

•

State boards of accountancy

•

Federal and state regulatory agencies

1 The Securities and Exchange Commission (SEC) has adopted significant revisions to rule 2-01 of regulation S-X. See the SEC Web
site at www.sec.gov/rules/final/33-7919.htm for the final rule revisions. See also appendix C of this Alert for an excerpt of the rule
amendments.
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This Alert does not address the independence standards of these other bodies. Nevertheless, you must
consider their standards where applicable, when assessing your firm's independence.

.07 Determining which independence rules apply is client-specific. When your firm performs a service
requiring independence for a non-public company, you must comply with the AICPA rules in addition to
rules issued by the applicable state board, state society (if you are a member), or other regulatory body (for
example, the Government Accounting Office). When the firm performs a service requiring independence for
a public company, it must comply with the SEC and ISB rules in addition to the basic AICPA rules. Thus, it
is possible that you will have to comply with different sets of independence rules, depending on whether
the engagement in question is being performed for a private or public company.

Determining When the Independence Standards Apply
Under what circumstances do the independence rules apply?
.08 Specific engagement performance standards determine whether you need to be independent to
perform a certain engagement. According to these standards, an auditor should be independent when
performing—
•

Audits of financial statements.

•

Reviews of financial statements.

•

Engagements performed under the attestation standards, for example, agreed-upon procedures.

.09 While compilation services do not require independence, Statement on Standards for Accounting
and Review Services (SSARS) 1, Compilation and Review of Financial Statements (AICPA, Professional Standards,
vol. 2, AR sec. 100), requires that a lack of independence be disclosed in the accountant's report.
.10 The performance of tax and consulting services does not require independence. If your firm performs
only tax and consulting services, the independence rules will not apply.

ISB Conceptual Framework
Is there a conceptual framework for the independence rules?

.11 The independence rules consist of a myriad of rules, rulings, and interpretations. Currently, a
conceptual framework for these rules does not exist. The ISB is in the process of developing such a framework,
which will help the ISB issue principle-based independence standards for auditors of public companies.
.12 For the purposes of this Alert we offer the following summary to help provide a basis for the
discussion that follows. The AICPA independence rules describe who must be independent from whom and
the relationships that are presumed to impair independence.
•

Who must be independent. Anyone who meets the definition of member or member's firm is required to
be independent (see Interpretation No. 101-9, "The Meaning of Certain Independence Terminology
and the Effect of Family Relationships on Independence," of ET section 101, Independence [AICPA,
Professional Standards, vol. 2, ET sec. 101.11]).

• From whom is independence required. Members must be independent of restricted entities. In general a
restricted entity is any client for whom the firm performs services requiring independence.
• Relationships that are presumed to impair independence. The term relationship is used rather broadly in
this context. It includes financial interests, certain family relationships, and other business relation
ships you might have with a client.

AICPA Audit and Accounting Manual

AAM §8200.12

8754

Audit Risk Alerts

47

12-00

Executive Summary—Introduction to Independence Matters
•

Independence is the cornerstone of the profession.

•

The independence rules address independence in appearance as well as in fact.

•

The independence rules generally address independence from a firmwide, not an engagement
specific, perspective.

•

The AICPA, SEC, and ISB are the primary independence standard-setting bodies.

•

In general, the independence rules describe who must be independent from whom and the
relationships that are presumed to impair that independence.

Definition of a Member
Who must be independent?
How do the independence rules vary according to one's position within the CPA firm?
.13 First, recognize that the independence rules are not necessarily limited to the firm's auditors or CPAs.
The independence rules apply to anyone who meets the definition of a member (originally intended to refer
only to a member of the AICPA, member now has a broader definition that includes non-AICPA members
as well).
.14 The definition of a member varies according to one's level within the firm. Entities affiliated with a
restricted entity may also need to be considered. For example, differences exist between a manager and a
staff professional. The independence rules do not vary according to one's functional classification. Thus, the
independence rules that apply to a tax partner are the same as those that apply to an audit partner.

.15 Under the independence rules (see Interpretation No. 101-9) you are a member if you are—
•

A partner, proprietor, or shareholder of the firm. For simplicity, we will refer to these individuals as
"partners" for the remainder of this Alert. Thus, partners must be independent of all the firm's
restricted entities, such as audit clients.

•

An individual with a managerial position located in an office participating in a significant portion of
an engagement requiring independence.

•

Any individual participating in an engagement requiring independence (except those who perform
only routing clerical functions, such as typing or photocopying).

•

A former client employee or management. For example, suppose you work for a client or are on its
board of directors and you decide to join the accounting firm as an owner or employee. You must,
before becoming a member, eliminate any investments, activities, or other relationships you have
with the client so as not to impair your new firm's independence.

.16 Because the independence rules vary according to your level in the firm you must be careful to
evaluate your compliance whenever you receive a promotion. For example, suppose you joined the staff of
Jones, CPA, a two-office firm.
•

Asa staff accountant, you would have to be independent whenever you participated on an engage
ment such as an audit. You would not have to be independent of clients for whom you were not part
of the engagement team.

•

If you became a manager for Jones, CPA, you would have to be independent of all the audit clients
in your office, even those for which you did not provide services. You would not have to be
independent of the audit clients of the other office if your office did not participate in a significant
portion of their engagement.
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If you were then admitted to the partnership, you would have to be independent of all the audit
clients in the entire firm, even those that were the clients of the other office in the firm.

The definition of member also includes your firm and any entities controlled by one or more members.

Family Relationships
How do my family relationships affect my independence?
.17 The independence rules take into account the financial interests and employment of certain family
members (see Interpretation No. 101-9). For example, you would not be considered independent of an entity
owned by your spouse. In general, the independence rules relating to family relationships depend on the
type of relationship and the position your family member holds at the client (or in some cases the materiality
of their investment.)
•

Immediate family members. Immediate family members consist of your spouse, cohabitant, and any
dependents. The definition of member, as discussed earlier, extends to include your immediate family
members. That is, if you meet the definition of a member with respect to a certain client, then so do
your immediate family members.

•

Close relatives. Specific rules exist that address the financial interests and employment of close
relatives. Close relatives are—
— Nondependent children, grandchildren, and stepchildren, and their respective spouses.
— Siblings and their spouses.
— Grandparents and parents, parents-in-law, and their respective spouses.

Financial Interests

.18 Immediate family members. The independence rules that apply to you as a member also apply to
your immediate family members. For example, your spouse's investments are treated as if you owned
them—your financial interests are considered inseparable. This is true even if your spouse keeps securities
in his or her own name or in a blind trust, separate and apart from you.

.19 Close relatives. The financial interests of a close relative will impair your independence only if all
of the following conditions are met:
1. The financial interest is material to the relative's net worth.

2. You know about this material financial interest.

3. You participate on the engagement.
Employment of Family Members

.20 The independence rules relating to the employment by restricted entities of family members depend
on the position held by the family member. The independence rules address the following types of positions.
•

Positions of significant influence. A position of significant influence is one that sets accounting,
financial, or operating policy for the client. Typically, this definition envisions an executive officer,
but the title held by the person is less important than the function he or she performs.

•

Audit-sensitive positions. An audit-sensitive position is one whose activities are subject to significant
internal accounting control, such as an accounting supervisor.

.21 Immediate family member. Your independence is impaired under the following circumstances:
1. Immediate family member holds a position of significant influence. Independence is impaired if any one
of the following conditions is met.
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a.

You participate in the engagement.

b.

You are a partner in an office participating in a significant portion of the engagement.

c.

You are any partner who has the ability to exercise influence over the engagement or has any
involvement with the engagement.

2. Immediate family member holds an audit-sensitive position. Independence is impaired if you participate
in the engagement, regardless of your position in the firm.

.2 2 Close relatives. Your independence is impaired if you participate in an engagement and a close
relative is employed by the client in an audit-sensitive position. Independence is also impaired if a close
relative holds a position of significant influence and either—
•

You provide services requiring independence to the client.

•

You are a partner in an office participating in a significant portion of the engagement.

Former Partners
Can a former partner impair the firm's independence?
.23 A former partner of the firm will be considered a member unless the following criteria have been met
(see Interpretation No. 101-2, "Former Practitioners and Firm Independence," of ET section 101 [AICPA,
Professional Standards, vol. 2, ET sec. 101.041):
•

Payments of amounts due (such as capital balance or retirement benefits) must be based on a fixed
formula and cannot be material to the CPA firm.

•

Dissociation from the CPA firm is critical in protecting the appearance of independence when the
former partner accepts a position of significant influence with a client (such as a board membership
or an executive position). The former partner should no longer participate in firm activities, and the
firm should not provide him or her office space or related amenities.

Executive Summary—Definition of a Member

•

Firm professionals who meet the definition of a member must be independent from restricted entities.

•

The definition of a member varies according to your level (for example, partner, manager, or staff)
but not your functional classification (for example, audit, tax, or consulting).

•

The financial interests in and employment with restricted entities of certain family members may
affect your independence.

•

Former partners of the firm must be sure to disassociate themselves from the firm, as specified by
the independence standards, in order to avoid possible independence problems.

Definition of a Restricted Entity
From which clients is independence required?
.24 Assuming you meet the definition of a member, you are required to be independent of the firm's
"restricted entities." A restricted entity is any client for whom your firm performs services requiring
independence, and certain related entities. These services are—
1. Audits.

2. Reviews of financial statements.
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3. Attestation engagements,2 for example, agreed-upon procedures engagements or an examination or
review of prospective financial information or an entity's internal controls.

Services performed under the Statements on Standards for Tax Services or under the Standards for Consult
ing Services do not require independence.

Financial Interests
What financial interests are presumed to impair my independence?

Direct and Material Indirect Financial Interests
.2 5 Owning a financial interest in a restricted entity may impair your independence or your firm's inde
pendence (see Interpretation No. 101-1, "Interpretation of Rule 101," of ET section 101, Independence [AICPA,
Professional Standards, vol. 2, ET sec. 101.02]). A financial interest means an ownership interest in a business entity.
Common stock and mutual fund shares are two of the more common forms of financial interests.

.2 6 Your independence is considered to be impaired if you have or are committed to acquire either of
the following:
1. A direct financial interest in a restricted entity. A direct financial interest is, as the name implies, your
direct investment in an entity, for example, owning shares of stock. In general, the independence
rules do not make exceptions for the type of investment vehicle you use to hold your direct
investments. Direct investments held by a retirement plan (for example, a 401(k) plan), an investment
club, or those held in a blind trust are still considered to be direct investments (see Ethics Rulings
No. 66, "Member's Retirement or Savings Plan Has a Financial Interest in Client," of ET section 191,
Ethics Rulings on Independence, Integrity, and Objectivity [AICPA, Professional Standards, vol. 2, ET sec.
191.132—.133]; No. 36, "Participant in Investment Club," of ET section 191 [ET sec. 191.071-.072]; and
No. 68, "Blind Trust," of ET section 191 [ET sec. 191.136—.137]). A general partnership interest is
considered to be a direct investment (see Ethics Ruling No. 79, "Member's Investment in a Partnership
That Invests in Member's Client," of ET section 191 [ET sec. 191.158—.159]).
2. A material indirect financial interest in a restricted entity. An indirect financial interest is one in which
you have an interest in one entity, which, in turn, holds an interest in the restricted entity. For example,
shares in a mutual fund are a common way in which you may hold an indirect investment in a restricted
entity. A limited partnership interest is also considered to be an indirect investment (see Ethics Ruling
No. 79). For indirect investments, there is a materiality threshold. In other words, you are permitted to
have an indirect investment in a restricted entity as long as that investment is immaterial to you. The
amount of your indirect investment is determined based on your ultimate investment in the restricted
entity. For example, suppose you had $100 invested in a mutual fund, and 1 percent of the mutual fund's
total assets were invested in a restricted entity. The amount of your indirect investment in the restricted
entity would be equal to $100 x 1 percent, or $1. To determine whether your indirect investment is
material, you would compare it with your personal net worth.

Additional Rules for Certain Family Members

Will investments held by my spouse's employee benefits plan impair my independence?
.27 As described in the section "Family Relationships" in this Alert, the financial interests and employ
ment of certain family members may affect your independence. In addition to those rules discussed in that
previous section, the independence rules also include stipulations relating to a spouse's investment in a
restricted entity either through an employer's benefit plan or employee stock option plan.
2 The independence rules are less restrictive for certain attest engagements. See Interpretation 101-11, "Independence and the
Performance of Professional Services Under the Statements on Standards for Attestation Engagements and Statement of Auditing
Standards No. 75, Engagements to Apply Agreed-Upon Procedures to Specified Elements, Accounts, or Items of a Financial Statement."
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If you are a member, your spouse's or dependent's investments in a restricted entity through an
employer's benefit plan (for example, a 401(k) plan) normally will impair your independence. However, an
exception exists for a spouse's benefit plan (see Ethics Ruling No. 108, Participation of Member or Spouse in
Retirement, Savings, or Similar Plan Sponsored by, or That Invests In, Client [AICPA, Professional Standards, vol.
2, ET sec. 191. 216—.217]). Independence will not be impaired if all of the following conditions are met:
.28

1. The benefit plan is normally offered to all employees in equivalent employment positions.

2. You do not participate in the engagement.
3. You are not in a position to influence the engagement.

Client Loans
May I obtain a loan from a client without impairing my independence?
.29 Loans to or from a client can impair your independence or your firm's independence. In general,
loans from a restricted entity or from an officer, director, or principal stockholder of a restricted entity are
prohibited.
.30 However, there are several exceptions to this rule (see Interpretation No. 101-5, "Loans from Financial
Institution Clients and Related Terminology," of ET section 101, Independence [AICPA, Professional Standards,
vol. 2, ET sec. 101.07]). Assuming that you obtain the loan under normal lending procedures, terms, and
requirements, the following loans from a financial institution client will not impair your independence:

1. Permitted new loans. Some new loans are permitted if they meet certain conditions. These loans are—

a.

Car loans and leases that are collateralized by the car.

b.

Credit card loans and cash advances of $5,000 or less.

c.

Loans that are fully collateralized by either the cash surrender value of an insurance policy or by
cash deposits at the same financial institution.

2. Grandfathered existing loans. Some existing loans will not impair independence because they were
obtained before certain events transpired. Grandfathered loans include: (a) home mortgages, (b)
secured loans, or (c) unsecured loans that are not material. In order for these loans to not impair your
independence, they must have been obtained at one of these dates:
— Before January 1,1992
— Before you met the definition of a member
— Before the entity became a restricted entity

— Before the loan was sold to a client (by a nonclient) requiring independence

If the terms of the loan change in any manner after the above dates, then the loan will no longer be considered
grandfathered. Additionally, you are required to keep the loan current.
Unpaid Fees

How do a client's unpaid fees affect independence?
.3 1 When a client has fees that have been past due for more than one year, that unpaid fee balance is
treated as a loan (see Ethics Ruling No. 52, "Unpaid Fees," of ET section 191, Ethics Rulings on Independence,
Integrity, and Objectivity [AICPA, Professional Standards, vol. 2, ET sec. 191.103—.104]). For example, if your
firm issues a report on a client's current-year financial statements and your firm has not been paid fees,
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whether billed or unbilled, for any professional service for more than one year before the date of the current
year's report, independence is considered impaired, even if the client has given you a note receivable for
these fees.

Executive Summary—Financial Interests

• Your independence is presumed to be impaired whenever you hold a direct or material indirect
financial interest in a restricted entity.
• Investments held by your spouse's employee benefit plan will impair your independence unless
certain conditions are met.

•

Loans from a client generally are prohibited; however, certain exceptions are allowed.

•

Your client's unpaid fees may impair your independence.

Nonattest Services
Can I perform nonattest services for an attest client?
What services can I perform without impairing my independence?
.32 The performance of nonattest services for a restricted entity may impair your firm's independence
(see Interpretation No. 101-3, "Performance of Other Services," of ET section 101, Independence [AICPA,
Professional Standards, vol. 2, ET sec. 101.05]). Whenever your firm is engaged to provide consulting or other
nonattest services to a restricted entity, such as an audit client, you should carefully evaluate the scope of
the engagement to make sure you remain independent.
.33 The fundamental principle regarding nonattest services is that you must not perform manage
ment functions or make management decisions for a restricted entity. You can advise the client or make
recommendations to the client, but ultimately, they are responsible for and must make all management
decisions.
.34 To make sure that this requirement is understood by both you and the client, the independence rules
require you to make certain communications to your client whenever that client is a restricted entity of the
firm. Before performing a nonattest engagement for a restricted entity, you are required to establish an
understanding with the client regarding—
•

The objectives of your engagement.

•

The services you will perform.

•

The responsibilities of the client's management.

•

Your responsibilities.

•

The limitations of the engagement.

Preferably, this understanding will be documented in an engagement letter.

The Client's Responsibilities
.35 Whenever you provide nonattest services for a restricted entity, it is critical that client management
understand their responsibilities and agree that they are not relying on you to make decisions for them. You
should be satisfied that the client is in a position to have an informed judgment on the results of the nonattest
services. Additionally, you should feel comfortable that the client understands its responsibilities to—
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•

Designate a management-level individual or individuals to oversee your engagement.

•

Evaluate the adequacy of the services performed and any findings.

•

Make management decisions, including accepting responsibility for the results of the engagement.

•

Establish and maintain internal controls.

Activities That May Impair Independence
. 36 The fundamental principle regarding the performance of nonattest services is that you not act in the
capacity of management. The independence rules elaborate on that principle by listing some general activities
that would be considered to impair your independence. These general activities include—
•

Authorizing, executing, or consummating a transaction on behalf of a client.

•

Preparing source documents or originating data (for example, purchase orders).

•

Having custody of client assets.

•

Supervising client employees in the performance of their normal recurring activities.

. 37 The independence rules also provide numerous specific examples of activities that will and will not
impair your firm's independence. These specific examples, which are not intended to be all-inclusive, are
categorized into the following types of services:

•

Bookkeeping services

•

Payroll and other disbursement services

•

Benefit plan administration

•

Investment advisory services

•

Corporate finance consulting

•

Appraisal and valuation services

•

Executive or employee search services

•

Business risk consulting

•

Information systems design and installation
Help Desk—Ethics Interpretation No. 101-3 provides guidance on the performance of
nonattest services for restricted entities. You should consult this Interpretation before
considering any engagement to perform nonattest services. This Interpretation is up
dated periodically, so be sure to consult the most recent one. You can find Interpretation
101-3 in volume 2 of the AICPA Professional Standards. Current updates to the Interpre
tation are posted in the Ethics Team section of the AICPA Web site at www.aicpa.org.

Executive Summary—Nonattest Services
•

You are prohibited from providing services through which you act in the capacity of management
for an attest client. Interpretation 101-3 provides explicit guidance on the consulting and other
services you may and may not perform for an attest client.

•

Whenever you perform consulting or other nonattest services for an attest client, you must be
certain to clearly communicate with the client regarding the nature of the engagement and each
party's responsibilities.
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Fee Arrangements
What types of fee arrangements are prohibited for my attest clients?

Types of Prohibited Fees
. 38 Two types of fee arrangements are prohibited when the arrangement involves a client for whom you
perform certain types of engagements (as described later in this section), even if the fee is not related to a
service requiring independence. The two prohibited fee arrangements are—
1

. Contingent fees. A contingent fee is an arrangement where (a) no fee is charged unless a specified
result is attained or (b) the amount of the fee is otherwise dependent on the results of your services
(see Rule 302, Contingent Fees [AICPA, Professional Standards, vol. 2, ET sec. 302.01]; and Ethics Ruling
No. 25, Commission and Contingent Fee Arrangements With Nonattest Clients, of ET section 391, Ethics
Rulings on Responsibilities to Clients [AICPA, Professional Standards, vol. 2, ET sec. 391.049]). Examples
of contingent fees include the following:

— Your firm receives a "finder's fee" for helping a client locate a buyer for one of the client's assets.
— Your firm performs a consulting engagement to decrease a client's operating costs. The fee is
based on a percentage of the cost reduction that the client achieves as a result of your service.

In addition, you may not prepare an original or amended tax return or claim a tax refund for a
contingent fee for any client.

Certain exceptions to the rules exist for the following items:

— Fees fixed by a court or other public authority
— In tax matters, fees based on the results of judicial proceedings or the findings of governmental
agencies

2 . Commissions. A commission is any compensation paid to you or your firm for (a) recommending or
referring a third party's product or service to a client or (b) recommending or referring a client's
product or service to a third party (see Rule 503, Commissions and Referral Fees [AICPA, Professional
Standards, vol. 2, ET sec. 503.01]; and Ethics Ruling No. 192, Commission and Contingent Fee Arrange
ments With Nonattest Clients, of ET section 591, Ethics Rulings on Other Responsibilities and Practices
[AICPA, Professional Standards, vol. 2, ET sec. 591.383]). Examples of commissions include situations
where you or your firm—
— Refers a client to a financial planning firm that pays you a commission for the referral.
— Sells accounting software to a client and receives a percentage of the sales price from a software
company.
— Refers a non-client to an insurance company client, which pays you a percentage of any premiums
subsequently received from the non-client.

An exception to the prohibition of commissions exists for referral fees that are related to recommend
ing or referring the services of a CPA. Under the independence rules—
— You may receive a fee for referring the services of a CPA to any person or entity.
— If you are a CPA, you may pay a fee to obtain a client.

Circumstances Prohibiting Contingent Fees and Commissions
. 39 You and your firm are prohibited from having a commission or contingent fee arrangement with a
client whenever your firm also provides one of the following services:
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•

An audit of financial statements

•

A review of financial statements

•

Compiled financial statements when a third party will rely on the financial statements and you do
not disclose a lack of independence

•

An examination of prospective financial statements

Other Business Relationships
What other business relationships with a client will impair my independence?
.40 Any time you serve a client in a capacity that allows you to make management decisions or exercise
authority over its business affairs, your firm's independence is considered impaired. Some of the more
common business relationships that are prohibited include the following:
•

Trustee of a trust that has or is committed to acquire a financial interest in a client

•

Executor of an estate that has or is committed to acquire a financial interest in a client

•

Director, officer, employee, or in any management capacity for a client

•

Promoter or underwriter of a client's securities

•

Voting trustee for a client

•

Stock transfer or escrow agent for a client

•

General counsel or equivalent for a client

•

Trustee for a client's pension or profit-sharing trust

Certain exceptions to the rule exist that allow you to serve as an honorary trustee for a non-profit organization
or on a client's advisory board, provided that certain other conditions are met.

Maintaining Your Independence
What should I do to make sure I maintain my independence?

. 41 Maintaining your independence is your responsibility. As part of its quality control system, the firm
is required to address independence matters; however, ultimately it is up to you to follow firm policies and
the independence rules.

. 42 Many firms require you to certify your independence on a regular basis. The following are some
suggestions that will help you to complete and sign that certification in good faith.
•

Gain an understanding of the independence rules and firm policies. As a prerequisite to establishing and
maintaining the independence of yourself and your firm, you must have a good, working under
standing of the basic independence rules. At a minimum, you should be aware of the circumstances
in which you and your immediate family meet the definition of a member and of the types of
relationships you may have with the firm's clients that could impair independence. If you have any
questions about independence matters, you should consult with someone in your firm who is
knowledgeable about such matters, or you may seek the advice of the AICPA.

Help Desk—The AICPA recently released an interactive CD-ROM self-study course
titled Independence. This course gives you an in-depth understanding of the AICPA, SEC,
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and ISB rules relating to independence and provides you with an opportunity to
earn six hours of continuing professional education (CPE) credit. In addition, the
AICPA Plain English Guide to Independence is available for download (free of charge)
from the AICPA's Professional Ethics home page at www.aicpa.org/members/div/
ethics/plaineng.htm. Assessing independence can be a complex and time-consuming
undertaking. The AICPA can offer assistance. Call (888) 777-7077 to speak to a member
of our Professional Ethics team with your questions relating to AICPA independence
standards. You may also submit your question in an e-mail to ethics@aicpa.org.

•

Know when you meet the definition of a member. The independence rules apply to all individuals who
meet the definition of a member (see Interpretation No. 101-9). If you are to properly apply the
independence rules, you must know when you meet that definition. The definition varies according
to your level within your firm. Therefore, each time you are being considered for a promotion, it
would be advisable for you to revisit the definition-of-a-member rules.

•

Consider your family relationships. The investments and employment of certain family members
may impair your independence if you are considered a member (see Interpretation No. 101-9).
Know which of your family members meet the definition of "immediate family" and which ones
meet the definition of "close relative." Determine whether any of these relatives are employed
by clients. If so, you need to distinguish between positions of "significant influence," those that
are "audit sensitive," and others. The financial interests of your immediate family members are
treated as if you own them. The rules regarding financial interests of close relatives are less
restrictive.

•

Be familiar with the firm's restricted entities. Restricted entities are those for which the firm provides
services requiring independence and certain affiliated entities. You should be aware of who these
entities are. Many firms maintain a formal list or database of these clients. If yours is one of these
firms, you should know how to access the list.

•

Maintain the integrity of the restricted entity list. If you perform services requiring independence, then
you need to make sure that those clients are identified as restricted entities of the firm. Certain entities
that are related to your clients (for example, subsidiaries) also will be considered restricted entities,
even if they are not clients of the firm.

•

Consult the restricted entity list regularly. Get into the habit of referring to the firm's restricted entity
list whenever you are considering changes in circumstances that could affect your independence. For
example, you should consult the restricted entity list before—
— Acquiring a financial interest in an entity.
— Entering into a business relationship.

— Obtaining a loan.
— Having an immediate family member change employers or assume new responsibilities at an
existing job.

•

Be aware of the rules relating to the performance of nonattest services. CPA firms continue to expand the
scope of the services they provide, going beyond the traditional attest services such as audits and
reviews. If you provide nonattest services to restricted entities, you should be familiar with Ethics
Interpretation No. 101-3 regarding the performance of nonattest services. You should be aware of the
services that are permitted and prohibited under the ruling, as well as your responsibilities for
establishing an understanding of the engagement with your client.

•

Report any apparent violations. If you become aware of any apparent violations of the independence
rules, you should report these immediately to the person in your firm responsible for independence
matters. If appropriate, corrective action should be taken promptly.

AICPA Audit and Accounting Manual

AAM §8200.42

8764

Audit Risk Alerts

47

12-00

Executive Summary—Maintaining Your Independence

•

Maintaining independence is—first and foremost—an individual responsibility.

•

You should have a good, working knowledge of the independence rules and firm policies
regarding independence matters;

•

Know when you meet the definition of a member and which of your family members may affect
your independence.

•

Regularly consult your firm's list of restricted entities before a change in circumstance that may
affect independence.

Independence Quality Controls
What policies and procedures should my firm establish to provide
assurance that we maintain our independence when required?
.43 The AICPA Statement on Quality Control Standards (SQCS) No. 4, System of Quality Control for a CPA
Firm's Accounting and Auditing Practice (AICPA, Professional Standards, vol. 2, QC sec. 20.09), includes the
following requirement:
Policies and procedures should be established to provide the firm with reasonable
assurance that personnel maintain independence (in fact and in appearance) in all
required circumstances.

.44 The professional standards do not describe how a firm should establish compliance with these
requirements. However, in regards to independence matters, a CPA firm should consider the following.
•

Establish "plain English" independence policies and procedures. Written policies and procedures are an
important first step toward ensuring compliance with the independence rules. These policies should
be written in a manner that is easy to read and understand.

•

Designate a partner-in-charge. There are two reasons why a firm might wish to designate a partner in
charge of independence matters. First, firm members who have questions about independence
matters need to have someone to turn to for answers. It helps if they know there is one person in
charge. Additionally, the independence rules are complicated and subject to change. A firm is more
likely to have a good understanding of the independence rules when one person is specifically
assigned the responsibility for monitoring and complying with the rules.

•

Communicate and train. The firm's independence policies and procedures must be communicated
throughout the firm. Periodic training on these matters will help ensure understanding and compliance.

•

Maintain a list of restricted entities. Firm personnel must be independent with respect to the firm's
restricted entities. It is important for the firm to maintain a database or list of all clients (and certain
related entities) for whom the firm performs services requiring independence. Policies and proce
dures should exist for keeping the list current.

•

Obtain written representations from firm personnel. Many firms require their personnel to execute and
return to the firm an independence representation in which the firm member affirms that he or she
is independent with respect to the firm's restricted entities. Typically, these representations are
completed annually.

•

Resolve apparent independence violations. The firm should have procedures for resolving apparent
independence violations that are reported by firm personnel.
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Recent Developments
What are the recent changes to the independence rules?
.45 Auditor independence continues to draw the attention of those responsible for oversight of the
profession. The year 2000 included many significant developments in independence matters, most notably
in the area of nonattest services. Many of these developments resulted in new rules and interpretations; others
are still in the planning stages.

AICPA Independence Rule Changes
.46 During the past year, the most significant changes to the AICPA independence rules included the
following.

•

Performance of nonattest services. In April 2000, the AICPA modified Ethics Interpretation No. 101-3,
which provides guidance on the performance of nonattest services to restricted entities. See the
section of this Alert titled "Nonattest Services" for a discussion of the new rule.

•

Previous employment. A member or member's firm will not be in violation of the independence rules
solely because he or she was formerly associated with the client, as long as the individual has
dissociated himself or herself from the client (see Ethics Interpretation No. 101-9). In May 2000 the
AICPA modified an ethics Interpretation to provide additional guidance on how a member should
dissociate himself or herself from a former employer when that entity becomes a restricted entity
of the firm.

•

Spouse's participation in an employee benefit plan. The AICPA significantly revised its rules relating to
independence and the participation by a member's spouse or dependent in a retirement plan
sponsored by a client (see Ethics Ruling No. 108). See the section of this Alert titled "Additional Rules
for Certain Family Members" for a discussion of the new rule.

Public-Company Independence Initiatives
The SEC
A7 Auditors of public companies will have to comply with the independence standards issued by the SEC
and the ISB, in addition to those of the AICPA. Conceptually, the SEC and ISB rules relating to independence are
similar to the AICPA rules, but they do differ in certain specific ways, often by being more restrictive.

.48 In November 2000 the SEC adopted amendments to its auditor independence requirements. Specifi
cally, it amended Rule 2-01 of regulation S-X and Item 9 of Schedule 14A under the Securities Exchange Act
of 1934. These amendments are intended to modernize the SEC's rules for determining whether an auditor
is independent in light of—

•

Investments by auditors or their family members in audit clients.

•

Employment relationships between auditors or their family members and audit clients.

•

The scope of services provided by audit firms to their audit clients.

Visit the SEC's Web site at www.sec.gov/rules/final/33-7919.htm for the final rules. See appendix C of this
Alert for an excerpt from the amendments to the SEC independence rules.

ISB
.49

During the past year, the ISB issued two new independence standards:
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1. ISB Standard No. 2, Certain Independence Implications of Audits of Mutual Funds and Related Entities.
This standard addresses independence matters related to audit firms that audit mutual funds.

2. ISB Standard No. 3, Employment with Audit Clients. This standard addresses independence issues
when CPA firm professionals join firm audit clients. The assumption is that the firm's independence
may be impaired with respect to such clients because the former firm professional's knowledge of
and relationships with the audit firm may adversely influence the quality or effectiveness of the audit.
This assumption may be overcome if certain steps are taken to eliminate such a risk. This standard
describes the safeguards that firms should implement under these circumstances.
.50 The following Interpretations were issued by the ISB during 2000:
1. ISB Interpretation 00-1, ISB No. 1 and Secondary Auditors

2. ISB Interpretation 00-2, An Amendment of Interpretation 00-1
Help Desk—The full text of these standards and Interpretations, along with information
about other ISB publications and exposure drafts, are posted on the ISB's Web site at
www.cpaindependence.org/pubsdb.php3.
SEC Practice Section of the AICPA

.51 The SEC Practice Section of the AICPA (SECPS) revised its membership rules to focus on quality
control issues related to independence matters. The rules require member firms of the SECPS to, among
other things—
•

Establish independence policies.

•

Make their independence policies available to each professional.

•

Provide independence training to professionals at the time of employment and periodically thereafter.

•

Maintain a database to include all restricted entities.

•

Designate a partner responsible for overseeing the firm's independence matters and establish
procedures to follow up on violations.

•

Require that the restricted entity list be reviewed by each professional before the individual acquires
any security, obtains a loan, opens or modifies a brokerage account, or enters into business
relationships.

•

Require each professional to sign an independence confirmation near the time of employment and
annually thereafter.

•

Require each professional to report apparent violations and the related corrective action to be
taken.

Only firms that are members of the SECPS need to comply with these rules; however, other firms may find
the recommendations to be useful in promoting an awareness of and appreciation for the independence rules
and in establishing policies to help ensure the independence of their professionals.
Executive Summary—Recent Developments

•

Independence standard-setters have had a busy year, particularly on matters relating to the
performance of nonattest services.

•

The SEC has adopted revisions to its rules on auditor independence that affect CPA firms,
particularly in the area of nonattest services.
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AICPA—At Your Service
How can I order AICPA products?
What other AICPA services may be of interest to me?
Order Department (Member Satisfaction)

.52 To order AICPA products, call (888) 777-7077; write to AICPA Order Department, CLA10, P.O. Box
2209, Jersey City, NJ 07303-2209; or fax (800) 362-5066. For best results, call Monday through Friday between
8:30 A.M. and 7:30 P.M. EST. Obtaining product information and placing online orders can be done at the
AICPA's Web site, www.aicpa.org.
Independence Publications and Training

.53 The following new AICPA products provide guidance on independence matters:
•

Independence CD-ROM, by Michael Ramos (Product No. 739035). This interactive CD-ROM
course in independence reviews the AICPA independence rules (including the newly issued
SECPS independence requirements), SEC regulations on independence, and ISB standards.
Successful completion of the course qualifies for six hours of CPE credits. For further information,
see www.aicpa.org.

•

Plain English Guide to Independence. This guide provides a plain English explanation of basic
independence rules. The Guide is available on the AICPA Web site only under the Ethics team
section.

Ethics Hotline

.54 Members of the AICPA's Professional Ethics Team answer inquiries concerning independence and
other behavioral issues related to the application of the AICPA Code of Professional Conduct. Call (888)
777-7077.
Web Site

.55 The AICPA has a home page on the World Wide Web. AICPA Online, the Web site
(www.aicpa.org), offers CPAs the unique opportunity to stay abreast of developments in accounting
and auditing, including exposure drafts. The Ethics Team section contains recent developments relating
to independence matters.

New! Online CPE Offer!
.56 The AICPA has launched a new online learning library, AICPA InfoBytes. An annual fee ($95 for
members and $295 for non-members) will offer unlimited access to over 1,000 hours of online CPE in oneand two-hour segments. Register today as our guest at http://infobytes.aicpaservices.org.

CD-ROM Library
.57 The AICPA is currently offering a new CD-ROM product, titled reSource: AICPA's Accounting and
Auditing Literature. This CD-ROM enables subscription access to the following AICPA Professional Literature
products in a Windows format: Professional Standards, Technical Practice Aids, and Audit and Accounting Guides
(available for purchase as a set, which includes all Guides and the related Audit Risk Alerts, or as individual
publications). This dynamic product allows you to purchase the specific titles you need and includes
hypertext links to references within and between all products. To order any publications included on the
CD-ROM, call (888) 777-7077.
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.58 Practitioners Publishing Company (PPC) and the AICPA are currently offering publications issued
by PPC, the AICPA, and the Financial Accounting Standards Board (FASB) on one CD-ROM disk, titled The
Practitioner's Library—Accounting and Auditing. The FASB publications include Original Pronouncements,
Current Text, Emerging Issues Task Force Abstracts, and FASB Implementation Guides; and the AICPA publica
tions include Professional Standards, Technical Practice Aids, Audit and Accounting Guides, and Peer Review
Program Manual. The disk also contains eighteen PPC engagement manuals. The disk may be customized so
that purchasers pay for and receive only selected segments of the material. For more information about this
product call (800) 323-8724.

AAM §8200.58

Copyright © 2000, American Institute of Certified Public Accountants, Inc.

47

12-00

The ABCs of Independence—2000/01

8769

.59

Appendix A
Further Assistance on Independence Matters
As specific services and situations arise in practice, refer to the independence literature and consult with
those responsible for independence in your firm. If you need further assistance researching your question,
contact one of the following independence standard-setters for guidance:
•

AICPA. The Web site address for information about the AICPA's standard-setting activities is
www.aicpa.org/members/div/ethics/index.htm. The AICPA Code of Professional Conduct is
available at www.aicpa.org/about/code/index.htm. For independence inquiries by phone call (888)
777-7077. Send e-mail inquiries to ethics@aicpa.org. Information on the independence quality control
requirements of the AICPA SEC Practice Section is available at www.aicpa.org/members/div/
seeps/inmerefinal.htm.

•

Independence Standards Board (ISB). The Web site address is www.cpaindependence.org and lists ISB
Standards, Interpretations, meeting notices, agendas, minutes, exposure drafts, and discussion
memoranda. For independence inquiries call (212) 596-6133, fax (212) 596-6137, or e-mail the staff
(form available on the ISB Web site).

•

Securities and Exchange Commission (SEC). For information on current rule-making visit the Web site,
www.sec.gov/rules/final/33-7919.htm . Regulation S-X, Rule 2-01, Qualifications of Accountants,1 is
available at http://auditorindependence.org/content/secrules.doc. For independence inquiries, call
(202) 942-4400 (most inquiries on independence are handled by the ISB).

Also, these selected federal agencies may serve as resources for further information:
•

Department of Labor (DOL). Obtain DOL Regulation 2509.75-9, Interpretive Bulletin Relating to Guide
lines on Independence of Accountant Retained by Employee Benefit Plan, from the DOL at http://www.
dol.gov/dol/allcfr/PWBA/Title_29/Part_2509/29CFR2509.75-9.htm. Direct inquiries to the Office
of the Chief Accountant Help Desk at (212) 219-8770.

•

General Accounting Office (GAO). Obtain the GAO Yellow Book requirements at: http://
www.gao.gov/govaud/ybhtml/index.html. Direct inquiries to the Project Manager for Government
Auditing Standards at (202) 512-9535 or e-mail to yellowbook@gao.gov.

•

Federal Deposit Insurance Corporation (FDIC). Obtain the FDIC regulations (12 CFR Part 363), Annual
Independent Audits and Reporting Requirements, at http://www.fdic.gov/regulations/laws/rules/
2000-8500.html#2000part363.

1 Securities and Exchange Commission (SEC) rule-making and interpretative releases, SEC administrative decisions, SEC no-action
letters, and other relevant materials, such as SEC and industry reports and studies, are available for sale through Commerce Clearing
House at www.cch.com.
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Appendix B
References to Applicable Independence Standards Cited in This Alert
The following list references you to the AICPA independence standards cited throughout this Alert.

AICPA Ethics Interpretations
•

Interpretation No. 101-1, "Interpretation of Rule 101," of ET section 101, Independence (AICPA,
Professional Standards, vol. 2, ET sec. 101.02)

•

Interpretation No. 101-2, "Former Practitioners and Firm Independence," of ET section 101, Inde
pendence (AICPA, Professional Standards, vol. 2, ET sec. 101.04)

•

Interpretation No. 101-3, "Performance of Other Services," of ET section 101, Independence (AICPA,
Professional Standards, vol. 2, ET sec. 101.05)

•

Interpretation No. 101-5, "Loans from Financial Institution Clients and Related Terminology," of ET
section 101, Independence (AICPA, Professional Standards, vol. 2, ET sec. 101.07)

•

Interpretation No. 101-9, "The Meaning of Certain Independence Terminology and the Effect of
Family Relationships on Independence," of ET section 101, Independence (AICPA, Professional Stand
ards, vol. 2, ET sec. 101.11)

Ethics Rules
•

Rule 101, Independence (AICPA, Professional Standards, vol. 2, ET sec. 101)

•

Rule 302, Contingent Fees (AICPA, Professional Standards, vol. 2, ET sec. 302.01)

•

Rule 503, Commissions and Referral Fees (AICPA, Professional Standards, vol. 2, ET sec. 503.01)

Ethics Rulings
•

Ethics Ruling No. 25, "Commission and Contingent Fee Arrangements with Nonattest Clients," of
ET section 391, Ethics Rulings on Responsibilities to Clients (AICPA, Professional Standards, vol. 2, ET sec.
391.049)

•

Ethics Ruling No. 29, "Member as Bondholder," of ET section 191, Ethics Rulings on Independence,
Integrity, and Objectivity (AICPA, Professional Standards, vol. 2, ET sec. 191.057-.058).

•

Ethics Ruling No. 36, "Participant in Investment Club," of ET section 191, Ethics Rulings on Inde
pendence, Integrity, and Objectivity (AICPA, Professional Standards, vol. 2, ET sec. 191.071-072)

•

Ethics Ruling No. 52, "Unpaid Fees," of ET section 191, Ethics Rulings on Independence, Integrity, and
Objectivity (AICPA, Professional Standards, vol. 2, ET sec. 191.103-.104)

•

Ethics Ruling No. 66, "Member's Retirement or Savings Plan Has Financial Interest in Client," of ET
section 191, Ethics Rulings on Independence, Integrity, and Objectivity (AICPA, Professional Standards,
vol. 2, ET sec. 191.132-.133)

•

Ethics Ruling No. 68, "Blind Trust," of ET section 191, Ethics Rulings on Independence, Integrity, and
Objectivity (AICPA, Professional Standards, vol. 2, ET sec. 191.136-.137)

•

Ethics Ruling No. 79, "Member's Investment in a Partnership That Invests in Member's Client," of
ET section 191, Ethics Rulings on Independence, Integrity, and Objectivity (AICPA, Professional Standards,
vol. 2, ET sec. 191.158-.159)
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•

Ethics Ruling No. 108, "Participation of Member or Spouse in Retirement, Savings, or Similar Plan
Sponsored by, or That Invests in, Client," of ET section 191, Ethics Rulings on Independence, Integrity,
and Objectivity (AICPA, Professional Standards, vol. 2, ET sec. 191. 216-.217)

•

Ethics Ruling No. 192, "Commission and Contingent Fee Arrangements with Nonattest Clients," of
ET section 591, Ethics Rulings on Other Responsibilities and Practices (AICPA, Professional Standards, vol.
2, ET sec. 591.383)

Statements on Quality Control Standards (SQCSs)
•

SQCS No. 4, System of Quality Control for a CPA Firm's Accounting and Auditing Practice (AICPA,
Professional Standards, vol. 2, QC sec. 20.09)

Statements on Standards for Accounting and Review Services (SSARSs)
•

SSARS 1, Compilation and Review of Financial Statements (AICPA, Professional Standards, vol. 2, AR sec. 100)
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Appendix C
SEC Amendments to Auditor Independence Rules
This section has been adapted from the SEC's final rule revisions on auditor independence. In general, the
rules are effective February 5,2001 (there are transition dates for certain situations). Visit the SEC's Web site
at www.sec.gov/rules/final/33-7919.htm for the complete rule revisions on auditor independence.

X. Statutory Bases and Text of Amendments
Text of Amendments
In accordance with the foregoing, Title 17, Chapter II of the Code of Federal Regulations is amended as follows:

PART 210—FORM AND CONTENT OF AND REQUIREMENTS FOR FINANCIAL STATEMENTS,
SECURITIES ACT OF 1933, SECURITIES EXCHANGE ACT OF 1934, PUBLIC UTILITY HOLDING
COMPANY ACT OF 1935, INVESTMENT COMPANY ACT OF 1940, INVESTMENT ADVISERS ACT
OF 1940, AND ENERGY POLICY AND CONSERVATION ACT OF 1975

1. The heading for Part 210 is revised as set forth above.
2. The authority citation for Part 210 is revised to read as follows:
Authority: 15 U.S.C. 77f, 77g, 77h, 77j, 77s, 77z-2, 77z-3, 77aa(25), 77aa(26), 78c, 78j-l, 781,
78m, 78n, 78o(d), 78q, 78u-5, 78w(a), 7811, 78mm, 79e(b), 79j(a), 79n, 79t(a), 80a-8, 80a-20,
80a-29,80a-30,80a-37(a), 80b-3, 80b-11 unless otherwise noted.

3. By amending §210.2-01 by adding a Preliminary Note and paragraphs (d), (e) and (f) and
revising paragraphs (b) and (c) to read as follows:
§210.2-01 Qualifications of accountants.
Preliminary Note to §210.2-01

Rule 2-01 is designed to ensure that auditors are qualified and independent of their audit clients
both in fact and in appearance. Accordingly, the rule sets forth restrictions on financial,
employment, and business relationships between an accountant and an audit client and
restrictions on an accountant providing certain non-audit services to an audit client.
Rule 2-01(b) sets forth the general standard of auditor independence. Paragraphs (c)(1) to (c)(5)
reflect the application of the general standard to particular circumstances. The rule does not
purport to, and the Commission could not, consider all circumstances that raise independence
concerns, and these are subject to the general standard in paragraph 2-01(b). In considering this
standard, the Commission looks in the first instance to whether a relationship or the provision
of a service: (a) creates a mutual or conflicting interest between the accountant and the audit
client; (b) places the accountant in the position of auditing his or her own work; (c) results in the
accountant acting as management or an employee of the audit client; or (d) places the accountant
in a position of being an advocate for the audit client.

These factors are general guidance only and their application may depend on particular facts
and circumstances. For that reason, Rule 2-01 provides that, in determining whether an
accountant is independent, the Commission will consider all relevant facts and circum
stances. For the same reason, registrants and accountants are encouraged to consult with
the Commission's Office of the Chief Accountant before entering into relationships, includ
ing relationships involving the provision of services, that are not explicitly described in the Rule.
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(a) ***

(b) The Commission will not recognize an accountant as independent, with respect to an audit client, if the
accountant is not, or a reasonable investor with knowledge of all relevant facts and circumstances would
conclude that the accountant is not, capable of exercising objective and impartial judgment on all issues
encompassed within the accountant's engagement. In determining whether an accountant is independent,
the Commission will consider all relevant circumstances, including all relationships between the accountant
and the audit client, and not just those relating to reports filed with the Commission.
(c) This paragraph sets forth a non-exclusive specification of circumstances inconsistent with paragraph (b)
of this section.

(1) Financial relationships. An accountant is not independent if, at any point during the
audit and professional engagement period, the accountant has a direct financial interest or
a material indirect financial interest in the accountant's audit client, such as:
(i)

Investments in audit clients. An accountant is not independent when:

(A) The accounting firm, any covered person in the firm, or any of his or her immediate
family members, has any direct investment in an audit client, such as stocks, bonds, notes,
options, or other securities. The term direct investment includes an investment in an audit
client through an intermediary if:

(1) The accounting firm, covered person, or immediate family member, alone or together with
other persons, supervises or participates in the intermediary's investment decisions or has
control over the intermediary; or
(2) The intermediary is not a diversified management investment company, as defined by
Section 5(b)(1) of the Investment Company Act of 1940, 15 U.S.C. 80a-5(b)(1), and has an
investment in the audit client that amounts to 20 percent or more of the value of the
intermediary's total investments.
(B) Any partner, principal, shareholder, or professional employee of the accounting firm, any
of his or her immediate family members, any close family member of a covered person in the
firm, or any group of the above persons has filed a Schedule 13D or 13G (17 CFR 240.13d-101
or 240.13d-102) with the Commission indicating beneficial ownership of more than five percent
of an audit client's equity securities or controls an audit client, or a close family member of a
partner, principal, or shareholder of the accounting firm controls an audit client.

(C) The accounting firm, any covered person in the firm, or any of his or her immediate family
members, serves as voting trustee of a trust, or executor of an estate, containing the securities of
an audit client, unless the accounting firm, covered person in the firm, or immediate family
member has no authority to make investment decisions for the trust or estate.

(D) The accounting firm, any covered person in the firm, any of his or her immediate family
members, or any group of the above persons has any material indirect investment in an audit
client. For purposes of this paragraph, the term material indirect investment does not include
ownership by any covered person in the firm, any of his or her immediate family members,
or any group of the above persons of 5 percent or less of the outstanding shares of a
diversified management investment company, as defined by Section 5(b)(1) of the Invest
ment Company Act of 1940,15 U.S.C. 80a-5(b)(1), that invests in an audit client.
(E) The accounting firm, any covered person in the firm, or any of his or her immediate
family members:
(1) Has any direct or material indirect investment in an entity where:
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(i) An audit client has an investment in that entity that is material to the audit client and
has the ability to exercise significant influence over that entity; or
(ii) The entity has an investment in an audit client that is material to that entity and has the
ability to exercise significant influence over that audit client;

(2) Has any material investment in an entity over which an audit client has the ability to
exercise significant influence; or
(3) Has the ability to exercise significant influence over an entity that has the ability to
exercise significant influence over an audit client.
(ii) Other financial interests in audit client. An accountant is not independent when the
accounting firm, any covered person in the firm, or any of his or her immediate family
members has:

(A) Loans/debtor-creditor relationship. Any loan (including any margin loan) to or from
an audit client, or an audit client's officers, directors, or record or beneficial owners of more
than ten percent of the audit client's equity securities, except for the following loans obtained
from a financial institution under its normal lending procedures, terms, and requirements:
(1) Automobile loans and leases collateralized by the automobile;

(2) Loans fully collateralized by the cash surrender value of an insurance policy;
(3) Loans fully collateralized by cash deposits at the same financial institution; and
(4) A mortgage loan collateralized by the borrower's primary residence provided the loan
was not obtained while the covered person in the firm was a covered person.

(B) Savings and checking accounts. Any savings, checking, or similar account at a bank,
savings and loan, or similar institution that is an audit client, if the account has a balance
that exceeds the amount insured by the Federal Deposit Insurance Corporation or any
similar insurer, except that an accounting firm account may have an uninsured balance
provided that the likelihood of the bank, savings and loan, or similar institution experiencing
financial difficulties is remote.
(C) Broker-dealer accounts. Brokerage or similar accounts maintained with a broker
dealer that is an audit client, if:
(1) Any such account includes any asset other than cash or securities (within the meaning
of "security" provided in the Securities Investor Protection Act of 1970 ("SIPA") (15 U.S.C.
78aaa et seq.));
(2) The value of assets in the accounts exceeds the amount that is subject to a Securities
Investor Protection Corporation advance, for those accounts, under Section 9 of SIPA (15
U.S.C. 78fff-3); or

(3) With respect to non-U.S. accounts not subject to SIPA protection, the value of assets in
the accounts exceeds the amount insured or protected by a program similar to SIPA.

(D) Futures commission merchant accounts. Any futures, commodity, or similar account
maintained with a futures commission merchant that is an audit client.
(E) Credit cards. Any aggregate outstanding credit card balance owed to a lender that is
an audit client that is not reduced to $10,000 or less on a current basis taking into considera
tion the payment due date and any available grace period.
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(F) Insurance products. Any individual policy issued by an insurer that is an audit client
unless:

(1) The policy was obtained at a time when the covered person in the firm was not a covered
person in the firm; and
(2) The likelihood of the insurer becoming insolvent is remote.

(G) Investment companies. Any financial interest in an entity that is part of an investment
company complex that includes an audit client.

(iii) Exceptions. Notwithstanding paragraphs (c)(l)(i) and (c)(l)(ii) of this section, an
accountant will not be deemed not independent if:

(A) Inheritance and gift. Any person acquires an unsolicited financial interest, such as
through an unsolicited gift or inheritance, that would cause an accountant to be not
independent under paragraph (c)(l)(i) or (c)(l)(ii) of this section, and the financial interest
is disposed of as soon as practicable, but no later than 30 days after the person has knowledge
of and the right to dispose of the financial interest.
(B) New audit engagement. Any person has a financial interest that would cause an
accountant to be not independent under paragraph (c)(l)(i) or (c)(l)(ii) of this section, and:
(1) The accountant did not audit the client's financial statements for the immediately
preceding fiscal year; and

(2) The accountant is independent under paragraph (c)(l)(i) and (c)(l)(ii) of this section
before the earlier of:
(i) Signing an initial engagement letter or other agreement to provide audit, review, or attest
services to the audit client; or
(ii) Commencing any audit, review, or attest procedures (including planning the audit of
the client's financial statements).

(C) Employee compensation and benefit plans. An immediate family member of a person
who is a covered person in the firm only by virtue of paragraphs (f)(11)(iii) or (f)(11)(iv) of
this section has a financial interest that would cause an accountant to be not independent
under paragraph (c)(l)(i) or (c)(1)(h) of this section, and the acquisition of the financial
interest was an unavoidable consequence of participation in his or her employer's employee
compensation or benefits program, provided that the financial interest, other than unexer
cised employee stock options, is disposed of as soon as practicable, but no later than 30 days
after the person has the right to dispose of the financial interest.
(iv) Audit clients' financial relationships. An accountant is not independent when:

(A) Investments by the audit client in the accounting firm. An audit client has, or has agreed
to acquire, any direct investment in the accounting firm, such as stocks, bonds, notes,
options, or other securities, or the audit client's officers or directors are record or beneficial
owners of more than 5 percent of the equity securities of the accounting firm.

(B) Underwriting. An accounting firm engages an audit client to act as an underwriter,
broker-dealer, market-maker, promoter, or analyst with respect to securities issued by the
accounting firm.

(2) Employment relationships. An accountant is not independent if, at any point during
the audit and professional engagement period, the accountant has an employment relation
ship with an audit client, such as:
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(i) Employment at audit client of accountant. A current partner, principal, shareholder, or
professional employee of the accounting firm is employed by the audit client or serves as a
member of the board of directors or similar management or governing body of the audit
client.

(ii) Employment at audit client of certain relatives of accountant. A close family member
of a covered person in the firm is in an accounting role or financial reporting oversight role
at an audit client, or was in such a role during any period covered by an audit for which the
covered person in the firm is a covered person.
(iii) Employment at audit client of former employee of accounting firm. A former partner,
principal, shareholder, or professional employee of an accounting firm is in an accounting
role or financial reporting oversight role at an audit client, unless the individual:

(A) Does not influence the accounting firm's operations or financial policies;
(B) Has no capital balances in the accounting firm; and

(C) Has no financial arrangement with the accounting firm other than one providing for
regular payment of a fixed dollar amount (which is not dependent on the revenues, profits,
or earnings of the accounting firm):

(1) Pursuant to a fully funded retirement plan, rabbi trust, or, in jurisdictions in which a
rabbi trust does not exist, a similar vehicle; or
(2) In the case of a former professional employee who was not a partner, principal, or
shareholder of the accounting firm and who has been disassociated from the accounting
firm for more than five years, that is immaterial to the former professional employee.
(iv) Employment at accounting firm of former employee of audit client. A former officer,
director, or employee of an audit client becomes a partner, principal, shareholder, or professional
employee of the accounting firm, unless the individual does not participate in, and is not in a
position to influence, the audit of the financial statements of the audit client covering any period
during which he or she was employed by or associated with that audit client.

(3) Business relationships. An accountant is not independent if, at any point during the
audit and professional engagement period, the accounting firm or any covered person in
the firm has any direct or material indirect business relationship with an audit client, or with
persons associated with the audit client in a decision-making capacity, such as an audit
client's officers, directors, or substantial stockholders. The relationships described in this
paragraph do not include a relationship in which the accounting firm or covered person in
the firm provides professional services to an audit client or is a consumer in the ordinary
course of business.

(4) Non-audit services. An accountant is not independent if, at any point during the audit
and professional engagement period, the accountant provides the following non-audit
services to an audit client:
(i) Bookkeeping or other services related to the audit client's accounting records or financial
statements.
(A) Any service involving:

(1) Maintaining or preparing the audit client's accounting records;
(2) Preparing the audit client's financial statements that are filed with the Commission or
form the basis of financial statements filed with the Commission; or
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(3) Preparing or originating source data underlying the audit client's financial statements.
(B) Notwithstanding paragraph (c)(4)(i)(A) of this section, the accountant's independence
will not be impaired when the accountant provides these services:
(1) In emergency or other unusual situations, provided the accountant does not undertake
any managerial actions or make any managerial decisions; or
(2) For foreign divisions or subsidiaries of an audit client, provided that:

(i) The services are limited, routine, or ministerial;
(ii) It is impractical for the foreign division or subsidiary to make other arrangements;

(iii) The foreign division or subsidiary is not material to the consolidated financial statements;

(iv) The foreign division or subsidiary does not have employees capable or competent to
perform the services;
(v) The services performed are consistent with local professional ethics rules; and

(vi) The fees for all such services collectively (for the entire group of companies) do not
exceed the greater of 1% of the consolidated audit fee or $10,000.
(ii) Financial information systems design and implementation.

(A) Directly or indirectly operating, or supervising the operation of, the audit client's
information system or managing the audit client's local area network.
(B) Designing or implementing a hardware or software system that aggregates source data
underlying the financial statements or generates information that is significant to the audit
client's financial statements taken as a whole, unless:

(1) The audit client's management has acknowledged in writing to the accounting firm and
the audit client's audit committee, or if there is no such committee then the board of directors,
the audit client's responsibility to establish and maintain a system of internal accounting
controls in compliance with Section 13(b)(2) of the Securities Exchange Act of 1934 (15 U.S.C.
78m(b)(2));
(2) The audit client's management designates a competent employee or employees, prefer
ably within senior management, with the responsibility to make all management decisions
with respect to the design and implementation of the hardware or software system;

(3) The audit client's management makes all management decisions with respect to the
design and implementation of the hardware or software system including, but not limited
to, decisions concerning the systems to be evaluated and selected, the controls and system
procedures to be implemented, the scope and timetable of system implementation, and the
testing, training, and conversion plans;
(4) The audit client's management evaluates the adequacy and results of the design and
implementation of the hardware or software system; and

(5) The audit client's management does not rely on the accountant's work as the primary
basis for determining the adequacy of its internal controls and financial reporting systems.

(C) Nothing in this paragraph (c)(4)(ii) shall limit services an accountant performs in
connection with the assessment, design, and implementation of internal accounting controls
and risk management controls, provided the auditor does not act as an employee or perform
management functions.
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(iii) Appraisal or valuation services or fairness opinions.
(A) Any appraisal service, valuation service, or any service involving a fairness opinion for an
audit client, where it is reasonably likely that the results of these services, individually or in the
aggregate, would be material to the financial statements, or where the results of these services
will be audited by the accountant during an audit of the audit client's financial statements.
(B) Notwithstanding paragraph (c)(4)(iii)(A) of this section, the accountant's independence
will not be impaired when:
(1) The accounting firm's valuation expert reviews the work of the audit client or a specialist
employed by the audit client, and the audit client or the specialist provides the primary
support for the balances recorded in the client's financial statements;

(2) The accounting firm's actuaries value an audit client's pension, other post-employment
benefit, or similar liabilities, provided that the audit client has determined and taken
responsibility for all significant assumptions and data;
(3) The valuation is performed in the context of the planning and implementation of a
tax-planning strategy or for tax compliance services; or
(4) The valuation is for non-financial purposes where the results of the valuation do not
affect the financial statements.
(iv) Actuarial services.

(A) Any actuarially-oriented advisory service involving the determination of insurance
company policy reserves and related accounts for the audit client, unless:
(1) The audit client uses its own actuaries or third-party actuaries to provide management
with the primary actuarial capabilities;
(2) Management accepts responsibility for any significant actuarial methods and assump
tions; and
(3) The accountant's involvement is not continuous.

(B) Subject to complying with paragraph (c)(4)(iv)(A)(l) - (3) of this section, the accountant's
independence will not be impaired if the accountant:
(1) Assists management to develop appropriate methods, assumptions, and amounts for
policy and loss reserves and other actuarial items presented in financial reports based on
the audit client's historical experience, current practice, and future plans;

(2) Assists management in the conversion of financial statements from a statutory basis to
one conforming with generally accepted accounting principles;
(3) Analyzes actuarial considerations and alternatives in federal income tax planning; or

(4) Assists management in the financial analysis of various matters, such as proposed new
policies, new markets, business acquisitions, and reinsurance needs.
(v) Internal audit services. Either of:

(A) Internal audit services in an amount greater than 40 percent of the total hours expended
on the audit client's internal audit activities in any one fiscal year, unless the audit client has
less than $200 million in total assets. (For purposes of this paragraph, the term internal audit
services does not include operational internal audit services unrelated to the internal
accounting controls, financial systems, or financial statements.); or
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(B) Any internal audit services, or any operational internal audit services unrelated to the
internal accounting controls, financial systems, or financial statements, for an audit client,
unless:

(1) The audit client's management has acknowledged in writing to the accounting firm and
the audit client's audit committee, or if there is no such committee then the board of directors,
the audit client's responsibility to establish and maintain a system of internal accounting
controls in compliance with Section 13(b)(2) of the Securities Exchange Act of 1934 (15 U.S.C.
78m(b)(2));
(2) The audit client's management designates a competent employee or employees, prefer
ably within senior management, to be responsible for the internal audit function;

(3) The audit client's management determines the scope, risk, and frequency of internal audit
activities, including those to be performed by the accountant;
(4) The audit client's management evaluates the findings and results arising from the
internal audit activities, including those performed by the accountant;
(5) The audit client's management evaluates the adequacy of the audit procedures per
formed and the findings resulting from the performance of those procedures by, among
other things, obtaining reports from the accountant; and
(6) The audit client's management does not rely on the accountant's work as the primary
basis for determining the adequacy of its internal controls.

(vi) Management functions. Acting, temporarily or permanently, as a director, officer, or
employee of an audit client, or performing any decision-making, supervisory, or ongoing
monitoring function for the audit client.
(vii) Human resources.

(A) Searching for or seeking out prospective candidates for managerial, executive, or
director positions;
(B) Engaging in psychological testing, or other formal testing or evaluation programs;

(C) Undertaking reference checks of prospective candidates for an executive or director
position;

(D) Acting as a negotiator on the audit client's behalf, such as determining position, status
or title, compensation, fringe benefits, or other conditions of employment; or
(E) Recommending, or advising the audit client to hire, a specific candidate for a specific job
(except that an accounting firm may, upon request by the audit client, interview candidates
and advise the audit client on the candidate's competence for financial accounting, admin
istrative, or control positions).
(viii) Broker-dealer services. Acting as a broker-dealer, promoter, or underwriter, on behalf
of an audit client, making investment decisions on behalf of the audit client or otherwise
having discretionary authority over an audit client's investments, executing a transaction to
buy or sell an audit client's investment, or having custody of assets of the audit client, such
as taking temporary possession of securities purchased by the audit client.
(ix) Legal services. Providing any service to an audit client under circumstances in which
the person providing the service must be admitted to practice before the courts of a United
States jurisdiction.
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(5) Contingent fees. An accountant is not independent if, at any point during the audit and
professional engagement period, the accountant provides any service or product to an audit
client for a contingent fee or a commission, or receives a contingent fee or commission from
an audit client.
(d) Quality controls. An accounting firm's independence will not be impaired solely because a covered
person in the firm is not independent of an audit client provided:

(1) The covered person did not know of the circumstances giving rise to the lack of
independence;
(2) The covered person's lack of independence was corrected as promptly as possible under the
relevant circumstances after the covered person or accounting firm became aware of it; and
(3) The accounting firm has a quality control system in place that provides reasonable
assurance, taking into account the size and nature of the accounting firm's practice, that the
accounting firm and its employees do not lack independence, and that covers at least all
employees and associated entities of the accounting firm participating in the engagement,
including employees and associated entities located outside of the United States.
(4) For an accounting firm that annually provides audit, review, or attest services to more
than 500 companies with a class of securities registered with the Commission under Section
12 of the Securities Exchange Act of 1934 (15 U.S.C. 781), a quality control system will not
provide such reasonable assurance unless it has at least the following features:

(i) Written independence policies and procedures;
(ii) With respect to partners and managerial employees, an automated system to identify
their investments in securities that might impair the accountant's independence;

(iii) With respect to all professionals, a system that provides timely information about
entities from which the accountant is required to maintain independence;
(iv) An annual or on-going firm-wide training program about auditor independence;
(v) An annual internal inspection and testing program to monitor adherence to inde
pendence requirements;
(vi ) Notification to all accounting firm members, officers, directors, and employees of the
name and title of the member of senior management responsible for compliance with auditor
independence requirements;

(vii ) Written policies and procedures requiring all partners and covered persons to report
promptly to the accounting firm when they are engaged in employment negotiations with
an audit client, and requiring the firm to remove immediately any such professional from
that audit client's engagement and to review promptly all work the professional performed
related to that audit client's engagement; and
(viii ) A disciplinary mechanism to ensure compliance with this section.

(e)

Transition and grandfathering.

(1) Transition.
(i) Appraisal or valuation services or fairness opinions and internal audit services.
Until [insert date 18 months after the effective date of this section], providing to an audit
client the non-audit services set forth in paragraphs (c)(4) (iii) and (c)(4)(v) of this section will
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not impair an accountant's independence with respect to the audit client if performing those
services did not impair the accountant's independence under pre-existing requirements of
the Commission, the Independence Standards Boards, or the accounting profession in the
United States.
(ii) Other financial interests and employment relationships. Until [insert date 3 months
after the effective date of this section], having the financial interests set forth in paragraph
(c)(l)(ii) of this section or the employment relationships set forth in paragraph (c)(2) of this
section will not impair an accountant's independence with respect to the audit client if
having those financial interests or employment relationships did not impair the accountant's
independence under pre-existing requirements of the Commission, the Independence
Standards Board, or the accounting profession in the United States.

(iii) Quality controls. Until December 31, 2002, paragraph (d)(4) of this section shall not
apply to offices of the accounting firm located outside of the United States.
(2) Grandfathering. Financial interests included in paragraphs (c)(l)(ii)(A) and (c)(l)(ii)(F) of
this section and employment relationships included in paragraph (c)(2) of this section in
existence on [insert date 3 months after the effective date of this section], and contracts for the
provision of services described in paragraph (c)(4)(ii) of this section in existence on [insert the
effective date of this section] will not be deemed to impair an accountant's independence if they
did not impair the accountant's independence under pre-existing requirements of the Commis
sion, the Independence Standards Board, or the accounting profession in the United States.
(3) Settling financial arrangements with former professionals. To the extent not required
by pre-existing requirements of the Commission, the Independence Standards Board, or the
accounting profession in the United States, the requirement in paragraph (c)(2)(iii) of this
section to settle financial arrangements with former professionals applies to situations that
arise after the effective date of this section.
(f)

Definitions of terms. For purposes of this section:
(1) Accountant, as used in paragraphs (b) through (e) of this section, means a certified public
accountant or public accountant performing services in connection with an engagement for
which independence is required. References to the accountant include any accounting firm
with which the certified public accountant or public accountant is affiliated.
(2) Accounting firm means an organization (whether it is a sole proprietorship, incorporated
association, partnership, corporation, limited liability company, limited liability partner
ship, or other legal entity) that is engaged in the practice of public accounting and furnishes
reports or other documents filed with the Commission or otherwise prepared under the
securities laws, and all of the organization's departments, divisions, parents, subsidiaries,
and associated entities, including those located outside of the United States. Accounting firm
also includes the organization's pension, retirement, investment, or similar plans.

(3) Accounting role or financial reporting oversight role means a role in which a person is
in a position to or does:
(i) Exercise more than minimal influence over the contents of the accounting records or
anyone who prepares them; or
(ii) Exercise influence over the contents of the financial statements or anyone who prepares them,
such as when the person is a member of the board of directors or similar management or
governing body, chief executive officer, president, chief financial officer, chief operating officer,
general counsel, chief accounting officer, controller, director of internal audit, director of
financial reporting, treasurer, vice president of marketing, or any equivalent position.
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(4) Affiliate of the audit client means:
(i) An entity that has control over the audit client, or over which the audit client has control,
or which is under common control with the audit client, including the audit client's parents
and subsidiaries;

(ii) An entity over which the audit client has significant influence, unless the entity is not
material to the audit client;
(iii) An entity that has significant influence over the audit client, unless the audit client is
not material to the entity; and

(iv) Each entity in the investment company complex when the audit client is an entity that
is part of an investment company complex.
(5) Audit and professional engagement period includes both:

(i) The period covered by any financial statements being audited or reviewed (the "audit
period"); and
(ii) The period of the engagement to audit or review the audit client's financial statements
or to prepare a report filed with the Commission (the "professional engagement period"):

(A) The professional engagement period begins when the accountant either signs an initial
engagement letter (or other agreement to review or audit a client's financial statements) or
begins audit, review, or attest procedures, whichever is earlier; and
(B) The professional engagement period ends when the audit client or the accountant notifies
the Commission that the client is no longer that accountant's audit client.

(iii) For audits of the financial statements of foreign private issuers, the "audit and profes
sional engagement period" does not include periods ended prior to the first day of the last
fiscal year before the foreign private issuer first filed, or was required to file, a registration
statement or report with the Commission, provided there has been full compliance with
home country independence standards in all prior periods covered by any registration
statement or report filed with the Commission.
(6) Audit client means the entity whose financial statements or other information is being
audited, reviewed, or attested and any affiliates of the audit client, other than, for purposes
of paragraph (c)(1)(i) of this section, entities that are affiliates of the audit client only by
virtue of paragraph (f)(4)(ii) or (f)(4)(iii) of this section.
(7) Audit engagement team means all partners, principals, shareholders, and professional
employees participating in an audit, review, or attestation engagement of an audit client,
including those conducting concurring or second partner reviews and all persons who
consult with others on the audit engagement team during the audit, review, or attestation
engagement regarding technical or industry-specific issues, transactions, or events.
(8) Chain of command means all persons who:
(i) Supervise or have direct management responsibility for the audit, including at all
successively senior levels through the accounting firm's chief executive;

(ii) Evaluate the performance or recommend the compensation of the audit engagement
partner; or

(iii) Provide quality control or other oversight of the audit.
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(9) Close family members means a person's spouse, spousal equivalent, parent, dependent,
nondependent child, and sibling.
(10) Contingent fee means, except as stated in the next sentence, any fee established for the
sale of a product or the performance of any service pursuant to an arrangement in which no
fee will be charged unless a specified finding or result is attained, or in which the amount
of the fee is otherwise dependent upon the finding or result of such product or service. Solely
for the purposes of this section, a fee is not a "contingent fee" if it is fixed by courts or other
public authorities, or, in tax matters, if determined based on the results of judicial proceed
ings or the findings of governmental agencies. Fees may vary depending, for example, on
the complexity of services rendered.

(11) Covered persons in the firm means the following partners, principals, shareholders, and
employees of an accounting firm:
(i) The "audit engagement team";

(ii) The "chain of command";

(iii) Any other partner, principal, shareholder, or managerial employee of the accounting
firm who has provided ten or more hours of non-audit services to the audit client for the
period beginning on the date such services are provided and ending on the date the
accounting firm signs the report on the financial statements for the fiscal year during which
those services are provided, or who expects to provide ten or more hours of non-audit
services to the audit client on a recurring basis; and

(iv) Any other partner, principal, or shareholder from an "office" of the accounting firm in
which the lead audit engagement partner primarily practices in connection with the audit.
(12) Group means two or more persons who act together for the purposes of acquiring,
holding, voting, or disposing of securities of a registrant.

(13) Immediate family members means a person's spouse, spousal equivalent, and dependents.
(14) Investment company complex.

(i) "Investment company complex" includes:
(A) An investment company and its investment adviser or sponsor;
(B) Any entity controlled by or controlling an investment adviser or sponsor in paragraph
(f)(14)(i)(A) of this section, or any entity under common control with an investment adviser
or sponsor in paragraph (f)(14)(i)(A) of this section if the entity:

(1) Is an investment adviser or sponsor; or
(2) Is engaged in the business of providing administrative, custodian, underwriting, or
transfer agent services to any investment company, investment adviser, or sponsor; and

(C) Any investment company or entity that would be an investment company but for the
exclusions provided by Section 3(c) of the Investment Company Act of 1940 (15 U.S.C.
80a-3(c)) that has an investment adviser or sponsor included in this definition by either
paragraph (f)(14)(i)(A) or (f)(14)(i)(B) of this section.

(ii) An investment adviser, for purposes of this definition, does not include a sub-adviser
whose role is primarily portfolio management and is subcontracted with or overseen by
another investment adviser.
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(iii) Sponsor, for purposes of this definition, is an entity that establishes a unit investment
trust.
(15) Office means a distinct sub-group within an accounting firm, whether distinguished
along geographic or practice lines.

(16) Rabbi trust means an irrevocable trust whose assets are not accessible to the accounting
firm until all benefit obligations have been met, but are subject to the claims of creditors in
bankruptcy or insolvency.
PART 240—GENERAL RULES AND REGULATIONS, SECURITIES EXCHANGE ACT OF 1934

4. The general authority citation for Part 240 is revised to read, in part, as follows:
Authority: 15 U.S.C. 77c, 77d, 77g, 77j, 77s, 77z-2, 77z-3, 77eee, 77ggg, 77nnn, 77sss, 77ttt, 78c,
78d, 78f, 78i, 78j, 78j-l, 78k, 78k-l, 781, 78m, 78n, 78o, 78p, 78q, 78s, 78u-5, 78w, 78x, 78ll,78mm,
79q, 79t, 80a-20,80a-23,80a-29,80a-37,80b-3,80b-4 and 80b-11, unless otherwise noted.

*****

5. By amending §240.14a-101 to add paragraph (e) to Item 9 to read as follows:
§24 0.14a-101 Schedule 14A Information required in proxy statement.

*****
Item 9. Independent public accountants. * * *

*****
(e)(1) Disclose, under the caption Audit Fees, the aggregate fees billed for professional
services rendered for the audit of the registrant's annual financial statements for the most
recent fiscal year and the reviews of the financial statements included in the registrant's
Forms 10-Q (17 CFR 249.308a) or 10-QSB (17 CFR 249.308b) for that fiscal year.

(2) Disclose, under the caption Financial Information Systems Design and Implementation
Fees, the aggregate fees billed for the professional services described in Paragraph (c)(4)(ii)
of Rule 2-01 of Regulation S-X (17 CFR 210.2-01(c)(4)(ii)) rendered by the principal account
ant for the most recent fiscal year. For purposes of this disclosure item, registrants that are
investment companies must disclose fees billed for services rendered to the registrant, the
registrant's investment adviser (not including any sub-adviser whose role is primarily
portfolio management and is subcontracted with or overseen by another investment ad
viser), and any entity controlling, controlled by, or under common control with the adviser
that provides services to the registrant.
(3) Disclose, under the caption All Other Fees, the aggregate fees billed for services rendered
by the principal accountant, other than the services covered in paragraphs (e)(1) and (e)(2)
of this section, for the most recent fiscal year. For purposes of this disclosure item, registrants
that are investment companies must disclose fees billed for services rendered to the regis
trant, the registrant's investment adviser (not including any sub-adviser whose role is
primarily portfolio management and is subcontracted with or overseen by another invest
ment adviser), and any entity controlling, controlled by, or under common control with the
adviser that provides services to the registrant.
(4) Disclose whether the audit committee of the board of directors, or if there is no such
committee then the board of directors, has considered whether the provision of the services
covered in paragraphs (e)(2) and (e)(3) of this section is compatible with maintaining the
principal accountant's independence.
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(5) If greater than 50 percent, disclose the percentage of the hours expended on the principal
accountant's engagement to audit the registrant's financial statements for the most recent
fiscal year that were attributed to work performed by persons other than the principal
accountant's full-time, permanent employees.

[The next page is 8801.]
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AAM Section 8210
E-Business Industry Developments—2000/01
In This Year's Alert . . .
•

What background information is relevant for you to consider in the e-business arena?

•

How do e-businesses use Internet technologies in providing services?

•

What does the recent and projected economic growth look like for e-business?

•

What recent market events have occurred that affect e-business?

•

In general, what audit issues should you be aware of that affect your e-business clients?

•

How does the auditor's consideration of internal control for an e-business differ from that of a
traditional business? How does e-business change the nature of evidential matter?

•

What internal control considerations may be especially relevant to e-business?

•

How can you use analytical procedures for substantive tests in audits of e-businesses?

•

What going-concern issues does e-business raise?

•

What important accounting issues warrant consideration for your e-business clients?

•

Why are stock options important to e-business, and how should companies account for them?

•

What accounting issues are investors interested in when evaluating Internet companies?

•

What SEC issues related to the Internet are important to auditors?

•

What steps can auditors encourage their e-business clients to take to prevent unwanted intruders on
Web sites, and how can their clients prepare their Web sites and business systems for the challenges
of security and privacy, among other issues?

•

What relevant assurance services can I offer my clients that extend beyond the audit?

•

What new auditing and accounting pronouncements were issued this year?

•

What other AICPA publications may be valuable to my practice?

•

How can I order AICPA products? What other AICPA services and products may be of interest to me?
*

*

*

*

Industry Background
What background information is relevant for you to consider in the e-business arena?
.01 A critical component for a successful e-business audit requires a comprehensive knowledge of the
industry environment. In addition to addressing current auditing, accounting, and regulatory issues, this
e-business Alert presents a glimpse into the background of the e-business environment to provide you with
a frame of reference for this industry.
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.02 We use the term Internet frequently throughout this Alert, and by that we mean the matrix of networks
connecting computers around the world.1 A related term, the World Wide Web (the Web), means an
information server, or service computer, on the Internet composed of interconnected sites and files, accessible
with a browser, which is a program that accesses and displays files available on the Web.
.03 E-business ties in closely to Internet evolution. The Internet brought us e-business, although that was
not its original purpose. The Internet was first developed in 1969 for military research scientists at universities
and defense labs as decentralized computer networks that could survive a nuclear attack. Little did the
developers of the Internet then realize how huge an impact its commercial use would have on our worldwide
economy.

.04 The ease of use of the Internet came slowly. As late as 1994, businesses, including the accounting
profession, still faced a key technology-related issue in using the Internet—how to move readily and
easily from using mainframe and minicomputers to using client servers, local area network (LAN)
technology, and easy-to-use programs with graphic user interfaces (GUIs). Graphical Internet browsers,
as we know them, were not introduced until early 1994, with Mosaic. Although some businesses were
actually conducting transactions over the Internet before that date, total Internet sales until then were
miniscule. Internet browsers enabled easy use of the Web and allowed businesses to construct and use
Web sites. Browsers with GUIs made it easy for users to navigate the Web and Web sites. Only in 1995
did businesses begin conducting business-to-consumer (B2C) e-commerce, creating the beginning of the
Internet boom.

What Do We Mean by E-Business and E-Commerce?
.05 Before going further, let's describe in more detail what we actually mean when we refer to e-business
and the related term, e-commerce.
E-Business

.06 In general, the process of using Internet technology to leverage the Web to increase the value of
businesses became known as e-business. IBM provides us with a more precise notion of the term. According
to IBM, e-business means the transformation of key business processes through the use of Internet technolo
gies.1
2 The publication e-Commerce Security: A Global Status Report by Deloitte and Touche (Information
Security and Control Association, May 2000, p. 10) further expands that definition to include the connectivity
between the Internet using the Web and an entity's information technology and business functions.
.07 For our purposes, this Alert accepts the wider definition of e-business that includes all business
functions that use Internet technologies, as well as business-to-business (B2B) and B2C transactions.

E-Commerce
.08 E-commerce is only a small subset of e-business and is defined differently by different organizations.
For example, in 1997, the AICPA's Assurance Services Committee defined e-commerce broadly as individu
als and organizations conducting business transactions electronically over public or private networks. That
definition includes electronic data interchange (EDI) and bulletin board services (BBSs). In 2000, the
Information Security and Control Association (ISACA) limited the definition of e-commerce to transactions
conducted over the Internet. The general public, media, and businesspeople commonly accept an even more
restrictive concept of e-commerce by limiting its definition to mean online B2C retail sales conducted over
the Internet.
1 The American Heritage Dictionary of the English Language (Boston: Houghton Mifflin Company, 3rd edition, 1996).

2 See the IBM Web site at www.ngi.ibm/com.ngi.html. Follow the "ngi" link to the glossary for a complete definition.
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Use of Internet Technologies for Business Functions
How do e-businesses use Internet technologies in providing services?
.09 Using the IBM definition of e-business, Internet technologies include—
•

The use of GUI Web browsers as the interface by end users.

•

The Internet's packet switching network as the communications medium.

•

Internet routers to route information between different networks using hypertext transfer protocol
(HTTP) and transfer control protocol/Internet protocol (TCP/IP).

•

Web servers, hypertext mark-up language (HTML), extensible mark-up language (XML), and exten
sible business reporting language (XBRL) to publish information.

. 10 Many companies adopting e-business make Internet technologies the heart of their information
system. The use of Internet technologies extends beyond marketing, sales, and consumer services to include
other services. Let's examine a few of these functions in closer detail.
Using E-Business to Increase Brand Awareness

.11 The brand is one of the most valuable company assets. Entities use e-business to increase brand
awareness, for example, by designing a corporate Web page with their logo, mission, and other corporate
information that uniquely identifies them.
Using E-Business to Improve Consumer Service

.12 With Internet technologies, companies can provide product descriptions, product features, and prices
to customers; offer a means by which customers can instantly place orders, request more information, or
negotiate a better price; and offer a means to track order status, invoices, billing, payments, credit limits, and
account status. Companies using the Internet can slash customer service costs dramatically by providing a
frequently asked questions (FAQ) page and an e-mail customer service form with automatic responses or
even by having chat sessions with customer service reps, who can carry on eight to ten conversations at once
via the keyboard.
Using E-Business to Enhance the Purchasing and Selling Functions

.13 When suppliers link their computers to a company's sales and inventory databases, they can
automatically issue purchase orders for restocking to help eliminate out-of-stock items, decrease the amount
of lost sales, and reduce inventory holding costs. An e-business may conduct the purchasing function, as
well as the selling function, through a vertical B2B electronic market. Other means to conduct the purchasing
function include an industry portal, an ExtraNet or a virtual private network (VPN) with suppliers, described
here in more detail.

.14 Public vertical B2B electronic marketplaces. A public vertical B2B electronic marketplace is a Web
site run by a third party centered around a commodity or service that is open to many buyers and sellers. At
a vertical B2B Web site, an e-business purchasing function may provide a link to its own purchasing Web
site or post the specifications for its purchasing requirements. Not only does this provide the opportunity
for great cost savings and efficiency in the electronic marketplace, but also purchasers and sellers also are
likely to obtain their best price quotes in minutes instead of days.
.15 E-businesses also may conduct marketing and sales transactions in a vertical B2B Web site by offering
links to their own marketing and sales Web sites or by outsourcing the sales function to the vertical B2B. A
vertical B2B also may provide an outlet for selling an e-business' excess raw materials, specialized compo
nents, and finished goods inventories by making these available to other companies within the same industry.
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The Gartner Group reported that, in the last year, 2,000 electronic marketplaces have opened their trading
floors on the Internet for a multitude of different goods and services. With that number of electronic
marketplaces operating, the chances are good that your audit clients will be conducting transactions on one
or more of them.

.16 Auditors of e-businesses that participate in a vertical B2B electronic marketplace should remember
that some of the source records for purchasing transactions may exist on computer systems outside the
control of the audit client.

.17 An industry portal. An industry portal is very similar to a vertical B2B electronic marketplace except
that a portal may include many more links common to any business. Such links might provide general news,
sports, financial services, other non-industry specific services as well as discussion forums and e-mail lists.
An e-business may conduct the purchasing function on an industry portal in the same manner as it does for
a vertical B2B electronic marketplace.

.18 Extranets. An extranet is a Web site that an e-business sets up for its prospective and current trading
partners, accessible to registered users, with a user ID and password. The extranet site provides information about
the type of products and services the company is interested in purchasing as well as specification requirements.
Information on its current inventories linked to its internal databases may also be available to certain customers.
Access to the site usually requires pre-establishing a relationship between the trading partners.

.19 The audit implication for a client that operates its own extranet for purchasing is that elements of the
electronic purchasing function may be controlled by the supplier, and the auditor will have to gain an
understanding of the internal controls over these functions at the supplier.

.20 Virtual private network (VPN). Some e-businesses may establish VPNs with trading partners. A
VPN is a logical network that provides user privacy over a public network such as a frame relay or, especially,
the Internet, using tools such as tunneling and encryption in various combinations. When used in the
purchasing function, VPNs are a great means to ensure secure transmission of data. From an audit
standpoint, VPNs offer strong controls over the purchasing function by offering logging of transactions,
authentication of trading partners, as well as integrity of information, identification of suppliers, and
nonrepudiation of the transaction if used with digital signatures.
Using E-Business for Communications With Shareholders

.21 E-business can provide shareholders and prospective investors with the annual report and proxy
statements via e-mail or post them at the company's Web site, as well as conduct annual meetings and
shareholder voting online.
Executive Summary—Industry Background

• The term Internet refers to the matrix of networks connecting computers around the world; the
World Wide Web (the Web) is an information server, or service computer, on the Internet
composed of interconnected sites and files, accessible with a browser; a browser is a program that
accesses and displays files available on the Web.
• Graphical Internet browsers, as we know them, were not introduced until early 1994 and, although
some businesses were actually conducting transactions over the Internet before that date, total
sales until then were minuscule.
• This Alert accepts the wider definition of e-business, which includes all business functions that
use Internet technologies, as well as B2B and B2C transactions.
• Many companies adopting e-business make Internet technologies the heart of their information
system, including using the Internet to increase brand awareness, to improve customer service,
to enhance purchasing and selling, and to communicate with shareholders.
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E-Business Economic Environment
What does the recent and projected economic growth look like for e-business?

.22 Numerous market research firms track and report e-business sales, but the government does not yet
officially provide such information. However, the U.S. Commerce Department began tracking e-commerce
sales in the fourth quarter of 1999, when it reported $5.2 billion for that period. (Because the numbers
represent fourth-quarter sales, it would not be accurate to annualize that figure because it includes holiday
spending, which traditionally reflects a large percentage of retail sales for the entire year.) For the first quarter
of 2000, the U.S. Commerce Department reported $5.3 billion in e-commerce sales, implying that, especially
after adjusting the 1999 totals for holiday sales, e-commerce sales continue to grow at a phenomenal rate.
.23 Some companies were strategic enough in their thinking to realize early that there were great opportu
nities on the Internet for conducting transactions. For example, consider Charles Schwab, E*Trade, and other
online brokerage houses that got a head start. Before other established stock brokerage houses had realized it,
these companies had taken significant market share from them by offering online stock trading. The same
phenomenon occurred, for example, for airline ticket sales, as online travel Web sites made major inroads into
business travel sales typically transacted by travel agencies; as online classified employment advertising stole
market share from newspapers; and as industrial purchasing and sales quickly moved to e-marketplaces.

.24 A good way to look at the actual growth history of e-business using verifiable figures is to examine
the audited sales reported by specific companies. Take, for example, three well-known pioneers of
e-commerce that commenced operations in 1995: Amazon.com, E*Trade, and Yahoo. The Securities and
Exchange Commission (SEC) filings for the three companies report that, from 1995 to 1999, Amazon.com's
annual sales grew from $511 thousand to $1.6 billion. During the same period, E*Trade's sales climbed from
$20.8 million to $355 million, and Yahoo's increased from $1.6 million to $588 million. Also consider that Dell
Computer Corporation, a company that sells primarily to businesses, reported, in February 1998, $4 million
in daily sales on the Internet. By August 2000, Dell's online sales had risen to $40 million a day. Reflecting
back on the short time span of Dell's reported online sales, we see an impressive increase of approximately
ten times in sales per day within thirty months.

.25 Consider another indicator that e-business sales growth continues unabated. The B2Index (published
by Business2.0 Magazine) on August 8, 2000, presented a table of various measures on companies involved
in e-business using publicly available data as of June 23, 2000. The analysis includes 82 companies in
e-business services, interactive services, B2B markets, portals, and e-commerce. These companies report total
(average) twelve-month sales of $18.6 billion ($225 million) and a combined market value of $372.7 billion
($4.4 billion), indicating a quarter-to-quarter sales growth rate of 48 percent.

.26 From the very beginning, e-commerce was only a small portion of total Internet transactions, and that
trend is expected to continue. Estimates of e-commerce transactions in 1999 vary between $10 billion and $20
billion. A New York Times article (September 17,2000) projects $144 billion in total online retail sales within three
years. Now consider the projected magnitude of B2B Internet transactions. The New York Times of March 5,2000,
states that the Gartner Group estimated that, in 1999, B2B transactions were $145 billion and expects these
transactions to grow to $7.3 trillion by 2004! If this seems like an outlandish estimate, consider Jupiter Commu
nications, which reports that it expects B2B Internet transactions to grow to $6 trillion during the same period.3
.27 In spite of the upbeat market predictions regarding projected e-business sales volumes, recent market
events throw cautionary warnings toward dot-com companies doing e-business—especially retailers. Com
panies are vulnerable to the frivolous nature of investors and consumers, and that is the bottom line. The
next section of this Alert highlights recent market events in the e-world. Keep your clients in mind—their
vulnerabilities to as well as their strengths for survival—in these rapidly changing times.
3 "Study Predicts Huge Growth in Business to Business Web Sector," the New York Times (June 26, 2000).
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Executive Summary—E-Business Economic Environment
•

For the first quarter of 2000, the U.S. Commerce Department reports $5.2 billion in e-commerce
sales, which is equivalent to the fourth quarter numbers reported in 1999 that reflect significant
holiday sales.

•

Various estimates of e-commerce transactions in 1999 range from $10 billion to $20 billion and are
expected to grow to $144 billion within three years. Estimates in 1999 for B2B transactions were
$145 billion and are expected to grow to $7.3 trillion by 2004!

Significant Recent Events Affecting E-Business
What recent market events have occurred that affect e-business?
Market Downturn

.28 On March 10, 2000, the Nasdaq, and most e-businesses, reached their all-time high market values.
Before that date, e-businesses focused on growing the number of site visitors and increasing their customer
base and sales revenues, with the goal of becoming the Internet market share leader in their respective
industries. Prompting such lofty goals was the idea that if an e-business could become the market share
frontrunner, then it could raise as much money as it needed from "angel" investors, venture capitalists, and
the public stock market itself. Many, indeed, did do this with record-breaking initial public offerings (IPOs).
.29 Later in the year 2000, the market for e-business took an enormous downturn for a variety of reasons.
A big chill that fell on the high-tech equity market was Judge Penfield Jackson ruling against Microsoft,
declaring that the world's most valuable company had violated anti-trust laws and ordering its breakup.
After Judge Jackson's decision, Microsoft's share price had fallen by almost 40 percent by September 2000,
and the company shed almost $200 billion in market value.
.30 On April 14, 2000, the Wall Street Journal published an article by Burton G. Malkiel titled "Nasdaq:
What Goes Up" bringing out into the open what all professional investors learned in business school but
chose to ignore for Internet stocks, that "eventually every stock can only be worth the value of the cash flow
it is able to earn for the benefit of investors." At that time, many Internet sector analysts were saying that
most of the dot-coms couldn't survive. Audited financial statements of e-businesses filed with the SEC
indicated a history of continual increasing losses with no positive cash flow in sight.
.31 The steep plunge in market value for Internet market leaders, and the even greater plunge for the
dot-coms in the year 2000, is compelling evidence that the efficient market hypothesis is still valid in its main
premises that investors are rational, markets are efficient, and price changes only reflect new information.
Change occurred when the market took off its blinders and factored in the reality of going-concern issues
for dot-coms, the vulnerability of high-tech companies to government intervention, and the real losses of
dot-coms to share prices.
Focus Shifts to Accounting Fundamentals

.32 Even though there has been a dramatic downward shift in the market value of e-businesses during 2000,
their increasing negative monthly operating cash flow, known as the bum rate, hasn't slowed. Dot-coms had
expected to continue to fund operations with new equity financing, but investors are now taking a close look at
return on investment (ROI) and cost savings. The demand for revenue growth and profitability is being made of
every e-business, even those that have received huge investments from private and public sources.
Funding for Money-Losing Dot-Coms Dries Up

.33 By the spring of 2000, even e-businesses with initial rounds of large funding or blue chip backers
could no longer count on any more funding when their cash ran out. For example, Boo.com, a high-flying
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apparel retailer that had received $135 million in seed capital; Toysmart.com, an online toy retailer backed
by Disney; and several other dot-coms backed by prominent venture capitalists had gone out of business
after running out of operating capital. Accordingly, Silicon Valley lawyers expect many more such failures.
The common denominator in these failures is a history of increasing losses and no profits in sight.
E-Commerce Index Down Significantly for Year

.34 On June 4, 2000, the New York Times reported in an article titled "E-Tailers Countdown to Mid year
2001" that TheStreet.com's index of twenty stocks was down 51.2 percent for 2000. The article predicts that
ten of the thirty-two most prominent Internet retailers would have to increase their cash reserves by
mid-2001. With e-businesses continuing to burn through cash at an increasing rate, investors closing their
doors to all but profitable dot-coms, and e-business share prices at a fraction of their former highs, refunding
through new equity issues is unlikely.
Recent Technology and Legal Developments

.35 The e-world marketplace is rapidly changing because of recent technological developments. During
the next year, broadband, a means to deliver huge volumes of data at high speeds to Internet users, and
wireless, a technology to provide Internet access any time and any place without a physical connection, are
expected to follow earlier Internet technology adoption growth rates. Broadband affects audit procedures
by allowing huge client financial data files to be downloaded to the auditor's office, thus reducing the time
spent onsite at the client. Wireless also affects internal control and audit evidence because transactions may
originate on handheld devices, for example, or audit engagement staff may exchange audit e-mail planning
memos, with no record being retained by the system.
.36 In addition to the impact of broadband and wireless technologies, there are important implications as a
result of recent court rulings. The ruling against MP3.com and the case against Napster raise contingent liability
issues for similar Web sites that distribute copyrighted material without compensation to the owners. Also
important are the DOJ versus Microsoft anti-trust case and the AOL-Time Warner merger. Both of these cases
deal with competition and control of access to the Internet. The outcome of the DOJ versus Microsoft case may
have an effect on innovation, the future development of Internet technologies, and the reliability of the underlying
servers and user interfaces. Competition, access, and innovation controlled by a few companies can threaten the
business models and viability of smaller and medium-size e-business audit clients.

Executive Summary—Significant Recent Events Affecting E-Business
•

Investors in dot-com companies are now taking a close look at return on investment (ROI) and
cost savings as the focus returns to accounting fundamentals.

•

Funding for money-losing dot-coms dries up with the common denominator of a history of
increasing losses and no profits in sight.

•

With e-businesses continuing to burn through cash at an increasing rate, investors closing their
doors to all but profitable dot-coms, and e-business share prices at a fraction of their former highs,
refunding through new equity issues is unlikely.

Audit Issues Affecting E-Business
In general, what audit issues should you be aware of that affect your e-business clients?
.37 E-business is commanding an ever-increasing presence in the lives of investors and businesses. The
powerful force of e-business, in addition to its potential effects on the way we do business, directly affect
practitioners and the avenues open to them as providers of services to the companies that engage in
e-business. There is great opportunity to "audit through the computer" and, thereby, increase the value of
the audit while lowering costs. But, in order to take advantage of this opportunity, many traditional audit
procedures will have to change.
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The Scope of E-Business Client Activities
.38 As they plan their audits, auditors must ferret out information about and consider the effects of their
clients doing business on the Internet. For example, auditors might need to modify engagement acceptance
procedures to include questions about the client's e-business activity—its current and future status as well
as planned scope. Auditors reviewing the minutes of board of director's meetings will want to be on the
lookout for discussions about the entity's e-business strategy, related issues, and timing. Examination of the
entity's annual budget may indicate the client's e-business plans and might include separate estimates of
projected e-business revenue, expenses, and investments. If this is not the case, auditors might inquire about
e-business matters with senior management, especially if there is evidence of e-business plans in the board's
minutes. Also, even if the minutes are silent and there are no separate budget lines for e-business, unusual
increases in other budget lines—marketing and technology budgets, for example—could indicate planned
e-business activity. Finally, an Internet search and a detailed review of the client's Web site might reveal
evidence of the nature, scope, and depth of the company's e-business activity.

Audit Timing
The timing of audit procedures is a critical part of auditing e-business transactions. Traditionally,
auditors begin performing audit procedures after the client's fiscal year ends. In the e-business world,
however, traditional audit timing may be inadequate due to the design and implementation of new
e-business software applications and because of the nature of electronic evidence. E-business transactions
may automatically initiate, authorize, record, summarize, and settle electronically without human interven
tion or physical documentation. As a result, sometimes key audit evidence in electronic form may exist only
for a limited amount of time. Computer programs may summarize transactions on a periodic basis and then
purge, update, change, modify, or write over the original detail records of the transaction. One audit
implication of sometimes "short term" electronic evidence in e-business audits is that waiting until after fiscal
year end to begin auditing procedures may be too late to obtain competent sufficient evidence of controls or
transactions.
.39

.40 Statement on Auditing Standards (SAS) No. 22, Planning and Supervision (AICPA, Professional Stand
ards, vol. 1, AU sec. 311.09), indicates that, "The extent to which computer processing is used in significant
accounting applications, as well as the complexity of that processing, may also influence the nature, timing,
and extent of audit procedures."

.41 Many e-businesses may not have physical evidence of transactions. Sales orders, purchase orders,
invoices, delivery, settlement, and authorization may be prepared and performed electronically, leaving no
physical trail behind. When e-business companies do not retain the detail for transactions, this becomes
especially troublesome for the auditor who is considering whether internal control is functioning as planned.
According to SAS No. 31, Evidential Matter, as amended by SAS No. 80, Amendment to SAS No. 31, Evidential
Matter (AICPA, Professional Standards, vol. 1., AU sec. 326.18):

Certain electronic evidence may exist at a certain point in time. However, such evidence
may not be retrievable after a specified period of time if files are changed and if backup files
do not exist. Therefore, the auditor should consider the time during which information exists
or is available in determining the nature, timing, and extent of his or her substantive tests,
and if applicable, tests of controls.

If retention of evidential matter is questionable, the auditor might want to begin audit procedures before
year end.

Adequate Technical Training
.42 Do traditional financial statement auditors have the technical skills necessary to audit e-business?
Auditing through the computer and the nature of electronic evidence require that the auditor gain a more
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detailed understanding of controls over transactions and records than that traditionally obtained for
paper-based manual audits. However, with increased understanding of underlying systems and controls,
the auditor may be able to perform substantive tests of 100 percent of the records summarized in certain
financial statement balances. To do this, auditors will need additional training in Internet and network
technologies, computer audit software, statistical methods, and analytical procedures for their e-business
engagements. One needs to look no further for emphasis on qualified personnel than to SAS No. 1, Codification
of Auditing Standards and Procedures (AICPA, Professional Standards, vol. 1, AU secs. 210.01 and .04, "Training
and Proficiency of the Independent Auditor"). SAS No. 1 states, "The training of a professional man includes
a continual awareness of developments taking place in business and his profession." The ubiquity of
e-business places even more demands on auditors than ever before.
.43 Technology has evolved according to Moore's law for the last fifty years. In 1965, Gordon Moore,
one of the founders of Intel Corporation, predicted that computer processing power would double every
year. Ten years later his prediction proved true, and he predicted that processing power would double every
two years for the foreseeable future. Moore's predictions have held through today, but the rate of increase
has been even greater than the predictions, doubling every eighteen months. Estimates of how long Moore's
law will hold vary from twenty to fifty years into the future.

.44 This rapid technology evolution has profound implications for all those affected by computer
technology, auditors included. The effect of Moore's law means that existing e-business hardware and
software must be replaced every eighteen months, or sooner, to remain competitive. The good news for CPAs
who are just beginning to learn e-business technology is that, in such a rapidly changing environment, they
can look forward to the possibility of catching up with other information technology (IT) professionals in,
perhaps, as little as two years. However, this rapid rate of technological change implies that, in order to
remain caught up, ongoing training in the underlying Internet technologies is requisite.

.45 Experienced auditors with traditional audit skills already have 60 percent to 80 percent of what they
need to audit e-business. They can obtain the balance of the more specific technology skills required in
technical training courses, in seminars, from IT reference materials, and on the Internet, among other sources.

Using the Work of a Specialist
Even though auditors have most of the skills they need to audit e-business, they may not have all
the skills they require on their audit staff. Until auditors and their staff have the technical skills needed to
audit e-business, they may need to engage IT audit specialists to perform certain procedures. Qualified IT
specialists sometimes are available from another part of the firm, such as the consulting division or the
internal IT support staff. If not, the audit firm may have to go outside its own organization to obtain
qualified staff.
.46

.47 Engaging a specialist for gaining an understanding of internal controls, tests of controls, substantive
tests, and analytical procedures requires awareness of guidelines available in the authoritative literature.
According to SAS No. 73, Using the Work of a Specialist (AICPA, Professional Standards, vol. 1, AU sec. 336.06),
specialized assistance is advisable for auditors who:
. . . encounter complex or subjective matters potentially material to the financial statements.
Such matters may require special skills or knowledge and in the auditor's judgment require
using the work of a specialist to obtain competent evidential matter.
.48 The use of an outside specialist in an e-business context does not absolve the auditor from a certain
level of understanding about computers. Audit planning comes into play because of the lead time necessary
to contract for a specialist's services and the time required for the auditor to obtain the minimum technologi
cal knowledge necessary to supervise the specialist. According to SAS No. 22 (AU sec. 311.10):
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If specialized skills are needed, the auditor should seek the assistance of a professional
possessing such skills, who may be either on the auditor's staff or an outside professional.
If the use of such a professional is planned, the auditor should have sufficient computerrelated knowledge to communicate the objectives of the other professional's work; to
evaluate whether the specified procedures will meet the auditor's objectives; and to evaluate
the results of the procedures applied as they relate to the nature, timing, and extent of other
planned audit procedures. The auditor's responsibilities with respect to using such a
professional are equivalent to those for other assistants.

Independence
.49 No discussion of auditing e-business would be complete without inevitably discussing auditor
independence, as described in SAS No. 1, Codification of Auditing Standards and Procedures (AICPA, Professional
Standards, vol. 1, AU sec. 220, "Independence"). In November 2000 the SEC issued a new ruling on auditor
independence. Among the topics addressed by the SEC's new rule that might be of interest to e-business
auditors is "financial information systems design and implementation." Auditors of SEC registrants should
familiarize themselves with the new rule to ensure that their independence is not impaired by providing
nonaudit services to their clients. For a complete text of the final rule, go to the SEC Web site at: www.sec.
gov/rules/final/33-7919.htm.
.50 Current AICPA rules regarding independence allow design and installation or integration of infor
mation systems, the customization of prepackaged accounting or information system software, and initial
training and instructions to client employees, provided the client makes all management decisions. Book
keeping for non-public audit clients may also be permissible. However, according to Interpretation 101-3,
"Performance of Other Services," of ET section 101, Independence (AICPA, Professional Standards, vol. 2, ET
sec. 101.05), an audit firm's independence would be impaired if the firm, among other things—
•

Supervised client personnel in the daily operation of a client's information system.

•

Managed a client's local area network.

.51 Independence standards do not specifically address Web hosting. However, the impairment of
independence by managing a client's local area network could possibly apply to hosting a Web site that
performs the functions enumerated in ET section 101.05 electronically under control of the webmaster and
network administrator.

Internal Control as It Affects Audit Evidential Matter
How does the auditor's consideration of internal control
for an e-business differ from that of a traditional business?
How does e-business change the nature of evidential matter?

.52 SAS No. 55, Consideration of Internal Control in a Financial Statement Audit (AICPA, Professional
Standards, vol. 1, AU sec. 319), as amended by SAS No. 78, Consideration of Internal Control in a Financial
Statement Audit: An Amendment to SAS No. 55 (AICPA, Professional Standards, vol. 1, AU sec. 319),4 provides
guidance on the independent auditor's consideration of an entity's internal control in an audit of financial
statements in accordance with generally accepted accounting principles (GAAP). For traditional businesses,
the auditor's consideration of internal control typically involves updating prior-year checklists, question
naires, and procedural narratives. Using a traditional audit approach for e-business would be insufficient
4 The ASB issued an exposure draft, Amendment to SAS No. 55, Consideration of Internal Control in a Financial Statement Audit, as
amended by SAS No. 78, Consideration of Internal Control in a Financial Statement Audit: An Amendment to SAS No. 55. The proposed
statement provides guidance to auditors about the effect of information technology on internal control and on the auditor's under
standing of internal control and assessment of control risk. For additional information, see the AICPA Web site address in the Appendix
of this Alert.
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because, in the e-business environment, almost all evidence of transactions is digital. Critical records may
consist of e-mail, database records, electronic documents, spreadsheets, and server logs. E-business transac
tions are subject to intentional and unintentional alteration and manipulation at many points between
transaction initiation and summarization in the financial statements. E-businesses generally lack much of
the physical evidence found in traditional audits; therefore, the auditor's approach to understanding internal
controls when planning the e-business audit and determining the nature and extent of substantive tests must
take this into account.

The Importance of Software Controls
.53 One important factor to consider regarding controls in the e-business environment relates to soft
ware. Most e-business server software is constantly upgraded, modified, and configured with components
from different vendors. Often, when software is upgraded, previous control settings are lost, with no warning
to managers. If procedures are performed before year end, the auditor has additional responsibility to
consider whether there are frequent and significant changes being made to e-business systems that might
affect the remainder of the period. According to SAS No. 55 (AU sec. 319.73):

When an auditor obtains evidential matter about the design or operation of controls during
an interim period, he or she should determine what additional evidential matter should be
obtained for the remaining period... The auditor should obtain evidential matter about the
nature and extent of any significant changes in internal control, including its policies,
procedures, and personnel, that occur subsequent to the interim period.

.54 Another factor to consider regarding the use of business software relates to the spreadsheet, word
processing, and other business software that auditors use on a regular basis. Such software is likely to be
inadequate to perform analysis of e-business transactions in an efficient manner due to the nature of
electronic evidence. Specially designed auditing software is available and can provide a way to increase the
value of the audit by ferreting out control weaknesses as well as increasing the number of records that can
be audited. In some e-business systems, it may be impossible to efficiently discover control weaknesses
without special network monitoring software.
.55 The use of special audit software also requires mention of these important considerations. Operating
system and e-business application software is often installed at the default settings, which generally leave
accounting records wide open to unauthorized access and alteration. For example, popular operating
systems include built-in accounts with default passwords or no password at all. Default passwords to
operating systems are well known to hackers and widely published on the Internet at hacker Web sites. They
are the easiest way to gain unauthorized access to the system and usually the first thing those desiring
unauthorized access will try.

.56 In order to test controls over e-business, auditors need access to networks, servers, and databases
where companies store their accounting records. Information technology managers might be reluctant
to grant auditors the level of access they need, preferring, instead, to provide lengthy printouts, files on
diskettes, or files as e-mail attachments. Access to copies of records in these forms is insufficient.
E-business auditors must have full read access rights to all system and database security settings and
tables as well as the underlying electronic accounting records in order to gain a sufficient understanding
of controls and to perform substantive tests. Sometimes this will require the CFO's involvement to obtain
this type of access.

.57 As we discussed previously in this alert, e-business transactions may be initiated by a trading
partner's software. Customer and supplier computers may be directly linked to the e-business' computers
with Internet technologies. Customer software may detect its own increased sales volumes, low inventory
levels, or the e-business' price changes and automatically issue purchase orders based on pre-set rules. Or,
the e-business' software may be able to read the customer's computer databases and issue sales orders based
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on customer sales volumes or inventory levels. The e-business may have similar electronic relationships with
suppliers. When transactions are automatically initiated between customer and supplier computers, the
trading parties should require an independent auditor's report on controls at the other party.

.58 E-business software should include controls to prevent repudiation or alteration of records that
initiate transactions. Such controls include digital signatures, one form of electronic signature described more
fully in the following section, and server certificates that authenticate the parties to the transaction. Digital
signatures help reduce the likelihood of the parties claiming that they never initiated the transaction or that
the record of the terms of the transaction has been altered. Without server certificates, an initiator of a
transaction has no assurance that it is dealing with the intended party's computer.
.59 Digital signatures are also used to encrypt transactions to detect any alteration in the original message
after transmission and to prevent unauthorized parties from seeing the information. Without a digital
signature and encryption, alteration of a transaction transmitted over the Internet is a trivial exercise. Also,
without digital signatures and server certificates, it is easy for an imposter to spoof the sending and receiving
parties so that the true parties do not really know who they are dealing with. Without digital signature and
server certificates, it may be difficult to determine that transactions are not fictitious or fraudulent.
Electronic Signatures

.60 On October 1, 2000, the Electronic Signatures in Global and National Commerce Act, known as
E-Sign, took effect, which established the legality of electronic signatures for most business, consumer, and
government contracts and records. An electronic signature can be "an electronic sound, symbol, or process,
attached to or logically associated with a contract or record and executed or adopted by a person with the
intent to sign the record."5 This means that a party to a transaction can sign by a mouse click, a user ID and
password, the swipe of a smart card, a signature scrawl with a stylus on an electronic tablet, or a crypto
graphic digital signature.
.61 The law also allows, effective March 1,2001, for statutory and regulatory requirements, the retention
of originals of contracts, checks, and other documents through electronic means, so long as the information
is accurate and accessible and can be reproduced. By making electronic signatures equivalent to paper
signatures, transactions such as opening bank and brokerage accounts and entering into insurance contracts,
loans, and business contracts can now be done over the Internet, immediately, twenty-four hours a day, seven
days a week. Before the law took effect, these types of transactions could take weeks, as paper contracts had
to be drawn up, pen and ink signatures obtained, and documents exchanged through the mail. For example,
Fidelity Investments, Vanguard Group, and American Century Investments all plan to allow investors to
open new accounts on the Internet without filling out, signing, and mailing paper application forms.
.62 Estimated lower cost savings for brokerage houses using electronic signatures for transactions rather
than paper signatures vary from 50 percent to as much as 90 percent. The cost savings, increased speed of
transactions, and reduced record storage are expected to result in 80 percent of all financial transactions being
completely automated within five years.6
.63 The boon electronic signatures bring to e-business is not without threats. Consumers and businesses
may be reluctant to sign documents electronically, fearing fraud. Clients considering offering electronically
signed online transactions should be made aware of new assurance services such as CPA WebTrustSM and
SysTrustSM (see the "Beyond the Audit" section of this Alert). CPAs can provide these services to clients to
help allay fears that consumers and businesses may have concerning this new way to sign documents and
to conduct transactions.
5 "New Electronic Signatures Law," Mondaq Business Briefing, Mondaq Ltd (August 11, 2000).
6 "E-Signatures Become Valid," the New York Times (October 2,2000).
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The Importance of Monitoring
.64 A key control in a system of internal control is monitoring. Routers, firewalls, Web servers, e-mail
servers, databases, and operating systems all have the ability to log traffic and specific security events.
Properly implemented and controlled logs can provide some evidence that a transaction occurred
and that the transaction record has not been altered. When network administrators disable logging
functions because they believe it impedes performance, which logging may do if improperly imple
mented, most e-businesses don't necessarily know that their records have been altered until it's too late,
and then they have no audit trail to follow. Those administrators who do enable logging rarely retain the
logs or protect the logs themselves from alteration, reducing their credibility as audit evidence. Inde
pendent audits of controls at third parties, along with the use of digital certificates, encryption, access
controls, and logging, help provide evidence for the auditor regarding the integrity of recorded trans
actions.
.65 To reduce the chance of an auditor relying on evidence that lacks credibility, he or she must
understand the key controls over validity, completeness, and integrity. In an electronic environment, these
typically include—

•

Segregation of duties—The duties of security administration, security monitoring, system administra
tion, application maintenance, software development, and daily accounting operations should be
performed by different employees.

•

Authorization—User access to networks, systems, servers, services, programs, data, and records
should be authorized based on the company's security policy and documented.

•

Authentication—The identity of authorized users should be established by the use of logon IDs,
hard-to-guess and hard-to-crack frequently changed strong passwords, and, where appropriate,
smart cards.

•

Access limitations—Authorized users should only be granted network access after they authenticate
themselves, and their access rights should be commensurate with their job responsibilities.

•

Activity logging—Logging should be enabled on all routers, firewalls, servers, databases, and
operating systems. The logs should be protected from tampering and alteration and should be
retained.

•

Independent monitoring—Employees independent of the IT department should monitor the activity
logs on a frequent enough basis to detect suspicious, unusual, and unauthorized activity.

•

Software development life cycle (SDLC) standards—E-business should adopt authoritative standards for
the development and implementation of new e-business systems.

•

Sequentially numbered records—Financial transaction journals such as sales orders, sales invoices,
purchase orders, cash receipts, and adjustments should be sequentially numbered to control for
completeness.

•

Methods of error correction—E-business software should have control rollback procedures so that
records are not purged or lost when servers crash and programs abort. Controls preventing changes
to historical records should be in place so that errors are corrected by adjusting entries made by the
accounting department. Programmers and other IT personnel should not make changes to actual
accounting records.

•

Backup procedures—Grandfather, father, and son daily backup procedures should be performed as
well as weekly, monthly, quarterly, and annual backups. All files that include the details of transac
tions should be included in the backup. The accounting department with the advice of legal counsel
should establish retention schedules to satisfy legal and regulatory requirements. The backup media
should have clear exterior identification, and there should be an off-line log and inventory of what
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was backed up, when, by whom, and where stored. Backups should be stored in a safe location off-site
and tested periodically by the accounting department.

•

Disaster recovery—The nature of e-business often requires that systems be capable of operating
twenty-four hours a day, seven days a week. Even short periods of outage may mean a significant
financial loss to some e-businesses. There should be a written plan on how systems will roll over to
alternative systems should the data center be destroyed or rendered inoperable. The plan should be
periodically tested by the accounting department.

The strength of controls in an electronic environment is like a chain, where strength is determined by the
weakest link. Auditors should consider whether any weak links are present and, if so, consider the need to
adjust their risk assessment and substantive tests accordingly.
How Does E-Business Change the Nature of Evidential Matter?

.66 We've described e-business controls in sufficient detail to illustrate the idea that good controls and
reliable audit evidence are inextricably linked. According to the AICPA Auditing Practice Release The
Information Technology Age: Evidential Matter in the Electronic Environment (Product No. 021068kk):
The intended purpose of electronic evidence does not differ from traditional forms of
evidence, but it is distinguished by the need for controls to ensure validity.

.67 The competence of the electronic evidence usually depends on the effectiveness of internal controls
over its validity and completeness. A major consideration for auditors is the credibility of the evidence
obtained. For e-business audits, there may be few or no physical documents to examine. Without testing the
internal controls surrounding the electronic evidence (for example, controls over generation, storage,
manipulation, and transmission), the auditor may not recognize a lack of credibility.

.68 A detailed understanding of internal control over e-business transactions and control testing requires
that you keep the following in mind: According to SAS No. 1 (AU sec. 150.02, "Generally Accepted Auditing
Standards"):
Sufficient competent evidential matter is to be obtained through inspection, observation,
inquiries, and confirmations to afford a reasonable basis for an opinion regarding the
financial statements under audit.
Report From Service Organizations

.69 Many clients use an Internet service provider (ISP) to host their Web site, including the databases
used to initially record sales and credit card receivables. In some cases, ISP servers provide fulfillment by
allowing users to immediately download their purchase after credit approval for software, digitized music,
videos, books, and other electronic documents.
.70 ISPs are computer service bureaus. Similar types of entities providing computer services to
businesses have been operating for decades. For clients that use traditional service bureaus, auditors can
sometimes obtain a report on controls from the service organization according to SAS No. 70, Service
Organizations (AICPA, Professional Standards, vol. 1, AU sec. 324.24-.56) as amended by SAS No. 88,
Service Organizations and Reporting on Consistency (AICPA, Professional Standards, vol. 1, AU secs. 324 and
420). The report would include either of these two types of guidance: (1) reports on controls placed in
operation, or (2) reports on controls placed in operation and tests of operating effectiveness. Unfortu
nately, due to the newness of e-business, an auditor is unlikely to obtain an SAS 70 report from an ISP
that hosts the entity's Web site. If the auditor cannot obtain a SAS 70 report or be granted access to
the ISP to gain an understanding and test internal control, he or she may have to consider a scope
limitation.
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Executive Summary—Audit Issues Affecting E-Business

•

One audit implication of sometimes "short-term" electronic evidence in e-business audits is that
waiting until after fiscal year end to begin auditing procedures may be too late to obtain competent
sufficient evidence of controls or transactions.

•

The use of an outside specialist in an e-business context does not absolve the auditor from a certain
level of understanding about computers.

•

Since e-businesses generally lack much of the physical evidence found in traditional audits, the
auditor must obtain a broader understanding of internal controls to plan the audit and determine
the nature and extent of substantive tests.

•

E-business software should include controls to prevent repudiation or alteration of records that
initiate transactions. Such controls include digital signatures, one form of electronic signature, and
server certificates that authenticate the parties to the transaction.

•

To reduce the chance of an auditor relying on evidence that lacks credibility, he or she must
understand the key controls over validity, completeness, and integrity, which include, among
other things, segregation of duties, authorization, authentication, access limitations, independent
monitoring, backup procedures, and disaster recovery provisions.

Other Internal Control Considerations
What internal control considerations may be especially relevant to e-business?
.71 The report of the Committee of Sponsoring Organizations (COSO) of the Treadway Commission is
the source of many definitions used in SAS No. 55 as amended by SAS No. 78 (AU secs. 319.01, 319.02-.40,
and 319.84). Although the framework was developed before the concept and practical implementation of
e-business, it identifies the following special circumstances that you might want to consider according to
SAS No. 47, Audit Risk and Materiality (AICPA, Professional Standards, vol. 1, AU sec. 312) when assessing the
risk of e-businesses:
1. Changed economic operating environment
2. New personnel
3. New or revamped information system

4. Rapid growth
5. New technology

6. New lines, products, and activities
7. Corporate restructuring

We discuss each of these circumstances in turn.
Changed Economic Operating Environment

.72 E-business has dramatically changed the operating environment in many industries. Many new
dot-coms are built upon alliances with other traditional companies or other dot-coms. Others have or
received large equity investments from wealthy venture capitalists, powerful investment banks, or large
corporations. In a change of roles, new companies that enter established markets are often better financed
than incumbent market share leaders.
.73 For example, consider Dan's Chocolates, www.Dans.com. Founded in August 1999, the company's
management had high-tech experience, but no experience in the chocolate business. Their business plan
called for ramping up by the 1999 holiday season. They were able to forge an alliance with Blue Mountain
Arts, a large Internet greeting card company, for capital as well as access to Blue Mountain's huge Internet
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customer base. By Valentine's Day and Mother's Day of the following year, the number of visitors to Dan's
Web site equaled that of Godiva, one of the chocolate industry's incumbent market share leaders.7

.74 Or take General Motors (GM) as another example. Although GM is the largest industrial organization
in the world, it feared loss of market share and inroads into its prime markets by Internet start-ups. Rather
than go it alone, the company created alliances with America Online and Kelly Blue Book with the goal of
driving potential visitors to its Web site, GMBuyPower.com. The strategy succeeded. GM vice president and
chief information officer (CIO) Ralph Szygenda credits the alliances with doubling GM's Web site traffic to
1.2 million visitors per month within six months.
.75 Not only do traditional businesses entering e-business face competition from well-financed new entrants,
but their managers may also be at a technical disadvantage relative to the managers of new dot-coms who might
have grown up in an open network environment or have prior experience with successful technology leaders.
.76 Even though e-business start-ups have recently taken a beating in the stock market, they continue to
challenge traditional companies. Their current low share prices, driven by investor demands for profit, puts even
greater pressure on e-business executives to capture market share from market incumbents, regardless of whether
their competitors are established companies or other start-ups. Boards of directors and CEOs of established
companies recognize that the strategy of new Internet start-ups like Drugstore.com and Webvan is to capture
their market share and "deconstruct" their company and industry. To maintain their market share and keep their
companies from being deconstructed by outsiders, they realize the opportunities and threats the Internet presents
and, as a result, pressure senior management to establish an Internet presence quickly. However, this pressure,
coupled with financial and skilled human resource shortages, can increase control risk.
New Personnel

.77 The scarcity of qualified high-tech personnel has fed the demand for these personnel, and conse
quently such employees often do not stay at one company very long. They can be lured away from one
company to another by higher compensation, better stock options packages, or other benefits. In addition to
the high turnover and, perhaps, even adding to the financial incentives for employees to jump ship, new
managers of e-business subsidiaries or divisions of larger companies may have goals that conflict with the
corporate mission and may be unwilling to conform to corporate cultures or norms.
.78 For example, established companies such as AT&T, IBM, and Lucent have made the Internet the core
of their business strategies. To do this, they recruit recent graduates schooled in Internet technologies.
However, these companies have business and technology corporate cultures driven by policies, procedures,
and lines of communication established over generations. Although these companies typically do not share
the media spotlight focused on new Internet start-ups, they still are and strive to be major innovators for
business and technology that other companies watch and imitate. New personnel that grew up in the
technology age are expected to be innovators. However, at established companies, their energies can
sometimes be restrained, challenged and, perhaps in their eyes, stifled by a system that forces their ideas
through a daunting multilevel bureaucratic environment. No wonder forward-thinking employees are lured
away by the attraction of new e-business companies that offer horizontal lines of communication and a fast
track for their ideas to become reality.

New or Revamped Information System
.79 When an established business decides to adopt Internet technologies, it often finds it is not feasible for
business and technology reasons to just pull the plug on the old systems. Therefore, adding new e-business
operations usually requires integration between the legacy, or old, systems and new Internet technologies. Such
integration introduces instability, errors, and new control weaknesses in previously reliable financial systems.
7 Ajit Kambil, Erik D. Eselius, and Karen Monteiro, "Fast Venturing: The Quick Way to Start Web Business," Sloan Management
Review, summer 2000.
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.80 The new e-business systems have vastly different software and hardware architecture than the older
mainframe, minicomputer and client-server systems. IT and business line managers who are pressured by
senior management into bringing new e-business systems online as quickly as possible find great
complexity in integrating new and legacy systems. Often a company's Internet strategy is a "rush to be
first to market." If senior management is not aware of the amount and type of complexities involved in
the integration of new and old systems, it may set unrealistic deadlines. If there is undue time pressure
to get systems running, IT managers and consultants might take shortcuts, treat controls as an after
thought, or ignore financial controls completely. These actions do not lead to a good control environment
and, when taken together, increase audit risk.
Rapid Growth

.81 When companies open their e-business doors, they have expanded their potential market from their own
geographic area and existing customer base to the world and its global market. Users find quality sites quickly
because news of them is spread in a viral manner. When an e-business has not accurately predicted sales and
provided for systems flexibility and scalability, existing controls may fail. Unplanned e-business volume can lead
to breakdown in controls in fulfillment, customer service, and support. In many cases, new employees and
managers hastily added to support functions during a seasonal or other crush might be unfamiliar with controls.
Unexpected rapid growth in Web site visitors during a specific period of time may cause servers and databases
to crash, logs and hard drives to fill to capacity, and accounting records to be lost.

.82 These issues came home to roost for many e-businesses during the 1999 holiday shopping season.
Beginning around Thanksgiving, many online retailers' deliveries started taking weeks to show up, order
tracking systems were useless, and customer service lines were clogged.

New Technology
.83 As discussed in the introduction of this Alert, two of the key new technologies that will affect
companies that conduct e-business and their auditors are broadband and wireless technologies. Broadband
technology is a means to quickly deliver to users' PCs huge amounts of data, including music, videos,
software, and financial data in an always-on environment. Wireless technology allows users to remotely
access information, such as stock reports, weather, sports scores, e-mail, and games, from anywhere at
anytime. Wireless also allows users to conduct e-commerce and e-business transactions.

.84 Broadband and wireless technologies both pose similar problems for e-businesses. First, their use
will require existing systems to be integrated with their newer broadband and wireless technologies. The
underlying hardware and software architectures of broadband and wireless will have to be compatible with
newer systems. Second, planned broadband and wireless server software and hardware will have to be
scalable if future usage levels soar beyond expectations.

.85 Gartner Group predicts that by 2005 broadband users will spend twenty times more money than
dial-up Internet users. Vertical Systems Group predicts more than 50 percent of all businesses and 15 percent
of households will have broadband connections by 2004. By implementing broadband, companies can
decrease the time, effort, and cost to get information. This savings translates directly to the bottom line
through quicker and more informed decision making. When the cost of information is a key cost of operations
and delivery, the savings broadband offers is even greater.
.86 Wireless Internet usage is predicted to skyrocket in the next three years. Internet-enabled wireless
devices are expected to increase to over 400 million by 2003.8 Like broadband, one of the threats to
e-businesses of wireless technology is failing to adopt it when competitors do. If competitors' offerings are
available anytime and anywhere, that may translate into lost sales and lost market share for the e-business
8 "Investing in the Mobile Internet," by Vik Mehta and Barry Kaplan, Goldman Sachs, the New York Times (August 21, 2000).
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that fails to adopt. Companies that do implement wireless will have to face the technological challenges of
integrating yet another service into their network.
.87 One control issue to consider for wireless e-business systems is recording of the transaction on the
wireless device side. Often, Web sites confirm a transaction by sending an e-mail. Whether used for consumer
Internet purchases or B2B transactions, wireless devices will have to have the capability to save transaction
information.

New Lines, Products, and Activities
.88 When companies add new lines, products, and activities, existing managers of the old legacy systems
may not understand the controls in the new system. Conversely, new managers of new activities may not
understand existing corporate control policies. The end result could be that new systems are beyond the
control of either old or new managers.

Corporate Restructuring
.89 A corporate restructuring occurs when a company tries to improve its future operations and increase
its value by changing its business strategy or financial structure. Restructurings usually include, among other
things, discontinued operations, layoffs, and downsizing. In addition, restructurings may include the develop
ment of new systems in addition to employee training, and acquisition of new debt or new equity owners.
Layoffs and downsizing, once unthinkable in the Internet industry, have become commonplace as companies
try to cut costs to reach profitability. The San Francisco Chronicle reported on August 10, 2000, that during
2000 120 dot-com companies had laid off 7,500 employees. A little more than one month later, the San Jose
Mercury News reported that layoffs by dot-coms had swelled to 16,600 since last Christmas. We've heard about
dot-coms laying off employees, for example, Amazon.com, which laid off 150 employees; NBC Internet,
which cut 170 jobs, or almost 20 percent of its workforce; and AltaVista, which laid off 225 employees.
.90 All of the different types of corporate restructurings create control issues for auditors of e-businesses.
Companies may underestimate the complexity, extent, and cost of the change and the expertise needed to
modify their business strategies. Downsizing and layoffs create situations where there is inadequate
supervision and segregation of duties or a key control function is eliminated. Making changes in the financial
structure, such as increasing debt or adding new equity owners, may put pressure on management to
manipulate income to maintain debt covenants or to meet or exceed analysts' earnings expectations.
Management also could attempt to increase future earnings by including future costs in the loss accrual for
discontinued operations or restructuring.9
.91 Risks of e-business mergers and acquisitions. Some established businesses decide to purchase
e-business technology and market share by acquiring an existing e-business rather than taking the risks of
developing the technology themselves. For example, in July 2000, Bertelsmann, the giant media and
publishing company, purchased CDNow, one of the leading online music stores. Sometimes an e-business
acquires an established company to increase distribution channels or acquire content, as in AOL's proposed
acquisition of Time Warner in 2000. In other cases, pure e-businesses merge.

.92 In the last quarter of 1999 and during the first half of 2000, the pace of e-business mergers and
acquisitions accelerated. For example, in November 1999 shareholders of Healtheon and WebMD, rival
Internet providers of health and medical information and services, approved a merger of their companies.
Three months later, in February 2000, the combined Healtheon/WebMD acquired its rival CareInsite Inc.
and CareInsite's parent Medical Manager Corp.
.93 E-business mergers face the same risk as all mergers and acquisitions—that corporate cultures may
clash. For example, when AOL acquired Netscape in March 1999, it also acquired Netscape's engineers and
9 "New Guidance in Accounting for Corporate Restructuring: EITF 94-3," by Thomas Weinrich, the CPA Journal (June 1995).
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programmers. However, a short time after the merger was consummated, many of Netscape's employees
terminated because of the vast difference in corporate cultures between the two companies.

The Risk of Financial Fraud
.94 The auditor must obtain reasonable assurance about whether the financial statements are free from
material misstatements, whether caused by error or fraud, according to SAS No. 1 (AICPA, Professional
Standards, vol. 1, AU sec. 110.02, "Responsibilities and Functions of the Independent Auditor").
.95 For e-businesses, management could have both the incentive and means to fraudulently manipulate
their financial statements. According to SAS No. 82, Consideration of Fraud in a Financial Statement Audit
(AICPA, Professional Standards, vol. 1, AU sec. 316.06), fraud frequently involves a pressure or incentive to
commit fraud. The lack of government regulation or industry self-regulation of e-business and, in some cases,
the lack of established accounting practices relative to the industry could provide management with the
motivation to manipulate income.

.96 SAS No. 82 specifically recognizes certain conditions as risk factors that motivate management to engage
in fraudulent financial reporting—when a significant portion of management compensation is represented by
bonuses, stock options, or other incentives, and when there is an excessive interest by management in maintaining
or increasing the entity's stock price. SAS No. 82 (AU sec. 316.17) also identifies other factors that increase the risk
of fraud, such as a high degree of competition or market saturation, and rapidly changing technology or rapid
product obsolescence, all of which are present in the e-business environment.
.97 Due to the opportunity for fraud to be present in audits of e-businesses, SAS No. 82 indicates that
auditors should consider whether specific controls exist that mitigate the risks (AU sec. 316.21). Mitigating
controls at larger companies may include an effective board of directors, audit committee, or internal audit
function. Smaller companies may have an environment that fosters integrity and ethical behavior as well as
management by example, according to SAS No. 82 (AU secs. 316.21-22).

.98 If the auditor believes there is a high level of fraud risk during the audit of an e-business, he or she may
choose to perform detailed substantive analytical procedures or conduct interviews in areas where fraud may be
present. For potential fraud related to revenue recognition issues, the auditor may decide to confirm certain
relevant terms of customer contracts, according to SAS No. 82 (AU secs. 316.29-.30). According to SAS No. 82
(AU section 316.35), if the auditor determines that a misstatement is the result of fraud, he or she should—
•

Consider the implications for the other aspects of the audit.

•

Discuss the matter with the appropriate level of management.

•

Attempt to obtain additional evidence to determine whether material fraud has occurred.

•

If appropriate, suggest the client consult with legal counsel.

.99 For some clients, the auditor may have a duty to disclose the circumstance of the fraud to outside parties.
For public clients, if the fraud or related risk factor(s) results in the termination of the engagement, is considered
a reportable event, or is the source of a disagreement, the auditor may be required to report this situation to the
SEC on Form 8-K as described in Item 304 of regulation SC and regulation SB. If fraud is present, other reports
may also be required by section 10A(b)l of the Securities Exchange Act of 1934 (SAS No. 82, AU sec. 316.40).

Analytical Procedures
How can you use analytical procedures for substantive tests in audits of e-businesses?

.100 According to SAS No. 56, Analytical Procedures (AICPA, Professional Standards, vol. 1, AU sec. 329),
analytical procedures are a required procedure in the planning and review stage of the audit, but also may
be more efficient than tests of details for some substantive tests. The fact that e-business transactions lend
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themselves so well to analytical procedures offers auditors a great opportunity to reduce audit costs by
reducing tests of details. However, if you are using analytical procedures for substantive tests, the underlying
controls and data must be reliable and available.
.101 If there are no physical records of sales orders, sales invoices, purchase orders, receiving reports,
customer remittance advices, or credit card settlement because all of these records are electronic, what kind
of tests can the auditor perform? Would testing a random sample of printouts of these records be a sufficient
audit procedure and the results credible evidence? Not likely. How does the auditor perform substantive
testing in this case? According to SAS No. 56 (AU secs. 329.01 and .03), analytical procedures also used as a
substantive test to obtain evidential matter about particular assertions related to account balances or classes
of transactions. In some cases, analytical procedures can be more effective or efficient than tests of details for
achieving particular substantive testing objectives. For some assertions, according to SAS No. 56, analytical
procedures are effective in providing the appropriate level of assurance (AU sec. 329.10).

The expected effectiveness and efficiency of an analytical procedure in identifying potential
misstatements depends on, among other things ... the availability and reliability of the
data used to develop the expectation, and the precision of the expectation (AU sec. 329.11).

.102 Whether the data was developed under a reliable system with adequate controls is one factor that
will influence the auditor's consideration of the reliability of data for purposes of achieving audit objectives
(AU sec. 329.16).
.103 Analytical procedures are a means by which the auditor develops plausible relationships between
account balances, transaction summary totals, period-to-period comparisons, or company-to-industry com
parisons. Unfortunately, for many e-businesses, there may not be enough historical data to perform
period-to-period comparisons, or basic assumptions and conditions may change from period to period.
Industry comparisons are also not likely since e-business is still in an embryonic stage and, as a result, there
are not yet reliable sources of industry data.

Even though period-to-period and historical comparisons may not be meaningful, there are several
analytical procedures that you can perform for e-businesses. For example, it is possible to compute the ratio
of daily sales to Web site hits for each day in the audit period. An unusually low ratio for a day when
compared to the average ratio could indicate that some e-business transactions were not recorded or that
they could have been deleted or recorded in some other file. A low ratio of daily sales to Web sites hits also
could indicate that the Web server was up but the e-commerce server was down. This condition could be
verified if server logs were retained and protected during the period in question. On the other hand, security
logs might indicate if anyone deleted or changed accounting records on the day in question if audit logging
was enabled and those logs retained. An unusually high ratio of daily sales to Web site hits could indicate
that the company ran a special with attractive sales prices that increased total sales, or it could indicate that
unauthorized changes to accounting records were made to create fictitious or fraudulent sales.
.104

.105 Another useful analytical procedure is the comparison of daily sales to daily credit card collections.
In this case, the figures used for the credit card collections could be obtained from the company's bank or
third-party credit card processor. Unusually high ratios could indicate the possibility of overstated sales. An
unusually low ratio could indicate unrecorded sales.
.106 As long as there are strong controls on the underlying e-business records to protect them from
unauthorized alteration or destruction and to detect unauthorized access and changes, the auditor may use
analytical procedures for substantive testing, as appropriate. One advantage of analytical procedures for
e-business is that it is possible to test 100 percent of the records making up an account balance. In summary,
when performing analytical review procedures, be sure to refer to SAS No. 56 and consider all aspects of the
guidance provided therein.
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Going-Concern Issues

What going-concern issues does e-business raise?
.107 The period between 1998 and the first two months of 2000 was a time of dramatically rising share
prices of e-business companies. For example, at the beginning of 1998, Amazon.com's adjusted stock price
was under $10 per share, Yahoo.com was under $15 per share, Exodus Communications was trading at under
$5 per share, and E*Trade was trading at about $8 per share. By the end of February 2000, Amazon.com's
shares had risen to about $70 per share, Yahoo was trading at $150 per share, Exodus was trading at about
$45 per share, and E*Trade was trading at $30 per share.

.108 Although many e-businesses had a continuing series of increasing losses as their share prices rose,
investors chose to ignore the losses when valuing e-business stocks. Perhaps this was because there is no
established way to value Internet companies or predict their wide swings in prices. Investors used growth
in quarterly sales, the numbers of unique visitors, announcements of contracts or mergers, or various other
criteria to value e-business shares. But, stock price run-ups of these companies could have resulted from
nothing more complicated than simple rumors churned in Internet chat rooms, dot-com mania hyped by the
media, or Internet stock optimism spread via e-mail.
.109 Even in a market with no reliable way to value shares of e-business companies, management still
expected to continually finance future operations with new equity funding. However, the hopes of money
losing dot-coms receiving future equity investments began to unwind in March 2000 when Arthur Anderson
qualified their audit report on CDNow, a former Internet high-flier.
.110 What is the impact on auditors of the market's recent correction of Internet-related share prices?
Auditors with e-business clients need to look carefully at clients' short-term cash requirements and cash
generating ability. These two factors are critical enough for survival to prompt auditors to consider whether
clients that require additional equity investments in the next twelve months to maintain operations can
continue as going concerns.
.111 Many e-businesses have already suffered defeat in the marketplace, and more are expected to do
the same in the near future. Most e-business sectors have more players than their sector can support. For
example, on August 8, 2000, Business 2.0 reported in its B2 index nineteen companies offering business
services, twenty companies offering interactive services, fourteen B2B marketplaces, nineteen portals, and
eleven retail Internet companies. Why is the number of competitors a factor in the ability of many dot-coms
to survive? There is little chance that an e-business with a history of increasing losses that requires equity
financing in a market of many competitors will be able to obtain such financing. Unless equity financing is
readily available, the question of survival becomes paramount.

.112 Ordinarily, information that significantly contradicts the going-concern assumption relates to the
entity's inability to continue to meet its obligations as they become due. If the auditor believes that there is
substantial doubt about the entity's ability to continue as a going concern for a reasonable period of time, he
or she should (1) obtain information about management's plans that are intended to mitigate the effect of
conditions or events (leading to going-concern issues), and (2) assess the likelihood that such plans can be
effectively implemented. See SAS No. 59, The Auditor's Consideration of an Entity's Ability to Continue as a Going
Concern (AICPA, Professional Standards, vol. 1, AU sec. 341.01 and .03b).

Accounting Issues Affecting E-Business
What important accounting issues warrant consideration for your e-business clients?
.113 Accounting for e-business involves the application of many complex accounting principles and
transactions for which there may be diversity in practice or no authoritative guidance. The diversity in
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accounting treatment for e-business transactions leads to incomparable financial statements and potential
earnings-management issues and may cause investors to rely on unaudited sources of information for stock
valuations and investment decisions.

.114 Accounting regulators and standard setters are aware of the issues raised by the diversity in
accounting by e-businesses. The SEC staff has identified several accounting issues for Internet operations
that the Financial Accounting Standards Board (FASB) Emerging Issues Task Force (EITF) is addressing (see
the section "SEC Accounting Issues Related to Internet Operations" appearing later in this Alert). Further
interest in Internet-related accounting comes from the EITF, which has placed on its agenda many of the
Internet accounting issues identified by the SEC.

Stock Options

Why are stock options important to e-business, and how should companies account for them?
.115 Knowledgeable workers are the prime assets of e-businesses and are the key to wealth creation.
Accounting for their compensation sometimes raises difficult accounting issues when e-businesses include
stock options in employee compensation packages. E-businesses grant stock options to essential employees
to attract, motivate, and retain them. They also grant stock options, awards of stock, or warrants to
consultants, contractors, vendors, lawyers, finders, lessors, and others. Issuing equity instruments makes a
lot of sense, partly because of the favorable accounting and partly because equity conserves cash and
generates capital.
.116 There are two permissible alternative accounting treatments for employee stock options: Account
ing Principles Board (APB) Opinion No. 25, Accounting for Stock Issued to Employees, which uses the intrinsic
value method, and FASB Statement of Financial Accounting Standards No. 123, Accounting for Stock-Based
Compensation, which uses the fair value method. Most e-businesses choose APB Opinion 25, which is
relatively easy to apply. Under APB Opinion 25, total compensation, for fixed plans, is measured at the grant
date as the difference between the option exercise price and the market price of the stock. Since the exercise
price usually equals the market price, no compensation cost is recorded. However, when APB Opinion 25 is
used in the basic financial statements, FASB Statement No. 123 accounting must also be used, but its effect
is reflected in the footnotes. On the other hand, FASB Statement No. 123 more closely represents the
underlying economic event. FASB Statement No. 123 requires charges to income based on the fair value of
the option at the date of grant amortized over the employee's service period (which is usually the vesting
period) as well as expanded footnote disclosures. One key issue in auditing stock options is the difficulty in
verifying all the factors that the option pricing model (such as Black-Scholes) requires, especially the life of
the option and the expected volatility factors. Also, a complicating factor is estimating forfeitures.
.117 Stock options granted to consultants, contractors, and nonemployees for services rendered or goods
purchased must be accounted for in accordance with FASB Statement No. 123. Companies must use the fair
value method, not the intrinsic method. EITF Issue 96-18, Accounting for Equity Instruments That Are Issued to
Other than Employees for Acquiring, or in Conjunction with, Selling Goods or Services, offers guidance in applying
FASB Statement No. 123 for these transactions.
.118 With the downturn in share prices of many e-businesses continuing through the fourth quarter of
2000, the stock options previously granted to many essential employees may now have lost much of their
worth. In order to retain these employees, many companies may reprice the options. FASB Interpretation
No. 44, Accounting for Certain Transactions Involving Stock Compensation, an Interpretation of APB Opinion 25;
EITF Topic D-91, Application of APB Opinion No. 25 and FASB Interpretation No. 44 to an Indirect Repricing of a
Stock Option; and EITF Issue 00-23, dealing with thirty-one practice issues and questions related to accounting
for stock compensation, will help auditors resolve the complex accounting issues that may arise. FASB
Interpretation No. 44 discusses modifications to stock options that reduce the exercise price, either directly
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or indirectly, or extends or renews the life, among other issues. The Interpretation sets out requirements for
fixed option awards to be reclassified as variable for changes in the exercise prices or the life made after
December 15, 1998. The change from a fixed to variable plan triggers the requirement to record income
statement charges (or credits) at each reporting date. So, while the intrinsic value of the option may be zero
at the repricing (or modification) date, from that date until final exercise (or expiration or forfeiture), the
company must report an expense or reversal of that expense even though the options are not vested. This
expense is the difference between the fair value of the shares at each balance sheet date and the exercise price.
.119 The change in accounting triggered by repricing requiring compensation to be recorded has no effect
on cash flow; however, it may reduce net income and earnings per share (EPS). In the current market climate
in which investors are beginning to use traditional valuation models, lower EPS caused by repriced options
may have a significant effect on share price and on the ability of e-businesses to secure new rounds of funding.
Auditors should be aware that, since repricing may result in lower net income and EPS and may reduce the
chances of dot-coms being funded, management should be made aware of the consequences of making any
modification to their option plans and outstanding options and the financial statement impact of giving
equity instruments to nonemployees.

Other E-Business Accounting Issues
What accounting issues are investors interested in when evaluating Internet companies?
.120 Merrill Lynch's Web site at www.e-commerce.research.ml.com/ identifies several essential
e-business accounting issues of interest to auditors. The company's research presents these issues from the
point of view of investors evaluating Internet companies. Seven of the areas Merrill Lynch discusses are—

1. Recognition of costs.

2. Goodwill and intangible assets.
3. Research and development costs.
4. Contingency losses.
5. Start-up activity costs.

6. Footnote disclosures.

7. Asset impairment.
Recognition of Costs
.121 Customer solicitation and software development costs are key costs for e-businesses that present
cost recognition issues. Currently, there is diversity in accounting for these costs by Internet companies—they
could either capitalize or expense the costs—which makes it difficult to compare their financial statements.
If they capitalize the costs, amortization periods for essentially the same transactions could differ between
companies. Compounding the problem is the practice by some established companies masking these costs
by spreading them across existing operations.

.122 When alternative accounting treatments give management the ability to choose between capitaliz
ing or expensing a cost, management may use the alternatives to manage earnings. If investors cannot
compare audited financial statements reliably, they may turn to potentially unreliable sources of information
as a basis for their investment decisions. The use of unreliable information can cause volatility in stock market
prices, misvaluation, and losses for investors.
.123 Customer solicitation costs. In order to gain market share, many dot-com companies spend a large
percentage of their resources on customer solicitation costs. These costs may be in the form of direct response
advertising, such as click-through banner ads, paid-for URL links, diskette mailings, direct e-mail, or
Internet-enabled interactive cable and satellite television broadcasts.

AICPA Audit and Accounting Manual,

AAM §8210.123

8824

Audit Risk Alerts

48

1-01

.124 The purpose of customer solicitation costs is not just to increase current sales. Rather, it is to establish
a customer base. Many investors partially base the valuation of Internet companies on the growth of their
customer base and consider it a valuable asset. The customer base provides future benefits to a business so,
in that case, isn't capitalization a more appropriate treatment for the cost that gives rise to it?
.125 When auditing e-business customer solicitation costs, auditors should apply the provisions of
Statement of Position (SOP) 93-7, Reporting on Advertising Costs. Capitalization and amortization of costs of
direct-response advertising is required for sales to customers (1) shown to have responded specifically to the
advertising and (2) that result in probable future economic benefits. Since one of the purposes of much
Internet advertising is to link targeted advertising to specific customers, it follows that capitalization and
amortization of some customer solicitation costs may be the appropriate accounting treatment.

Software development costs. E-business software is a major asset of Internet companies. Many
companies internally develop their own software, which can become a source of competitive advantage. Other
companies purchase off-the-shelf e-business software or acquire custom-written software from developers.
.126

.127 All e-businesses incur software implementation and integration costs to place their systems online.
SOP 98-1, Accounting for the Costs of Computer Software Developed or Obtained for Internal Use, defines accounting
for software costs and requires—
•

Expensing preliminary project stage costs as incurred.

•

Capitalizing application development stage costs.

•

Expensing post-implementation or operation stage costs as incurred.

SOP 98-1 also provides definitions of the different types of costs for each stage as well as guidelines
regarding when to recognize and how to measure impairment. Also see the related discussion of Web site
development costs and EITF 00-2 guidelines for such costs in the "SEC Accounting Issues Related to Internet
Operations" section of this Alert.
.128

Goodwill and Intangible Assets
.129 E-businesses are often combinations that result from mergers and acquisitions, as discussed earlier
in the "Corporate Restructuring" section of this Alert. Recognition of goodwill and other intangible assets
usually occurs when using purchase accounting to account for the combination when the price paid is greater
than the fair value of identifiable assets acquired. This is often the case when the sought-after assets of the
acquiree are off-balance sheet items, such as the management team, customer base, proprietary software, or
intangible intellectual property. According to paragraphs 1,28, and 29 of APB Opinion 17, Intangible Assets:

The excess of the cost of an acquired company over the sum of the identifiable net assets,
usually called goodwill, is the most common unidentifiable intangible asset.
The cost of each type of intangible asset should be amortized on the basis of the estimated
life of that specific asset and should not be written off in the period of acquisition.

The period of amortization should not, however, exceed forty years.
.130 Since goodwill is not specifically identifiable, and because the amount recognized as goodwill can
be substantial, Internet companies have the opportunity to dampen the effect of related goodwill amortiza
tion by writing it off over the maximum allowable period.
.131 Auditors should question the use of the maximum amortization period. If the basis of goodwill is
the value of the management team, customer base, or proprietary software, isn't the useful life of these assets
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substantially less than the maximum? How long do Internet managers stay with one company? How
sticky—that is, loyal—are customers that are only one click away from competitors? In addition, what about
custom software that is most likely obsolete within two years? How quickly is the value of intangible
intellectual property eroded by the rapid pace of technological innovation? Auditors should consider these
questions as they relate to client e-businesses with goodwill and intangible assets.
Research and Development Costs

.132 The Internet industry is still in its infancy. Often, the basis of an e-business' competitive strategy
rests on an idea that is still in the conceptual stage. No commercial software process may exist to implement
the strategy. Therefore, many e-businesses undertake the research and development activities themselves.
.133 Ongoing innovation is the heart of competition in e-business and is required for survival. Conse
quently, most e-businesses devote a substantial portion of their resources to research and development
(R&D) activity. According to paragraphs 8a and 8b of FASB Statement No. 2, Accounting for Research and
Development Costs:

Research is planned search or critical investigation aimed at discovery of new knowledge
with the hope that such knowledge will be useful in developing a new product or service.
Development is the translation of research findings or other knowledge into a plan or design
for a new product or process ... whether intended for sale or use.

.134 E-business management may reduce net loss or increase earnings by capitalizing R&D costs, which
are significant for many companies involved in e-business. However, FASB Statement No. 2, as interpreted
by FASB Interpretation No. 4, Applicability of FASB Statement No. 2 to Business Combinations Accounted for by
the Purchase Method, prohibits capitalization and requires R&D to be expensed when incurred, except for
acquired R&D with alternative future uses purchased from others. In addition to the requirement to expense
internal R&D, FASB Statement No. 2 requires disclosure in the financial statements regarding the total
amount of research and development costs charged to expense.
.135 Some e-businesses acquire their assets through mergers and acquisitions. One purpose of these
business combinations is to acquire in-process e-business R&D. The auditor of an e-business combination
may need to hire a technology specialist to determine which acquired technology objects have alternative
future uses. If they have alternative future uses, the auditor should verify that they are properly valued and
capitalized.
Contingency Losses

.136 Many e-businesses conduct retail transactions over the Internet with consumers. These transactions
lead to contingent losses for sales returns, allowances, and credit card chargebacks. According to paragraph
8 of FASB Statement No. 5, Accounting for Contingencies, an estimated loss from contingency shall be accrued
by a charge to income if both of the following conditions are met:
1. Information available prior to issuance of the financial statements indicates that it is probable that
an asset had been impaired or a liability had been incurred at the date of the financial statements. It
is implicit in this condition that it must be probable that one or more future events will occur
confirming the fact of the loss.

2. The amount of the loss can be reasonably estimated.
.137 Many e-businesses are experiencing credit card fraud committed by consumers. For example,
customers sometimes charge for merchandise, hold onto the merchandise they receive, and then repudiate
the transaction by disputing the transaction with the credit card company. Since e-business merchants do
not obtain customer signatures at the time of online credit card orders, they have no proof that the customer
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authorized the charge. If cardholders choose to dispute charges, the merchant is usually charged back for
the sale; that is, the liability from the credit card company to the merchant is reduced by the amount of the
disputed charge. (See the previous section of this Alert,"Electronic Signatures," for related recent informa
tion about electronic signatures.)
.138 Recent statistics from First Data Corporation, the largest credit card processor in the United States,
report chargebacks for Internet companies at 1.25 percent of all Internet transactions. Catalogue transactions
typically experience chargebacks of about .33 percent, and traditional storefront operations typically expe
rience .14 percent chargeback rates.10 These statistics support the rationale for recording higher loss contin
gencies for Internet sales than for sales made through other channels.
.139 Auditors of e-businesses should ensure that clients conducting online retail sales accrue an adequate
loss contingency for sales returns, allowances, and credit card chargebacks, or that they make adequate
disclosure that they cannot reasonably estimate the amount of loss.
.140 Usually, estimates of anticipated losses are based on the normal experience of the business and its
transaction history. For most e-businesses, however, there is not enough transaction history to reasonably
estimate these amounts. In that case, according to paragraph 10 of FASB Statement No. 5:

If no accrual is made for a loss contingency because one or both of the conditions in
paragraph 8 [see extract above] are not met... disclosure of the contingency shall be made
when there is at least a reasonable possibility that a loss ... may have been incurred. The
disclosure shall indicate the nature of the contingency and shall give an estimate of the
possible loss or range of loss or state that such an estimate cannot be made.
Start-Up Activity Costs
.141 Starting in 1998, the amount of investment in new e-businesses began to increase at an exponential
rate. Interest in Internet companies became so great that investment in them accounted for 85 percent of total
venture capital for the first half of 2000. This investment is more than the amount that was invested in the
sector in all of 1999. As a result of the recent pace of e-business investment, auditors should take time to
understand how to apply the provisions of SOP 98-5, Reporting on the Costs of Start-Up Activities for their
clients. In addition, auditors might want to review the provisions of FASB Statement No. 7, Accounting and
Reporting by Development Stage Enterprises, that might be helpful. Paragraph 5 of SOP 98-5 defines start-up
activities as:

... those one-time activities related to opening a new facility, introducing a new product or
service, conducting business in a new territory, conducting business with a new class of
customer or beneficiary, initiating a new process in an existing facility, or commencing some
new operation. Start-up activities include activities related to organizing a new entity
(commonly referred to as organization costs).
.142 Certain costs that ongoing enterprises would be able to capitalize under GAAP, such as acquiring
or constructing long-lived assets and getting them ready for their intended uses, acquiring or producing
inventory, and acquiring intangible assets, are not subject to SOP 98-5. Costs of start-up activities, including
organization costs, should be expensed as incurred.

.143 FASB Statement No. 7, Accounting and Reporting by Development Stage Enterprise, defines a develop
ment stage enterprise as one that is devoting substantially all of its efforts to establishing a new business,
whose principal operations have not commenced, or for which there is no significant revenues. In addition,
a development stage enterprise typically will devote most of its activities to acquiring or developing operating
10 "Credit-Card Scams Bedevil E-Stores," the Wall Street Journal (September 19,2000).
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assets, recruiting and training personnel, and developing markets, as well as other activities. Clearly, FASB
Statement No. 7 applies to most new e-businesses since they typically are involved in the activities described
by the Statement. According to paragraph 10 of FASB Statement No. 7:
Financial statements issued by a development stage enterprise shall present financial
position and results of operations in conformity with the generally accepted accounting
principles that apply to established operating enterprises.

.144 Furthermore, FASB Statement No. 7 requires additional balance sheet disclosures. These disclosures
include cumulative net losses, with special descriptive captions, income statement disclosure of cumulative
revenue and expenses, and a statement of stockholder equity showing each issuance of equity securities,
including dollar amounts, dollar amounts assigned for noncash consideration, the nature of noncash
consideration, and the basis for assigning amounts.

.145 FASB Statement No. 7's applicability is especially important for new e-businesses that might be
tempted to play by their own rules and pick and choose between what to report and disclose. Public
development stage companies are subject to article 5A of SEC regulation SX, which requires separate
statements of assets and unrecovered promotional and development costs. Rule 12-06a of regulation SX
allows the offset of certain proceeds and other income against promotional and development costs.
Footnote Disclosures

.146 Under current GAAP, there are no special reporting or disclosure requirements for pure-play
e-businesses. On the other hand, SEC reporting companies with multiple operating segments are required to
report and disclose financial and descriptive information about reportable operating segments. According to
paragraphs 3 and 4 of FASB Statement No. 131, Disclosures about Segments of an Enterprise and Related Information:
The objective of requiring disclosures about segments of an enterprise and related informa
tion is to provide information about the different types of business activities ... and the
different economic environments ... to help users of financial statements better understand
the enterprise's performance, better assess its prospects for future net cash flows, and make
more informed judgments about the enterprise as a whole.
The method the Board chose for determining what information to report is referred to as the
management approach... [which is] based on the way that management organizes the
segments within the enterprise for making operating decisions and assessing performance.

.147 Information about e-business activities of public companies is important and valuable information
to investors. Reliable financial information about the nature of a company's e-business activities is crucial to
assessing that company's future prospects. E-business activities may meet the guidelines required for a
reportable segment, according to paragraphs 10 and 18 of FASB Statement No. 131, when—
•

The segment engages in activities from which it may earn revenue and incur expenses.

•

The enterprise's chief operating decision-maker regularly reviews its operating results.

•

There is discrete financial information available.

•

The segment's reported revenue to both external customers and intersegment sales is 10 percent or
more of combined revenue of all operating segments.

•

The absolute amount of reported profit or loss is 10 percent or more of the combined operating profit
or loss.

•

Its assets are 10 percent or more of the combined assets of all operating segments.
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.148 FASB Statement No. 131 is not intended to discourage the disclosure of additional information about
an e-business. Audited information disclosed in the notes to the financial statements that investors may use to
value Internet companies, such as Web site traffic, growth in customer base, customer retention ratios, and
employee turnover, could help dampen stock market volatility by improving the quality of information available
to investors. The SEC has indicated that its staff will focus on the proper application of FASB Statement No. 131.
(See the next section of this Alert, "SEC Accounting Issues Related to Internet Operations.")
Asset Impairment

.149 Many business leaders recognize the importance of the Internet to their companies. Blown to Bits by
Evans and Wurster (Harvard University Press, 2000) describes how economics of information will result in the
deconstruction of entire industries. They explain that entrenched industry incumbents face significant loss of
market share if they fail to grasp how the reach and richness of the Internet destroy their competitive advantage.
.150 Moving sales and distribution networks to the Internet displaces existing channels, deconstructs
industries and companies, and causes assets to lose significant value. For example, e-business can threaten
branch office operations, travel agencies, bookstores, stockbrokers, insurance agents, music distributors,
automobile dealerships, and newspaper classified advertising departments. Where does the auditor come
into play in all of this? Auditors of businesses subject to deconstruction by the Internet need to consider
whether management has appropriately accounted for asset values that have been impaired. According to
paragraph 4 of FASB Statement No. 121, Accounting for the Impairment of Long-Lived Assets and for Long-Lived
Assets to Be Disposed Of:
An entity shall review long-lived assets and certain identifiable intangibles to be held and
used for impairment whenever events or changes in circumstances indicate that the carrying
amount of an asset may not be recoverable.

.151 One example that paragraphs 6 and 7 of FASB Statement No. 121 provide to determine if it is
necessary to assess the recoverability of an asset is a significant adverse change in the business climate. The
Statement indicates:
If the sum of the expected future cash flows (undiscounted and without interest charges) is
less than the carrying amount of the asset, the entity shall recognize an impairment loss.

The impairment loss ... [is] measured as the amount by which the carrying amount of the
asset exceeds the fair value of the asset.
.152 Some assets, particularly legacy software and hardware systems, or even relatively recently installed
enterprise resource planning, network operating, and software systems, have been rendered obsolete by
changing technology and may have fair values significantly less than book value. Even in these circum
stances, it is necessary to determine the undiscounted cash flows to confirm the impairment.
Executive Summary—Accounting Issues Affecting E-Business
• There are two permissible alternative accounting treatments for employee stock options, APB Opinion
25, Accounting for Stock Issued to Employees, which uses the intrinsic value method, and FASB Statement
No. 123, Accounting for Stock-Based Compensation, which uses the fair value method.
• Customer solicitation and software development costs are key e-businesses costs that present cost
recognition issues. Currently, there is diversity in accounting for these costs by Internet
companies—they could either capitalize or expense the costs—making it difficult to compare their
financial statements.
• Statistics support the rationale for recording higher loss contingencies for Internet sales than for
sales made through other channels.
• Auditors of business subject to deconstruction by the Internet need to consider whether
management has appropriately accounted for asset values that have been impaired.
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SEC Accounting Issues Related to Internet Operations
What SEC issues related to the Internet are important to auditors?
.153 In October 1999, the chief accountant of the SEC sent a list of Internet accounting issues to the FASB's
EITF that the SEC staff believes warrant consideration by the EITF or another standard-setting body.

.154 As a general rule, the SEC staff believes that Internet companies engaging in transactions that are
similar to transactions entered into by traditional companies should follow the already established account
ing models for those transactions.
.155 Here we discuss a few of the SEC accounting issues described in the letter, including those related
to shipping and handling costs, Web site development costs, revenue recognition issues and advertising
barter transactions.

Shipping and Handling Costs
.156 Shipping and handling costs are a major expense for Internet product sellers. Most sellers charge
customers for shipping and handling in amounts that are not a direct pass-through of costs. Most Internet
companies do not separately disclose, either in the financial statements or the footnotes, the amount of
shipping and handling costs incurred. In addition, the companies typically include shipping and handling
in operating expenses rather than as part of cost of goods sold.

.157 Placing shipping and handling costs in operating expenses reduces cost of goods sold and increases
operating margins upon which the valuation of many money-losing e-businesses are based. For example,
Dow Jones reported on July 20,2000, that including shipping and handling in cost of goods sold would reduce
Amazon.com's gross profit margin from 22.3 percent to 8.6 percent and Etoys' from 21 percent to - 5.4 percent.
Although presenting shipping and handling in operating expense, rather than cost of goods of sold, has no
effect on net income overall, the treatment that results in lower operating margins could adversely affect the
refinancing efforts of cash-hungry dot-coms.

.158 Initially, the FASB's EITF, when discussing EITF Issue No. 00-10, Accounting for Shipping and
Handling Fees and Costs, determined that shipping and handling should be included in cost of goods sold. At
its September 20-21, 2000, meeting, the group reached a consensus that the classification of shipping and
handling costs is an accounting policy decision that should be disclosed pursuant to APB Opinion 22. A
company may adopt a policy of including shipping and handling costs in cost of sales. If such costs are
significant and are not included in cost of sales (that is, if those costs are accounted for together or separately
on other income statement line items), a company should disclose both the amount and line item(s) on the
income statement.

Web Site Development Costs
.159 The cost of developing a Web site is a "priority 1" Internet issue identified in the SEC's letter. The
letter states that Web site development costs are one of the largest costs for an Internet business. The SEC
staff believes a large portion of Web site development costs should be accounted for according to SOP 98-1
as software developed for internal use.
.160 EITF Issue No. 00-2, Accounting for WebSite Development Costs, indicates that companies are incurring
significant costs to develop Internet Web sites and that diversity in practice exists in accounting for Web site
development costs. Some entities capitalize such costs, others expense Web site development costs, and still
others capitalize some of the costs and expense the rest.
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.161 The EITF reached consensuses that all costs incurred (1) in the planning stage of Web site develop
ment should be expensed as incurred, (2) in Web site application and infrastructure development stage
relating to software used to operate a Web site and initial graphics should be accounted for under SOP 98-1,
unless certain circumstances exist, (3) for Web site hosting generally would be expensed over the period of
benefit, (4) to develop content will be addressed as a separate EITF issue, and (5) in the operating stage should
be treated as the costs of other operations, or expensed as incurred, unless the costs add functionality. In that
case, such costs should be expensed or capitalized based on SOP 98-1.

Help Desk—As of the date of this publication, the final status of most of the SEC's Internet
accounting issues is yet to be determined. Auditors of e-businesses faced with these issues are
advised to consult www.sec.gov and www.fasb.org to determine the current status of these issues.
Revenue Recognition

.162 As with any new business model, there are issues regarding revenue recognition for Internet
activities. On December 3, 1999, the SEC staff issued Staff Accounting Bulletin (SAB) No. 101, Revenue
Recognition in Financial Statements. This SAB summarizes certain of the staff's views in applying GAAP to
revenue recognition in financial statements. The staff provided this guidance due, in part, to the large number
of revenue recognition issues that registrants encounter. SAB No. 101 emphasizes that revenue should not
be recognized until it is realized or realizable and earned. The staff believes that revenue generally is realized
or realizable and earned when all of the following criteria are met.

•

Persuasive evidence of an arrangement exists.

•

Delivery has occurred or services have been rendered.

•

The seller's price to the buyer is fixed or determinable.

•

Collectibility is reasonably assured.

.163 Note that EITF Topic D-85 provides guidance on the application of certain transition provisions in
SAB No. 101.

.164 You can obtain SAB No. 101 from the SEC Web site at www.sec.gov/rules/acctreps/sab101.htm.
.165 Since the issuance of SAB No. 101, the SEC received requests from a number of groups asking for
additional time to study the guidance. In response, on March 24,2000, the SEC issued SAB No. 101A, which
delayed the implementation date of SAB No. 101 for registrants with fiscal years that begin between
December 16,1999, and March 15, 2000. Subsequently, the SEC staff issued SAB No. 101B on June 26, 2000,
which delays the implementation date of SAB No. 101 until no later than the fourth fiscal quarter of fiscal
years beginning after December 15,1999.
.166 Frequently Asked Questions. In October 2000, in response to questions that had been received from
registrants, public accountants, and others, the SEC staff issued responses to frequently asked questions
regarding accounting standards related to revenue recognition and SAB No. 101. The responses to frequently
asked questions were developed with the assistance of working groups from accounting firms and industry.
The responses to frequently asked questions are available on the SEC Web site at www.sec.gov/offices/
account/sab101fq.htm.

Gross Versus Net
.167 Often an e-business provides a link on its Web site to other sites that process credit card information,
take orders, provide fulfillment, and handle customer service. Involvement with third parties makes it
difficult to determine the party actually making the sale and whether to record grossed-up revenues and cost
of sales or to report the net profit as revenues, similar to a commission.
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.168 Many Internet companies are valued by a multiple of revenues. The e-business that originates a
transaction may receive only a fee or a percentage of the transaction. E-businesses management might have
the incentive to book these transactions as gross sales since their companies' value often may be based on
the sales growth. According to SAB No. 101, to determine whether revenues should be recognized as gross
or net, auditors should answer the following questions:
•

Which party in the transaction is the principal?

•

Who is taking title to the property?

•

Who bears the risk for credit card repudiations and returns?

•

Is there an agent-broker relationship?

.169 If the e-business is an agent or broker and does not assume the risk of holding title to the product,
the revenue should be recognized as net.
.170 You may also want to familiarize yourself with the guidance contained in EITF Issue No. 99-19,
Reporting Revenues Gross as a Principal vs. Net as an Agent.
Advertising Barter Transactions

.171 E-businesses often enter into barter transactions in which they agree to place advertisements on each
other's Web sites. Accounting for advertising barter transactions is controversial due to the difficulty of
reliable measurement for these services, in addition to much recent media attention on this topic. For
example, in January 2000 Amazon.com entered into a complicated exchange of $30 million in borrowed
money for Drugstore.com stock and a payment over three years by Drugstore of $105 million for a tab on
Amazon.com's home page.
.172 EITF Issue No. 99-17, Accounting for Advertising Barter Transactions, addresses the issue of whether
barter transactions involving a nonmonetary exchange of advertising should result in recorded revenues and
expenses at the fair value of the advertising surrendered or received or at book value. The consensus of the
task force is that revenue and expense should be recognized at fair value only if the fair value of the
advertising is determinable. In addition, entities should disclose the amount of revenue and expense
recognized from advertising barter transactions for each income statement period presented.

E-Business Self-Defense
What steps can auditors encourage their e-business clients to take to prevent
unwanted intruders on Web sites, and how can their clients prepare their Web sites
and business systems for the challenges of security and privacy, among other issues?
.173 Down time costs to e-businesses due to e-sabotage are high on the lists of things to avoid in order
to prosper. User concerns about Web site security and privacy—a common complaint that we read much
about in the news these days—result in high costs for e-business. And the issue of potential fraud is never
far away in the e-business world.

.174 Companies can be vulnerable in today's marketplace unless they can attain scale, provide good service,
and react with speed, keeping costs down as they go, according to Forrester Research. We add another item to
the three elements mentioned: trust. Unless e-business can create an environment of trust surrounding transac
tions in the e-world, entities will be at risk for long-term survival. Here are some helpful offerings to consider
recommending to your e-business clients who face these sometimes formidable challenges.
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Best Practices for E-Commerce Self-Defense11
.175 Here's a list of items you can consider using and sharing with your e-business clients. The list
provides ten ways to keep unwanted intruders out of the Web site.
1. Conduct a risk assessment of the enterprise. If possible, do it before implementing technical controls so
that weaknesses can be eliminated before costly adjustments are needed.

2. Develop security standards. Communicate security policy to employees so they understand their
responsibilities, the penalties for violations, and what to do if they suspect online security has been
breached.
3. Test defenses. Conduct a full systems audit, testing security—especially firewalls—to identify poten
tial weak points, including remote access to systems by e-mail, the Internet, and telephone.

4. Get an independent opinion on security measures. Have an objective outsider evaluate overall online
security, including firewalls, antivirus software, and risk analysis tools.
5. Limit access to e-commerce controls. Give access to the fewest people and the fewest systems possible
for the minimum time it takes to perform essential functions. Use authentication tools, such as
passwords, smart cards, and digital certificates to verify identities online.
6. Use firewalls to block intrusions. Pass transmissions through a control point where they can be checked
for compliance with security provisions.
7. Monitor employees' online activity. Use systems management tools to enforce security policies consis
tently across multiple online environments and to automate user access. Use e-mail analysis tools to
intercept and scan e-mail for possible security violations.

8. Monitor networks for unusual activity. Determine whether installing additional security measures or
systems resources, such as random access memory (RAM), would reduce the impact of a hacker
attack. Also, use intruder detection software to maintain overall awareness of possible threats to
systems—for example, surreptitious large-scale incursions during diversionary attacks.
9. Consult the Internet service provider. Determine whether it can block attacks before they reach company
systems.

10. Inform the proper authorities when systems are violated. Stress the importance of preserving system
activity logs, which may help identify intruders.

.176 WebTrust and SysTrust, two AICPA assurance services described next, can help address many of
the issues included in the list above.

Beyond the Audit
What relevant assurance services can I offer my clients that extend beyond the audit?
.177 Practitioners now have an opportunity to broaden their traditional service offerings by considering
an emerging practice area called assurance services. The AICPA, in conjunction with the Canadian Institute
of Chartered Accountants (CICA), has developed WebTrustSM and SysTrustSM assurance services. Assurance
service engagements allow practitioners to build on their reputation for independence, objectivity, and
integrity to provide assurance that an entity is complying with an established set of principles and criteria.
11 Journal of Accountancy (April 2000).
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WebTrust Assurance Service
.178 The topic of privacy and security on the Internet is often in the news these days. The benefits of worldwide
commerce at the click of a mouse are sometimes offset by the lack of security and privacy that users might
experience when using this worldwide marketplace. We read again and again about everything from Internet
businesses selling or sharing private customer information to consumer fraud. Internet users and the businesses
that service them have a right to be very concerned about the integrity of the businesses they're dealing with on
the Internet.

.179 Concerns about such Internet issues as security and privacy, among others, are growing, especially
as the amount of e-business conducted continues to develop at such a rapid pace. There is a service that
you can offer your clients who conduct or participate in e-commerce on the Web that can help allay their
fears and those of their customers.

.180 Practitioners of WebTrust engagements provide assurance for business-to-business, business-tocustomer, and service provider clients that a business entity conducting e-commerce is in compliance with
stated principles and criteria. The CPA offers a solution by selecting the most relevant principles for the client
entity from among the following: business practices, security, privacy, confidentiality, nonrepudiation, or
availability. The CPA follows certain WebTrust licensing engagement requirements in addition to profes
sional standards, then conducts the WebTrust engagement and issues a report and certification that the site
is in compliance with the selected stated principles and criteria.

.181 In addition to the WebTrust program for companies conducting e-business with consumers, the
AICPA and CICA most recently developed the WebTrust On-Line Privacy Program. This program was
developed to allay consumer fears related to privacy and to provide companies with a way to lower risk in
the marketplace. The privacy program—
•

Is based on the most comprehensive standards for conducting online commerce, including protecting
personally identifiable information.

•

Encompasses all key facets of online privacy.

•

Complies with significant U.S. and international privacy guidelines, regulations, and recommendations.

.182 Other WebTrust programs also include WebTrust Principles and Criteria for Certification Authorities
(who verify the link between the party conducting an e-business transaction and that party's identification means).

Help Desk—For more detailed information on WebTrust and its certification programs, go
to the AICPA WebTrust Web site at www.webtrust.org.

SysTrust Assurance Service
.183 The SysTrust assurance engagement provides you with the opportunity to offer your clients a
valuable service that goes well beyond the work conducted in the traditional audit. If a client requires an
evaluation of the effectiveness of controls enabling its information systems to function reliably, a SysTrust
engagement can provide the information. In a SysTrust engagement, the CPA evaluates a system against
relevant and reliable SysTrust principles and criteria and determines whether controls over the system exist.
.184 The principles and criteria include (1) four broad principles identifying parameters and attributes
of a reliable system and (2) criteria underlying the principles that establish the specific control objectives a
system must meet to be considered reliable. The principles address the concerns of availability, security,
integrity, and maintainability. Then, the CPA tests the system to determine whether the controls were
operating effectively during a specified period and issues a report attesting to the effectiveness of controls
over the principles. If a client is concerned only about the effectiveness of the controls over one principle,
such as availability, the CPA can issue a report on one principle or a combination of principles.
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Help Desk—For more information on SysTrust, visit the Web site for SysTrust at www.
aicpa.org/assurance/ systrust/index.htm.

New Auditing and Accounting Pronouncements
What new auditing and accounting pronouncements were issued this year?

Recent Auditing and Attestation Standards Issued
.185 The following table lists the new auditing and attestation standards issued during the past year.
Please refer to the actual standards on the AICPA's Web site (see the Appendix) for more complete
information on these and other pending standards.

Statements on Auditing Standards
SAS No. 93

Omnibus Statement on Auditing Standards—2000 (AICPA,
Professional Standards, vol. 1, AU secs. 315,508, and 622)

SAS No. 92

Auditing Derivative Instruments, Hedging Activities, and Investments in
Securities (AICPA, Professional Standards, vol. 1, AU sec. 391)

SAS No. 91

Federal GAAP Hierarchy (AICPA, Professional Standards, vol. 1, AU
sec. 411)

SAS No. 90

Audit Committee Communications (AICPA, Professional Standards,
vol. 1, AU secs. 380 and 722)

SAS No. 89

Audit Adjustments (AICPA, Professional Standards, vol. 1, AU secs.
310,333, and 380)

SAS No. 88

Service Organizations and Reporting on Consistency (AICPA,
Professional Standards, vol. 1, AU secs. 324 and 420)

Statements on Standards for Attestation Engagements
SSAE No. 10

Attestation Standards: Revision and Recodification (available January
2001)

Recent GAAP Pronouncements
.186 In addition to the pronouncements and other issues described previously in this Alert that affect
e-business entities, we include other recent pronouncements here for your consideration. Included are
pronouncements from the FASB and the AICPA Accounting Standards Executive Committee (AcSEC).
Please refer to the actual pronouncements on the FASB and AICPA Web sites (see Appendix) for more details
and for pending pronouncements.

FASB Pronouncements
Statement No. 140

Accounting for Transfers and Servicing of Financial Assets and
Extinguishments of Liabilities—This Statement replaces FASB
Statement No. 125 and revises the standards for accounting for
securitizations and other transfers of financial assets and collateral
and requires certain disclosures, but carries over most of the
provisions of Statement No. 125.
Statement No. 140 is effective for transfers and servicing of financial
assets and extinguishments of liabilities occurring after March 31,
2001; for recognition and reclassification of collateral and for
disclosures relating to securitization transactions and collateral for
fiscal years ending after December 15, 2000. There is no reporting
requirement for disclosures about securitization and collateral
accepted for periods ending on or before December 15, 2000, for
which financial statements are presented for comparative purposes.
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FASB Pronouncements—continued
Statement No. 139

Rescission of FASB Statement No. 53 and Amendments to FASB
Statements No. 63, 89, and 121—FASB Statement No. 139 rescinds
FASB Statement No. 53, Financial Reporting by Producers and
Distributors of Motion Picture Films. An entity that previously was
subject to the requirements of Statement No. 53 shall follow the
guidance in AICPA SOP 00-2, Accounting by Producers or Distributors
of Films. This Statement also amends FASB Statements No. 63,
Financial Reporting by Broadcasters, No. 89, Financial Reporting and
Changing Prices, and No. 121, Accounting for the Impairment of LongLived Assets and for Long-Lived Assets to Be Disposed Of.

Statement No. 139 is effective for financial statements for fiscal
years beginning after December 15, 2000. Earlier application is
permitted only upon early adoption of the SOP.

Statement No. 138

Accounting for Certain Derivative Instruments and Certain Hedging
Activities—FASB Statement No. 138 addresses a limited number of
issues causing implementation difficulties for numerous entities
that apply FASB Statement No. 133, Accounting for Derivative
Instruments and Hedging Activities. This Statement amends the
accounting and reporting standards of FASB Statement No. 133 for
certain derivative instruments and certain hedging activities.
This Statement is effective, for an entity that has not adopted Statement
No. 133 before June 15, 2000, concurrently with Statement No. 133
according to the provisions of paragraph 48 of Statement No. 133. For
an entity that has adopted Statement No. 133 prior to June 15,2000,
this Statement is effective for all fiscal quarters beginning after June 15,
2000, in accordance with certain transition provisions.

FASB Interpretation
No. 44

Accounting for Certain Transactions Involving Stock Compensation—
Among other issues, Interpretation No. 44 clarifies (1) the definition
of employee for purposes of applying APB Opinion 25, (2) the
criteria for determining whether a plan qualifies as a
noncompensatory plan, (3) the accounting consequences of various
modifications to the terms of a previously fixed stock option or
award, and (4) the accounting for an exchange of stock
compensation awards in a business combination.

AcSEC Statements of Position
SOP 00-1

Auditing Health Care Third-Party Revenues and Related Receivables

SOP 00-2

Accounting by Producers or Distributors of Films

.187 For updates on any additional pronouncements, see the AICPA general Audit Risk Alert—2000/01
[AAM section 8010].

Resource Central
On the Bookshelf

What other AICPA publications may be valuable to my practice?
AICPA Audit and Accounting Guides
.188 Audit and Accounting Guides summarize the practices applicable to specific industries and describe
relevant matters, conditions, and procedures unique to these industries. The accounting guidance included
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in AICPA Audit and Accounting Guides is in the GAAP hierarchy as authoritative GAAP. This selection of
Guides are updated for authoritative pronouncements through May 1,2000 (unless otherwise indicated) and
are available from the AICPA for the following industries (product numbers are shown in parentheses):
•

Airlines (013184kk)

•

Banks and Savings Institutions (011179kk)

•

Brokers and Dealers in Securities (012182kk)

•

Casinos (013151kk)

•

Construction Contractors (012097kk)

•

Credit Unions (012061kk)

•

Finance Companies (012467kk)

•

Health Care Organizations (012441kk)

•

NEW AUDIT AND ACCOUNTING GUIDE! Investment Companies (012364kk)

•

NEW AUDIT AND ACCOUNTING GUIDE! Life and Health Insurance Companies (012500kk)

•

Property and Liability Insurance Companies (011923kk)

.189 The following general Audit Guides also may be of interest to CPAs performing audit and attest
engagements:
•

Consideration of Internal Control in a Financial Statement Audit (012451kk)

•

Personal Financial Statements (011136kk)

•

Prospective Financial Information (011179kk)

•

Use of Real Estate Appraisal Information (013159kk)

•

NEW AUDIT GUIDE! Auditing Derivative Instruments, Hedging Activities and Investments in Securities—
Practical Guidance for Applying SAS No. 92 (012520kk) (Estimated availability date—March 2001)

AICPA Industry Audit Risk Alerts

.190 The annual industry Audit Risk Alerts series provides information about current economic,
regulatory, and professional developments in specified industries and practice areas. The Alerts assist
CPAs in planning and performing audit engagements. The selection of 2000/01 Audit Risk Alerts
presented here are available from the AICPA for the following industries (product numbers are shown
in parentheses):

•

Auto Dealerships [AAM section 8160]

•

Construction Contractors [AAM section 8090]

•

Lending and Depository Institutions [AAM section 8050]

•

Health Care [AAM section 8030]

•

High Technology [AAM section 8130]

•

Insurance [AAM section 8040]

•

Investment Companies [AAM section 8100]

•

Real Estate [AAM section 8140]
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•

Retail Enterprises [AAM section 8150]

•

Securities [AAM section 8110]

.191 This year's new additions to the Alert series include—

•

The ABCs of Independence [AAM section 8200]. This Alert is a must-read basic primer on the
fundamentals of independence. Whether you're unfamiliar with the standards or need a user-friendly
refresher course, this Alert is for you.

•

SEC Registrants (022272kk). This Alert provides valuable insights into SEC staff perspectives on
numerous accounting and disclosure issues. The Alert also includes updates on recent SEC activities.

Assurance Services Alerts
.192 The newly introduced Assurance Services Alert series provides practitioners with information
about the emerging practice areas of CPA ElderCare Services, WebTrust, and CPA SysTrust. These Alerts
provide both an introduction to those who are unfamiliar with assurance services and an update of important
new developments for those who have expanded their practice to include these assurance services. The
following Assurance Services Alerts are available from the AICPA:

•

WebTrustSM—2000 (022249kk)

•

CPA ElderCare Services—2000 (022248kk)

•

CPA SysTrustSM—2000 (022253kk)

AICPA Practice Aid Series

.193 The publications that constitute the AICPA Practice Aid Series have been designed to address a
broad range of topics that affect today's CPA. From enhancing the efficiency of your practice to developing
the new skill sets required for a successful transition to meet the challenges of the new millennium, this series
provides practical guidance and information to help you make sense out of a changing and complex business
environment. A selection from the series includes the following:
•

Preparing and Reporting on Cash- and Tax-Basis Financial Statements (006701kk)

•

Considering Fraud in a Financial Statement Audit: Practical Guidance for Applying SAS No. 82 (008883kk)

•

Auditing Estimates and Other Soft Accounting Information (010010kk)

•

Make Audits Pay: Leveraging the Audit Into Consulting Services (006704kk)

•

CPA ElderCare: A Practitioner's Resource Guide—NEW UPDATED EDITION! (022504kk)

•

Audits of Futures Commission Merchants, Introducing Brokers, and Commodity Pools (006600kk)

•

Financial Statement Presentation and Disclosure Practices for Not-for-Profit Organizations (006605kk)

•

NEW PRACTICE AID! CPA WebTrustSM Practitioners Guide (006604kk)

•

NEW PRACTICE AID! CPA Performance View Services (00606kk)

•

NEW PRACTICE AID! Auditing Multiemployer Plans (006603kk)

Accounting Trends and Techniques—2000

.194 Accounting Trends and Techniques—2000 (009892kk) offers highlights of the latest trends in corporate
financial statements, presented for practitioners in industry and public practice. The publication, which is
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based on a survey of over 600 public companies, illustrates accounting practices and trends, including
presentations and disclosures.
Auditing Practice Releases
.195 Auditing Practice Releases provide auditors of financial statements with practical guidance on
specific subject areas. These nonauthoritative publications help auditors understand complex issues they're
most likely to encounter and suggest procedures to accomplish audit objectives.

•

Audit Implications of Electronic Data Interchange (021060kk)

•

The Information Technology Age: Evidential Matter in the Electronic Environment (021068kk)

•

Confirmation of Accounts Receivable (021064kk)

•

Audit Implications of Electronic Document Management (021066kk)

•

Service Organizations: Applying SAS No. 70 (021056kk)

•

Analytical Procedures (021069kk)

•

Auditing in Common Computer Environments (021059kk)

•

Auditing with Computers (021057kk)

•

Consideration of the Internal Control Structure in a Computer Environment: A Case Study (021055kk)

•

Audits of Inventories (021045kk)

•

Audit Sampling (021061kk)

AICPA—At Your Service
How can I order AICPA products?
What other AICPA services and products may be of interest to me?
Order Department (Member Satisfaction)
.196 To order AICPA products, call (888) 777-7077; write to the AICPA Order Department, CLA10, P.O.
Box 2209, Jersey City, NJ 07303-2209; or fax (800) 362-5066. For best results, call Monday through Friday
between 8:30 A.M. and 7:30 P.M. EST. You can obtain product information and place online orders at the
AICPA's Web site, www.aicpa.org.

Accounting and Auditing Technical Hotline
.197 The AICPA Technical Hotline answers members' inquiries about accounting, auditing, attestation,
compilation, and review services. Call (888) 777-7077.

Ethics Hotline
Members of the AICPA's Professional Ethics Team answer inquiries concerning independence and other
behavioral issues related to the application of the AICPA Code of Professional Conduct. Call (888) 777-7077.
.198

Web Site
.199 The AICPA has a home page on the Web. AICPA Online (www.aicpa.org) offers CPAs the unique
opportunity to stay abreast of developments in accounting and auditing, including exposure drafts. The Web
site includes In Our Opinion, the newsletter of the AICPA Audit and Attest Standards Team. The newsletter
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provides valuable and timely information on technical activities and developments in auditing and attesta
tion standard setting.
New! Online Continuing Professional Education Offer!

.200 The AICPA has launched a new online learning tool, AICPA InfoBytes. An annual fee ($95 for members
and $295 for nonmembers) provides unlimited access to over 1,000 hours of online continuing professional
education (CPE) in one- and two-hour segments. Register today as our guest at infobytes.aicpaservices.org.
CD-ROMs Available

.201 The AICPA is currently offering a CD-ROM product entitled reSource: AICPA's Accounting and
Auditing Literature. This CD-ROM enables subscription access to the following AICPA Professional Literature
products in a Windows format: Professional Standards, Technical Practice Aids, and Audit and Accounting Guides
(available for purchase as a set that includes all Guides and the related Audit Risk Alerts, or as individual
publications). This dynamic product allows you to purchase the specific titles you need and includes
hypertext links to references within and between all products. To order any publications included on the
CD-ROM, call (888) 777-7077.

.202 AICPA also offers CPE through the CD-ROM The Practitioner's Update (Product No. 738110kk).
Keep on top of the latest standards with this interactive, computer-based auditing and accounting update
course. Issued twice a year, this cutting-edge course focuses primarily on new pronouncements that will
become effective during the upcoming audit cycle.
.203 Practitioners Publishing Company (PPC) and the AICPA are currently offering publications issued
by PPC, the AICPA, and the FASB on one CD-ROM disk, entitled The Practitioner's Library—Accounting and
Auditing. The FASB publications include Original Pronouncements, Current Text, EITF Abstracts, and FASB
Implementation Guides; and the AICPA publications include Professional Standards, Technical Practice Aids,
Audit and Accounting Guides, and Peer Review Program Manual. The disk also contains eighteen PPC engage
ment manuals. The disk may be customized so that purchasers pay for and receive only selected segments
of the material. For more information about this product call (800) 323-8724.

AICPA Independence Publications
.204
•

CPE—Independence, an interactive CD-ROM (Product No. 739035kk)

•

Plain English Guide to Independence (downloadable free of charge from the AICPA's Professional Ethics
home page at www.aicpa.org/members/div/ethics/plaineng.htm.

•

Professional Standards, ET section 101(Product No. 005100kk)

•

The ABCs of Independence [AAM section 8200], a new Audit Risk Alert on the fundamentals of
independence.

.205 The E-Business Industry Developments Audit Risk Alert will be published annually. As you encounter
audit issues that you believe warrant discussion in next year's Alert, please feel free to share those with us.
Any other comments that you have about the Audit Risk Alert would also be greatly appreciated. You may
e-mail these comments to lgivarz@aicpa.org or write to:
Leslye Givarz
AICPA
Harborside Financial Center
201 Plaza Three
Jersey City, NJ 07311-3881
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Appendix
The Internet—An Auditor's Research Tool
Here are some Web sites that you may find useful to your practice:

Name of Site

Content

Internet Address

American Institute of CPAs

Summaries of recent auditing and www.aicpa.org
other professional standards as
well as other AICPA activities

Financial Accounting
Standards Board

Summaries of recent accounting www.fasb.org
pronouncements and other FASB
activities

Governmental Accounting
Standards Board

Summaries of recent accounting www.gasb.org
pronouncements and other GASB
activities

Securities and Exchange
Commission

SEC Digest and Statements, www.sec.gov
EDGAR database, current SEC
rulemaking

Independence Standards Board

Information on the activities of the www.cpaindependence.org
Independence Standards Board

FASAB

Federal Accounting Standards www.financenet.gov/fasab.htm
Board

U.S. Federal Government
Agencies Directory

A list of all federal agencies on the www.lib.lsu.edu/gov/fedgov.html
Internet

The Electronic Accountant

World Wide Web magazine that www.electronicaccountant.com
features up-to-the-minute news
for accountants

CPAnet

Online community and resource www.cpalinks.com/
center

Guide to WWW for
Research and Auditing

Basic instructions on how to use www.tetranet.net/users/
the Web as an auditing research gaostl/guide.htm
tool

Accountant's Home Page

Resources for accountants and www.computercpa.com/
financial
and
business
professionals

U.S. Tax Code Online

A complete text of the U.S. Tax www.fourmilab.ch/ustax/
ustax.html
Code

Federal Reserve Bank
of New York

Key interest rates

FirstGov

Portal through which all govern www.firstgov.gov
ment agencies can be accessed

Economy.com

Source for analysis, data, forecasts, www.economy.com
and information on the United
States and world economies
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Name of Site

Content

Internet Address

International Federation
of Accountants

Information on standards-setting www.ifac.org
activities in the international arena

Hoovers Online

Online information on various www.hoovers.com
companies and industries

Ask Jeeves

Search engine that utilizes a user- www.askjeeves.com
friendly question format and pro
vides simultaneous search results
from other search engines as well
(for example, Excite, Yahoo, and
AltaVista)

[The next page is 9001.]
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AAM Section 9000
Supervision, Review and
Report Processing
This manual is a nonauthoritative kit of practice aids and, accordingly, does not
include extensive explanation or discussion of authoritative pronouncements.
Users of this manual are urged to refer directly to applicable authoritative
pronouncements when appropriate.
The exhibits are for illustrative purposes only. They are included as conveniences
for users of this manual who may want points of reference when reviewing the
working papers or preparing the report.
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AAM Section 9100
Supervision and Review Procedures
Introduction
.01 Supervision is an important phase of all engagements. A supervisor trains staff members, determines
that there is an understanding of the work to be performed and ascertains that all procedures were
appropriately performed.

.02 Review procedures are necessary to determine whether the objectives of the engagement and the
results of the procedures performed were consistent with the conclusions presented in the accountant's or
auditor's report.

Authoritative Literature
.03 The necessity for supervision is emphasized in the AICPA Code of Professional Conduct, which applies
to all major areas of accounting practice, Rule 201, General Standards (ET section 201.01) states, "A member
shall adequately plan and supervise an engagement."

.04 The first standard of fieldwork of generally accepted auditing standards states: "The work is to be
adequately planned and assistants, if any, are to be properly supervised."
.05 For compilation and review engagements, SSARS 1, Compilation and Review of Financial Statements
(AR section 100), provides the guidance necessary to enable the accountant to comply with the general
standards of the profession as explained in .03 above.
.06 For audit engagements, the following Statements on Auditing Standards (SAS) provide specific
guidance on supervising and reviewing audit engagements:
a. SAS No. 22, Planning and Supervision and SAS No, 77, Amendments to Statements on Auditing Standards
No. 22, Planning and Supervision, No. 59, The Auditor's Consideration of an Entity's Ability to
Continue as a Going Concern, and No. 62, Special Reports (AU section 311), establishes broad
requirements for the review of the work of assistants.
b.

SAS No. 39, Audit Sampling (AU section 350), states that nonsampling risk can be reduced to a
negligible level through such factors as adequate planning and supervision and proper conduct of a
firm's audit practice.

c.

SAS No. 41, Working Papers (AU section 339), establishes requirements for documenting the supervi
sion of work performed.

d. SAS No. 56, Analytical Procedures (AU section 329), provides guidance on the use of analytical
procedures and requires their use in both the planning and review of audits.
.07 In addition, the AICPA's Statement on Quality Control Standards No. 2, System of Quality Control for
a CPA Firm's Accounting and Auditing Practice (QC section 20), provides that a CPA firm shall have a system
of quality control for its accounting and auditing practice. One of the elements of a quality control system
discussed in this standard is supervision. Supervision as an element of quality control is defined as policies
and procedures for the conduct and supervision of work to provide that the firm's work meets its standard
of quality.
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Phases of Supervision and Review
.08 Supervision and review are conducted in several phases:
a.

Instructing and training assistants.

b.

Providing the staff with an efficient and effective approach to the performance of the engagement.

c.

Keeping informed of significant problems encountered.

d.

Reviewing the work performed.

e.

Comparing the time spent on performing the procedures required with the budget prepared for those
procedures.

f.

Dealing with technical differences of opinion among firm personnel.

Review Organization
.0 9 A firm's practice for reviewing engagements will vary depending on the size of the firm and on the
complexity of the engagement.

.1 0 Some firms can justify a separate review department, while others cannot afford this functional
division of duties. Firms cannot afford to omit any of the review procedures or processes. There should
always be some form of reading of the reports for both professional and accounting matters as well as
typographical errors after they are typed.

Firm Policy and Procedures Regarding Supervision and Review
.1 1 The foundation of good supervision is adequate firm policies and procedures on conducting and
supervising work performed. Some examples of such policies are:
a.

Procedures for planning engagements (AAM section 3000).

b.

Procedures for maintaining the quality of work performed (AAM section 11,000).

c.

Procedures for reviewing engagement workpapers and reports.

.12 The procedures for reviewing engagement workpapers and reports is broken into two separate
components. The two components consist of (1) detailed review of the workpapers by the audit senior and
(2) the higher-level supervisory review performed by the manager and partner on the engagement.

Review of Workpapers
.13 The purpose of the detailed review of the workpapers on an engagement is to determine that:
a.

All procedures in the program, albeit audit, review or compilation, were performed and documented.

b.

The results and conclusions reached are appropriate for the work performed.

c.

The results are properly summarized and in agreement with the report to be issued.
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Supervisory Review
.14 The purpose of the supervisory review is to determine that:
a.

Professional and firm standards have been complied with.

b.

Accounting and auditing concerns for the client's industry were evaluated properly.

c.

The overall results of the procedures performed are appropriate.

Purpose of Form
.15 The In-Charge's and Partner's Engagement Review Programs are tools used for determining whether
all engagement steps were properly considered, completed, and resolved. The In-Charge should complete
the respective form by checking off "yes," "no," or "n/a" in the appropriate column. All "no" answers should
be explained with a separate memorandum. The Partner should sign off on the In-Charge's Engagement
Review Program and then complete the Partner's Engagement Review Program in the same manner.

[The next page is 9201.]
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AAM Section 9200
In-Charge’s Engagement Review Program
The Partner's Engagement Review Program should be used for all engagements. The supplemental programs
for Not-for-Profit Organizations, Local Governmental Units, and Banks should be completed in conjunction
with the Partner's Engagement Review Program.
Yes

I.

No

N/A

General Procedures
A. .010
1.

2.

General

In planning the audit engagement, were the following matters prop
erly considered?
a.

Matters affecting the environment in which the entity operates,
such as accounting practices, economic conditions, government
regulations, contractual obligations and technological changes.
(SAS No. 22, as amended by SAS No. 77 [AU section 311])

b.

Matters affecting the entity's operations, such as legal organiza
tion and types of services. (SAS No. 22, as amended by SAS No.
77 [AU section 311])

c.

Preliminary judgment about materiality levels for audit purposes.
(SAS No. 47 [AU section 312])

d.

Consideration of internal control. (SAS No. 55, as amended by SAS
No. 78 and SAS No. 94 [AU section 319])

e.

Conditions that may require extension or modification of audit
tests, such as the possibility of material errors or fraud and man
agement's ability to override controls. (SAS Nos. 47 and 82 [AU
sections 312 and 316])

f.

Other audit risks.

If the firm succeeded a predecessor accountant, did the firm:

a.

Communicate with the predecessor accountant to ascertain
whether there were disagreements between the predecessor ac
countant and the entity's management on accounting or auditing
matters and consider the implications of such matters in accepting
the client?

b.

Make other inquiries of the predecessor accountant on significant
matters?

c.

Satisfy itself on the fair presentation of opening balances, such as
reviewing the predecessor accountant's working papers?
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Yes

3.

N/A

Did the auditor obtain an understanding of internal control sufficient
to plan the audit by performing procedures to understand the design
of controls relevant to an audit of financial statements, and determine
whether they have been placed in operation? (SAS No. 55, as amended
[AU section 319])

a.

Did the auditor then assess control risk for the assertions embod
ied in the account balance, transaction class, and disclosure com
ponents of the financial statements? (SAS No. 55, as amended [AU
section 319])

b.

If control risk is assessed below the maximum for an assertion, was
evidential matter obtained supporting that lower assessed level?
(SAS Nos. 55 and 78 [AU section 319])

c.

If the client used computer processing in significant accounting
applications, did the assessment of risk in internal control include
an evaluation of the extent, as well as the complexity, of that
processing, including those, if any, of an outside service center?
(SAS Nos. 48, 55, as amended, and 70, as amended [AU sections
311,319, and 324])

d.

If the firm relied on the internal control at a service organization,
was a service auditor's report obtained and appropriately consid
ered? (SAS No. 70, as amended [AU section 324])

4.

If consideration was given to the work of internal auditors in deter
mining the scope of the audit, was it done in accordance with SAS No.
65 (AU section 322)?

5.

Was audit planning appropriately documented?

6.

Was a written audit program prepared? (SAS No. 22, as amended by
SAS No. 77 [AU section 311])

7.

No

10-01

a.

Was it responsive to the needs of the engagement identified during
the planning process and was it developed in light of internal
control? (SAS No. 55, as amended [AU section 319])

b.

Was consideration given to applicable assertions in developing
audit objectives and in designing substantive tests? (SAS No. 31
[AU section 326])

c.

Were tests considered regarding related party transactions? (SAS
No. 45 [AU section 334])

d.

If conditions changed during the course of the audit, was the audit
program modified as appropriate in the circumstances?

e.

Was guidance in the applicable AICPA Audit and Accounting
Guide considered?

If statistical or nonstatistical sampling was used in test of controls (SAS
No. 39 [AU section 350]):

a.

Was appropriate consideration given, in planning the sampling
application, to the relationship of the sample to the objective of the
test, maximum rate of deviation, allowable risk of assessing con
trol risk too low and characteristics of the population?
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Yes

8.

9.

b.

Was the sample selected in such a way that it could be expected to
be representative of the population?

c.

Were the results of the sample evaluated as to their effect on the
nature, timing, and extent of planned substantive procedures?

d.

Was appropriate consideration given, in evaluating the sample, to
items for which the planned test or appropriate alternative proce
dure could not be performed, for example, because the documen
tation was missing?

e.

Was documentation of the foregoing considerations in accordance
with firm policy?

No

N/A

If statistical or nonstatistical sampling was used for substantive tests
of details (SAS No. 39 [AU section 350]):

a.

Was appropriate consideration given, in planning the sampling ap
plication, to the relationship of the sample to the audit objective,
preliminary judgments about materiality levels, auditor's allowable
risk of incorrect acceptance, and characteristics of the population?

b.

Was the sample selected in such a way that it could be expected to
be representative of the population?

c.

Were the misstatement results of the sample projected to the items
from which the sample was selected?

d.

Was appropriate consideration given, in evaluating the sample, to
items for which the planned substantive tests or appropriate alter
nate procedures could not be performed?

e.

Was appropriate consideration given in the aggregate to projected
misstatement results from all audit sampling applications and to
all known misstatements from nonsampling applications in evalu
ating material misstatements in the financial statements?

f.

Was documentation of the foregoing considerations in accordance
with firm policy?

Were the guidelines of SAS No. 56 (AU section 329), followed in the
performance of analytical procedures for:

a.

Audit planning?

b.

Use as a substantive test?

c.

Overall review of the audit?

10. Did the firm obtain timely and appropriate responses from the
auditee's attorney concerning litigation, claims, and assessments?
(SAS No. 12 [AU section 337])
11. Have all required engagement forms and documents been completed,
signed, and dated?
AICPA Audit and Accounting Manual
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Yes

No

10-01

N/A

12. Have all questions, exceptions, or notes, if any, posed during the audit
been followed up and resolved, including consideration of the views
obtained from responsible officials of the organization, program, ac
tivity, or function audited concerning the auditor's findings, conclu
sions, and recommendations?
13. Did the firm obtain a timely appropriate letter of representation from
management? (SAS No. 85, as amended [AU section 333])

14. Does it appear that appropriate consideration was given to all past
adjustments and to the risk that the current period's financial state
ments are materially misstated? (SAS No. 47 [AU section 312])

15. Were errors, fraud, or illegal acts, if any, followed up in accordance
with SAS Nos. 82 and 54 (AU sections 316 and 317)?
16. Have reportable conditions, if any, in the internal control been com
municated to the audit committee or to individuals with a level of
authority and responsibility equivalent to an audit committee in or
ganizations that do not have one? (SAS No. 60 [AU section 325])

17. If required by firm policy, was an appropriate engagement letter
issued?
18. Were communications of internal control related matters issued in
accordance with SAS No. 60 (AU section 325)?
19. If specialized skills were used (e.g., computer auditing, statistical
sampling, etc.), were they properly evaluated by persons with training
in these areas? (SAS No. 39 [AU section 350])

20. Did the planning and execution of the engagement include an assess
ment of the risk of errors and fraud and management's ability to
override control procedures? (SAS No. 82 [AU section 316])
21. Did the audit strategy and expected conduct and scope of the audit
reflect the following assessments:
a.

The risk of material misstatement in the financial statements?

b.

The risk of management misrepresentation?

22. Was the audit designed to provide reasonable assurance of detecting
material misstatements?
23. If it has been determined that an audit adjustment is, or may be, an act
of fraud but it has also been determined that the effect on the financial
statements would not be material, has the following been performed:
a.

Referral of the matter to an appropriate level of management that
is at least one level above those involved?

b.

Obtain satisfaction that, in view of the organizational position of
the likely perpetrator, the fraud has no implications for other
aspects of the audit or that those implications have been ade
quately considered?
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Yes

No

N/A

24. If it has been determined that an audit adjustment is, or may be, an act
of fraud and the auditor has either determined that the effect could be
material or has been unable to evaluate the potential materiality, has
the following been performed?
a.

Consideration of the implications for other aspects of the audit.

b.

Discussions of the matter and the approach to further investigate
the fraud an appropriate level of management that is at least one
level above those involved.

c.

Obtaining sufficient competent evidential matter to determine
whether, in fact, material fraud exist and, if so, its effect.

d.

If appropriate, suggestions that the client consult with legal coun
sel on matters concerning questions of law.

25. When it has been concluded that an illegal act has or is likely to have
occurred, have the following been considered?

a.

The effect on the financial statements.

b.

The implications for other aspects of the audit.

c.

Communication with the audit committee.

d.

The effect on the auditor's report.

26. If the engagement included the use of the work (domestic or interna
tional) of another office, correspondent, or affiliate:
a.

Do the instructions to the other office or firm appear adequate?

b.

Does it appear that control exercised over the work of others
through supervision and review was adequate?

c.

Was there appropriate follow-up of open matters?

d.

Were appropriate inquiries made as to its professional reputation?

27. Does the firm's disclosure checklist document that the audit report is
properly prepared and that the financial statements are fairly stated?
28. Were matters related to the conduct of the audit communicated to
those who have responsibility for oversight of the financial reporting
process? (SAS No. 61 [AU section 380])?
29. Was the applicable disclosure checklist completed?

IL

Working Paper Areas
A. .020
1.

Cash

Was due consideration give to cash transactions shortly before and
shortly after the balance sheet date to determine that transactions were
recorded in the proper period?
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Yes

2.

Were bank accounts confirmed at the audit date and were reconciling
items existing at the balance sheet date cleared by reference to sub
sequent statements obtained directly from the bank?

3.

Do the working papers indicate that the following were considered?

4.

a.

Restrictions on cash balances.

b.

Confirmation of bank credit arrangements such as compensating
balances.

c.

Review of confirmation responses for indication of related party
transactions.

No

10-01

N/A

Based on the assessed level of control risk, do the substantive tests of
cash appear adequate?

B. .030 Receivables
1.

Was a summary prepared (or obtained) properly classifying receiv
ables (i.e., notes and accounts receivable; trade; officers, directors, and
employees; parent and subsidiary companies; other related party
transactions; etc.)?

2.

If accounts receivable are not confirmed, has the reason been docu
mented? One of the following is acceptable:

a.

Accounts receivable are immaterial to the financial statements.

b.

Use of confirmations would be ineffective.

c.

Combined assessed level of inherent and control risk is low (as
addressed in the internal control section), and the assessed level,
in conjunction with other evidence (analytical procedures or other
substantive tests) reduced audit risk to an acceptably low level for
applicable financial statement assertions.

3.

Were accounts receivable confirmations sent out and appropriate
follow-up steps taken?

4.

If confirmation work was performed prior to year-end, is there evi
dence that an adequate review was made of transactions from the
confirmation date to the balance sheet date?

5.

If a significant number and amount of accounts receivable confirma
tions were not sent out, is there evidence that other auditing proce
dures were performed?

6.

Were significant notes receivable confirmed as of the audit date?

7.

Were the results of confirmation procedures summarized in the work
ing papers?

8.

Was collateral (if any) for receivables examined with respect to exist
ence, ownership, and value?

9.

Were adequate tests made of discounts and allowances?
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No

N/A

10. Was the reasonableness of allowances for doubtful accounts covered
in the working papers and collectibility of receivables adequately
considered?
11. Is there evidence in the working papers that inquiry was made and
consideration given to whether receivables are pledged or factored?
12. Was receivables work coordinated with test of sales including inven
tory cut-off tests?
13. Are notes receivable accounted for to reasonably represent the present
value of the consideration exchanged and at an appropriate interest
rate? (APB Opinion No. 21 [AC 1691)

14. Based on the assessed level of control risk, do the substantive tests of
receivables appear adequate?
Inventories

C.

.040

1.

Was an inventory summary prepared (or obtained) showing basis
(e.g., "cost," "market," "LIFO," "FIFO," etc.) with respect to the vari
ous classifications of inventory (e.g., finished goods, work-in-process,
raw materials, etc.)?

2.

Where the physical inventory is taken at a date other than the balancesheet date (or where rotating procedures are used), do the working
papers indicate that consideration was given to inventory transactions
between the inventory date(s) and the balance-sheet date?

3.

Do the working papers contain evidence that counts were correctly
made and recorded (i.e., was control maintained over inventory tags
or count sheets) and were test count quantities reconciled with counts
reflected in final inventory?

4.

Do the working papers indicate that adequate tests were made of:

a.

The clerical accuracy of inventory footings?

b.

Costing methods and substantiation of costs used in pricing all
elements (raw materials, work-in-process, finished goods) of the
inventory?

5.

Do the working papers indicate that a lower of cost or market test was
performed (including obsolescence)?

6.

If perpetual inventory records are maintained, do the working papers
indicate that differences disclosed by the client's physical inventory
(or cycle counts) are properly reflected in the accounts?

7.

Was an examination of purchase and sales commitments made, in
cluding consideration as to any possible adverse effects?

8.

Were appropriate inventory cut-off tests performed?
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Yes

9.

No

10-01

N/A

Where applicable, were gross profit percentage tests employed to
check overall valuation of inventories?

10. Where the physical inventory in the hands of others was not observed,
were inventory confirmations received (i.e., inventory in public ware
houses, on consignment, etc.)?

11. Do the working papers indicate that steps were performed to deter
mine if any inventory is pledged?
12. Based on the assessed level of control risk, do the substantive tests of
inventory appear adequate?

D. .050

Investments

1.

Was a summary schedule prepared (or obtained) and details examined
with respect to description, purchase price and data, changes during
period, classification of investment income market value, etc., of
investments?

2.

Were all securities (including stock certificates of subsidiary compa
nies) examined or confirmed?

3.

Was investigation made of carrying value and possible cost impair
ment of long-term investments?

4.

Do working papers indicate that consideration was given to indica
tions that investments were pledged?

5.

Were financial statements and other information reviewed to support
the amounts presented for investments accounted for using the equity
method?

6.

Do the working papers indicate that adequate evidential matter has
been accumulated for long-term investments?

7.

Based on the assessed level of control risks, do the substantive tests of
investments appear adequate?

E. .060
1.

2.

Prepaid Expenses, Intangible Assets, Deferred Charges, Etc.

Were adequate tests made and/or confirmations received for all
material:
a.

Prepaid expenses?

b.

Intangible assets?

c.

Deferred charges?

d.

Other?

For prepayments, intangibles, and deferred charges, is there adequate
support for deferral and amortization (or lack thereof)?
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Yes

3.

If insurance policies were pledged as collateral or subjected to pre
mium financing, were the related loans properly accounted for?

4.

Based on the assessed level of control risk, do the substantive tests of
prepaid expenses, intangible assets, deferred charges, etc., appear
adequate?

F.

.070

1.

Was a summary schedule prepared (or obtained) to show beginning
balances, changes during the period, and ending balances for:

2.

No

N/A

Property, Plant, and Equipment

a.

Property, plant, and equipment?

b.

Accumulated depreciation?

Do tests appear adequate with respect to:

a.

Additions:
(1)

Examination of supporting documents?

(2)

Physical inspection?

b.

Retirement, etc. (including examination of miscellaneous income,
scrap sales, etc.)?

c.

The adequacy of current and accumulated provisions for depre
ciation and depletion?

d.

Compliance with control procedures?

e.

Status of idle facilities?

3.

Do the working papers indicate the presence of liens on property?

4.

Were differences between book and tax depreciation reconciled?

5.

Was investigation made of possible impairment?

6.

Based on the assessed level of control risk, do the substantive tests of
property, plant, and equipment appear adequate?

G.

.080

1.

Were accounts payable adequately tested for propriety?

2.

Was an adequate test made of subsequent transactions (i.e., cash
disbursements, voucher register entries, vouchers, unpaid invoices,
etc.) to determine if any material unrecorded liabilities existed?

3.

Was the payable work correlated with the purchase cutoff examination?

4.

Was consideration given to costs and expenses that might require
accrual (e.g., compensated absences), and to whether accrued ex
penses were reasonably stated?

5.

Based on the assessed level of control risk, do the substantive tests of
liabilities appear adequate?

Current Liabilities
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Yes

H. .090
1.

No

10-01

N/A

Long-Term Debt

Were confirmations received for significant debt obligations, together
with verification of interest rates, repayment period, etc.?

2. Is there evidence that covenants to long-term debt obligations are
being complied with?
3. Have leases been examined to determine that capital leases have been
properly accounted for?

4. Do the working papers include evidence as to compliance with any
loan restrictions?
5. Based on the assessed level of control risk, do the substantive tests of
long-term debt appear adequate?
I.

.100 Deferred Credits

1.

Do the working papers indicate that:

a.

The basis of deferring income is reasonable and is on a consistent
basis from year to year?

b.

Deferrals have been established on a reasonable basis?

2. Based on the assessed level of control risk, do the substantive tests of
deferred credits appear adequate?

Income Taxes

J.

.110

1.

Were current and deferred tax accrual accounts and related provisions
analyzed and reviewed as to adequacy?

2. Do the workpapers document the determination of the adequacy of
the income tax accruals and provisions in accordance with federal,
state, local regulations and GAAP and any possible adjustments re
quired for:

a.

Tax positions taken by the client that might be challenged by the
taxing authorities?

b.

Possible assessments, penalties or interest indicated by tax return
examinations completed during the year or in progress, including
similar adjustments applicable to years not yet examined?

3. Based on the review of the financial statements and working papers
and, if necessary, discussions with engagement personnel, does it
appear tax matters were adequately considered?

4. Based on the assessed level of control risk, do the substantive tests of
income taxes appear adequate?
K. .120
1.

Commitments and Contingencies

Do the working papers include indication of the following?

a.

Inspection of minutes of meetings of the stockholders, board of
directors, and executive and other committees of the board.
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b.

Inspection of contracts, loan agreements, leases, and correspon
dence from taxing and other governmental agencies, and similar
documents.

c.

Accumulation and analysis of confirmation responses from banks
and lawyers.

d.

Inquiry and discussion with management (including manage
ment's written representations concerning liabilities, and litiga
tion, claims, and assessments).

e.

Inspection of other documents for possible guarantees by the
client.

2.

Is there indication that procedures were performed to uncover the
need for recording or disclosure of events subsequent to the date of
the financial statements?

3.

Based on the assessed level of control risk, do the substantive tests of
commitments and contingencies appear adequate?

L.

.130

1.

Were changes in capitalization checked to authorizations?

2.

Do the working papers indicate that adequate inquiries were made as
to:

3.

M.

No

N/A

Capital Accounts

a.

Stock options?

b.

Warrants?

c.

Rights?

d.

Redemptions?

e.

Conversion privileges?

Based on the assessed level of control risk, do the substantive tests of
capital accounts appear adequate?
.140

Income and Expenses

1.

Were tests made of payrolls, including account distribution?

2.

With regard to pension and profit sharing plans (including impact of
ERISA), do tests of expenses and liabilities appear adequate?

3.

Were revenue and expenses for the period compared with those of the
preceding period and reviewed for reasonableness with significant
fluctuations explained?

4.

Was adequate consideration given to review of the client's revenue
recognition policy and unusual sales transactions?

5.

Has adequate consideration been given to loss contingencies in accord
ance with FASB Statements No. 5 (AC C59)?

6.

Based upon the assessed level of control risk, do the substantive tests
(review, analysis, and casting) of income and expense appear adequate?
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Yes

N. .150

No
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N/A

Other

1.

Were procedures applied to supplementary information in accordance
with SAS No. 52 (AU section 558), as applicable?

2.

If the work of a specialist was used, was the effect of the specialist's
work on the auditor's report considered in accordance with SAS No.
73 (AU section 336)?

3.

Were specific procedures applied for determining the existence of
related parties and examining identified related party transactions?
(SAS No 45 [AU section 334])

4.

Was the guidance in SAS No. 47 (AU section 312) regarding audit risk
and materiality considered during the planning and performance of
the engagement?

This audit engagement has been completed in accordance with professional standards and firm policy.
In-Charge

Date

Partner

Date
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Partner’s Engagement Review Program
.01

Yes

a.

Were all issues regarding independence considered including policies
and procedures and reporting considered?

b.

Were all issues relating to assigning personnel to engagements includ
ing policies, procedures, scheduling, staffing, and training considered?

c.

If outside consultation was required, was proper documentation made
and differences resolved in accordance with firm policy?

d.

Was engagement planning adequate and did it cover staff and specific
industry issues?

e.

Were all forms, checklists, and questionnaires adequately completed?

f.

Were the financial statements reviewed to ensure compliance with
professional standards, authoritative literature, and firm policy?

g.

Did the firm comply with its quality review guidelines and firm policy
and procedures regarding acceptance and continuance of clients?

h.

Were all necessary inquiries and communications with the predeces
sor accountant made and was the firm satisfied with the responses?

i.

Did the firm obtain timely and appropriate responses from the
auditee's attorney concerning litigation, claims, and assessments?

j.

Have all questions, exceptions, or notes, if any, posed during the audit
been resolved, including consideration of the views obtained from
responsible officials of the organization, program, activity, or function
audited concerning the auditor's findings, conclusions, and recom
mendations?

k.

Did the firm obtain a timely appropriate letter of representation from
management?

l.

Does it appear that appropriate consideration was given to all past
adjustments and to the risk that the current period's financial state
ments are materially misstated?

m.

Were errors, fraud, illegal acts, and reportable conditions adequately
followed up and communicated including reporting, communication,
other audit effects, legal consultation, etc.?
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Does the firm's disclosure checklist document that the audit report is
properly prepared and that the financial statements are fairly stated?

o.

Were matters related to the conduct of the audit communicated to
those who have responsibility for oversight of the financial reporting
process?

p.

Did the partner sign the In-Charge Engagement Review Program?

1-98
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No

N/A

This audit engagement has been completed in accordance with professional standards and firm policy.

Partner

Date
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AAM Section 9220
Partner’s Engagement Review Program
Supplement for Not-for-Profit
Organizations
To be completed in conjunction with Partner's Engagement Review Program [AAM section 9210]
Yes

I.

No

N/A

General Audit Procedures
General

A. .010

[No additional General Audit Procedures are required as part of this supplement.]
II.

Working Paper Areas
Cash

A.

.020

1.

Do the working papers indicate that the following were considered?

a.

Confirmation of liabilities and contingent liabilities to banks.

b.

Authorization for interfund cash transactions.

c.

Determination that all cash accounts have been identified and
appropriately recorded.

B.

.030

1.

Were procedures performed to provide evidence that pledged receiv
ables are properly recorded in the appropriate funds?

C.

.040

1.

Were income and realized and unrealized gains and losses from
investments examined for proper allocation to the individual funds?

2.

Do the working papers indicate that risk of loss on repurchase agree
ments was properly considered?

3.

Do the working papers indicate that repurchase security transactions
were reviewed for consistency with the disclosures of the terms or
circumstances of the transactions?

D.

1.

.050

Receivables

Investments

Collections of Works of Art and Similar Items

If the collection is considered inexhaustible (i.e., exhibits owned by
museums, art galleries, botanical gardens, etc.) and has been capital
ized, do the working papers indicate that the auditor tested the rea
sonableness of the collection's carrying value?
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Yes

2.

If the collection is considered exhaustible and has been capitalized, do
the working papers indicate that the auditor tested the reasonableness
of the collection's carrying value and related amortization?

3.

Are the tests adequate with respect to acquisitions and deaccessions?

4.

If the collection is capitalized:

5.

a.

Were physical inventories observed at all locations where rela
tively large amounts are located?

b.

Do the working papers contain evidence that counts were cor
rectly made and recorded (i.e., was control over inventory tags or
count sheets maintained) and were test count quantities reconciled
with the quantities reflected in the final inventory?

No

8-96

N/A

If the collection is considered inexhaustible and has been capitalized,
do the working papers indicate that the auditor:
a.

Evaluated the internal controls over the collection?

b.

Observed a physical inventory at all locations where large
amounts are located?

6.

Based on the assessed level of control risk, do the substantive tests of
collections of works of art and similar items appear adequate?

E.

.060

1.

Was a review made to determine that capital expenditures are classi
fied in the proper fund accounts?

F.

.070

1.

Were liabilities properly classified as current or long-term and in the
proper fund?

2.

Were procedures performed to determine whether tax deferred annu
ity plans are appropriately calculated to conform with GAAP and IRS
regulations?

3.

Was consideration given to any liabilities (including the effect of any
temporary differences) resulting from the federal excise tax on invest
ment income and any federal and state taxes on unrelated business
income?

4.

Do the tests of interfund borrowings appear adequate with respect to:

Property, Plant, and Equipment

Liabilities

a.

Legal restrictions, if any, on such borrowings?

b.

Authorization?

c.

Classification?

d.

Collectibility of amounts due from other funds?

e.

Appropriateness of interest accruals and payments?
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Yes

G. .080

N/A

Deferred Revenue

1.

Do the working papers indicate that consideration was given to
whether the basis of deferring revenue is reasonable and consistent
with the donors' or grantors' restrictions?

2.

Was consideration given to matching requirements, if any?

3.

Do the working papers indicate that consideration was given to the
appropriateness of the amounts of restricted gifts, grants, bequests,
donations, or other income recognized as current revenue or support?

4.

Based on the assessed level of control risk, do the substantive tests of
deferred revenue appear adequate?

H. .090

No

Commitments and Contingencies

1.

Did the auditor consider evidence of the entity's activities (such as
lobbying) which might cause the entity to lose its tax exempt status or
be subject to penalties or taxes?

2.

If the entity is a private foundation, as defined by IRC section 509, did
the auditor determine whether the entity complied with IRS regula
tions concerning required distribution of income and prohibited ac
tivities?

I. .100 Fund Balance
1.

Where appropriate, were authorizations of changes in reserves and
designated balances examined?

2.

Do the working papers indicate that there were adequate inquiries,
where appropriate, as to proper classification, description and disclo
sure of components of the fund balance?

3.

Do the working papers indicate that fund transfers were properly
approved and recorded?

4. If an endowment fund is maintained, do the working papers indicate
that fund income is distributed to unrestricted and restricted funds in
accordance with donors' stipulations?
5. Based on the assessed level of control risk do the substantive tests of
fund balances appear adequate?
Revenues, Expenses, Support, and Capital Additions

J.

.110

1.

Were revenues and expenses for the period compared with those of
the preceding period and reviewed for reasonableness and were sig
nificant fluctuations explained?

2.

Was adequate consideration given to:
fl.

The entity's revenue recognition policy?

b.

Income recognition on transactions where the earnings process is
not complete?
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Yes

3.

Do the working papers indicate that consideration was given to the
valuation and classification of revenue derived from service fees, such
as subscription and membership income, and sales of publications and
other items?

4.

If the entity is reimbursed by a third party for costs incurred in
connection with providing services to others:

5.

a.

Were pertinent sections of significant third party contracts re
viewed to determine the basis for reimbursement?

b.

Were cost reimbursement reports and the underlying support
reviewed?

c.

Were appropriate allocations made of indirect costs among the
entity's programs?

No

8-96

N/A

Do the working papers indicate that the auditor considered actual
receipt of, rights to, and any restrictions placed on amounts received
during the current period from:

a.

Cash contributions?

b.

Donated services?

c.

Gifts of securities, materials, facilities, and other nonmonetary
items?

d.

Future interests and interest free loans?

6.

If expenses are classified by function, did the auditor adequately test
the classifications and allocations?

7.

If grants are awarded to other organizations, did the auditor review:

a.

The classification of the grants?

b.

The effects of the grantees' compliance or noncompliance with
performance requirements?

8.

Were tests of payrolls performed, including account distribution?

9.

With regard to pension plans, do the tests made of the expense and
liabilities appear adequate?

10. Based upon the assessed level of control risk, did the substantive tests
(review, analysis, and testing) of revenues and expenditures/expense
appear adequate?
K. .120
1.

Other

If the entity is affiliated or otherwise financially related to other enti
ties, did the auditor consider the need for combined financial state
ments or disclosure of the relationship?
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Yes

No

N/A

III. Audits of Governmental Grantees

Note: These questions are derived from the U.S. General Accounting
Office's (GAO) Government Auditing Standards ("Yellow Book") and the
Office of Management and Budget, Circular A-110 (Uniform Administra
tive Requirements for Grants and Other Agreements with Institutions of Higher
Education, Hospitals, and Other Nonprofit Organizations).

A. .130

1.

2.

3.

General

If the audit was required to be conducted in accordance with the
Government Auditing Standards, do the auditor's report(s) include ref
erences to Government Auditing Standards, and appropriately cover:

a.

The financial statements, including, where presented, the combin
ing and individual fund financial statements?

b.

Tests of controls based solely on the evaluation of the effectiveness
of the controls made as part of the audit of the financial state
ments?

c.

Compliance with finance-related legal and contractual provisions,
including a summary of questioned costs and/or instances of
noncompliance?

d.

Instances or indications of illegal acts that could result in criminal
prosecution of the top officials of the entity arranging the audit?

If required, did the auditor's report on internal control identify:

a.

The scope of the auditor's work in obtaining an understanding of
the internal control structure and in assessing control risk?

b.

The entity's significant internal control structure including those
controls established to ensure compliance with laws and regula
tions that have a material impact on the financial statements?

c.

The reportable conditions, including the identification of material
weaknesses identified as a result of the auditor's work in under
standing and assessing control risk?

If required, did the auditor's report on compliance include:

a.

A statement of positive assurance with respect to those items
tested for compliance with applicable laws and regulations?

b.

Negative assurance on those items not tested?

c.

A summary of material instances of noncompliance?

4.

If required by contractual obligations, were findings presented in
accordance with the guidance in the Government Auditing Standards
regarding reporting on economy and efficiency audits and program
results audits?

5.

Was interfund activity properly reviewed and were differences be
tween total interfund receivables and total interfund payables inves
tigated and resolved?
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6.

If applicable, were adequate tests of controls with applicable laws and
regulations made?

7.

Were all reportable conditions in the internal control structure and all
identified instances of noncompliance with applicable laws and regu
lations:

8.

a.

Adequately evaluated and documented?

b.

Appropriately reported in accordance with applicable standards?
(SAS No. 60 [AU section 325]; GAO's Government Auditing Stand
ards, paragraphs 5-26 through 5-28; OMB A-110, Attachment F)

8-96
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No

N/A

Do the working papers indicate that consideration was given to prior
audits of government financial assistance programs that disclosed
questionable or disallowed costs, or instance of noncompliance?

This audit engagement has been completed in accordance with professional standards and firm policy.

Date

Partner

[The next page is 9301.]
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AAM Section 9230
Partner’s Engagement Review Program
Supplement for Banks
To be completed in conjunction with Partner's Engagement Review Program [AAM section 9210]
Yes

I.

N/A

General Procedures
A. .010
1.

II.

No

General

Were FIRREA regulations considered in planning the audit engagement?

Working Paper Areas

A. .020

General

1.

Do the working papers document the consideration of the results of
inquiries, readings, excerpts or other evidence of an understanding of
regulatory examinations, their findings and actions and the recogni
tion of the above in planning the audit?

2.

Did the engagement team obtain an adequate understanding of those
factors that have a significant effect on the bank's business (i.e., interest
rates, liquidity, off-balance sheet financing)?

3.

If the client engaged in the following types of transactions, was there
a review of the propriety of the accounting and recording for:

a.

Loan originations?

b.

Loan commitments?

c.

Fees?

d.

Loan refinancing and restructuring?

e.

Transfers between investment accounts?

f.

Wash sale transactions?

g.

Hedging transactions, including interest rate swaps and interest
rate futures?

h.

Coupon stripping?

i.

Adjusted price forward placement trades?

j.

Reposition swaps?

k.

Repos to maturity?

l.

Dollar repos?

m.

Commitments for the purchase or sale of securities?
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Yes

4.

5.

6.

n.

Industrial development bonds?

o.

Purchase or sale of options?

p.

Purchase or sale of securities?

No

9-00

N/A

Did audit planning and the implementation of audit procedures ade
quately consider:
a.

Off-balance sheet transactions?

b.

The appropriate accounting for investments?

c.

Related party transactions?

d.

Regulatory examination reports?

e.

Regulatory agreements?

f.

Apparent fraud and insider abuse?

Did the engagement team consider the risks to the bank of possible
violations of regulations such as the following?
a.

The Bank Secrecy Act.

b.

Legal lending limit regulations and interest rates charged.

c.

Affiliated party transactions.

d.

The current minimum capital ratio requirements.

e.

FIRREA.

Was the following considered in connection with foreign exchange
transactions?
a.

Reasonable assurance that material commitments and contingent
liabilities related to international operations have been properly
recorded and disclosed.

b.

Reasonable assurance that gains and losses from foreign exchange
activities of the international department are properly recorded
and disclosed.

Cash

B.

.030

1.

Were bank accounts in the financial institutions confirmed at the audit
date and were reconciling items existing at the balance-sheet date
cleared by reference to subsequent statements obtained directly from
the financial institutions?

2.

Do the working papers indicate that the following were considered?

a.

Confirmation of liabilities and contingent liabilities to other banks.

b.

Proper recording of interest.

3.

Do the workpapers indicate whether cash on hand represents currency
and coins on hand?

4.

Was it determined whether clearings, exchanges and in-transit items
represent valid claims against the drawee bank?
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Yes

5.

No

N/A

Do the workpapers reflect whether cash items (checks cashed after
close of business, maturing coupons and bonds, returned checks and
other items held temporarily pending their liquidation) are properly
classified?

C. .040

Investment and Trading Securities

1.

Do the workpapers indicate physical evidence of the ownership of
securities on hand or held in custody or safekeeping by others for the
account of the bank?

2.

Do the workpapers indicate whether interest and dividend income
and security gains and losses were properly recorded?

3.

Do the workpapers indicate whether investments have suffered a
permanent reduction in recorded value?

4.

Do the workpapers indicate whether allowances for losses have been
provided where necessary?

5.

Do the workpapers indicate whether securities have been properly
classified and valued?

6.

Do the workpapers indicate whether amounts for investment securi
ties and the related income, gains and losses are properly presented in
the financial statements?

7.

Were substantive tests of investment securities adequate based on the
assessed level of control risk?

D. .050 Federal Funds and Repurchase/Reverse Repurchase Agreements
1.

Do the workpapers indicate whether federal funds and repurchase / re
verse repurchase agreements represent valid claims against the bor
rower or obligations to the lender?

2.

Do the workpapers indicate whether amounts shown on the financial
statements are properly classified and described?

3.

Based on the assessed level of control risk were substantive tests of
federal funds and repurchase/reverse repurchase agreements and
trading securities adequate?

E.

.060

1.

Was an evaluation of the adequacy of the allowance for loan losses and
the selection of loans to be evaluated performed and documented?

2.

Did the evaluation in 1 above include:

Loans

a.

The bank's lending policies and procedures including its control
over loan file documentation and maintenance?

b.

Consideration of the qualification of the bank loan officers?
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Yes

c.

Consideration of the effectiveness of the bank's internal audit and
loan review program?

d.

Consideration of the results of prior years' examinations and
industry statistics?

e.

Consideration of overall portfolio mix (industry and location),
loan loss experience, and charge-off policy?

3.

Was consideration given to the relative degrees of inherent risk, by
type, for: unsecured, depressed areas or industries; concentration or
political risk; geographic or economic risks?

4.

Was consideration given to the participations purchased or sold?

5.

Was consideration given to overdrafts?

6.

Was consideration given to the accounting for and disclosures of
related party transactions?

7.

Was consideration given to the extent to which loan renewals and
extensions are used to maintain loans on a current basis?

8.

Was consideration given to appraisals obtained on originations and
foreclosures, including the qualifications, independence and findings
of the appraisers?

9.

Was consideration given to the disclosure of indirect liabilities?

No

9-00

N/A

10. Were management's responses to discussions concerning the ade
quacy of the allowance appropriate?

11. Was consideration given to the propriety of acquisition, development,
and construction loans?
12. Was consideration given to the use of watch lists, delinquency reports
and other sources of potential problems?

13. Were individual loan files reviewed, including borrowers financial
statements, evidence of collateral and cash flow information?
14. Did the final assessment of the adequacy of loan losses consider
specific loans and historical trends?
15. Was there comprehensive documentation to 14 above?
16. If real estate or other assets acquired through foreclosure were signifi
cant to the client:

a.

Was the carrying value at the time of foreclosure evaluated and
properly classified in the financial statements?

b.

Was the continuing carrying value assessed?
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Yes

c.
17.

No

N/A

Were loans restructured by the client reviewed for proper recording?

For loans, was the following considered?
a.

The bank's compliance with its internal control, i.e., approval,
reports, documentation, disbursement, and collection.

b.

Selection of a sample from all significant loan areas.

c.

Did the tests include executed notes, loan applications, financial
statements of borrowers, chattels, other credit information and
approvals.

d.

Confirmation with bank customers.

e.

Proper accounting recognition of unearned income, interest in
come, recognition of acquisition and other fees such as "points".

f.

Tests of interest income to average loan balance and yield to
interest rates in effect.

g.

Testing of related party transactions and conflicts of interest.

h.

Testing of the bank's credit card operations.

i.

Testing of lease financing operations.

j.

Testing of loan participations.

k.

Review of underlying collateral.

18.

Based on the assessed level of control risk, were substantive tests of
loans adequate?

F.

.070 Deposits

1.

Do the workpapers indicate whether deposits are recorded at the
proper amounts, segregated as to type and represent valid claims?

2.

Was it determined whether the related accrued interest and interest
expense is stated on a reasonable and consistent basis?

3.

Was it determined whether the amounts shown on the financial state
ments are properly classified and adequately described?

4.

Based on the assessed level of control risk were substantive tests of
deposits adequate?

[The next page is 9401.]
AICPA Audit and Accounting Manual

AAM §9230.070

46

Report Processing

9-00

9401

AAM Section 9500
Report Processing
Drafting the Report
.01 This section provides guidance for preparing and processing the financial statements and notes and
the appropriate auditor's report.

.02 Auditors should establish policies and procedures that would define responsibility regarding the
preparation and review of the financial statements and the notes thereto and preparation of the auditor's
report. (See AAM section 10,100 for a detailed discussion of the auditor's report.)

Uniformity
.03 Strict uniformity may stifle creative thinking, but a consistent format adds quality to the financial
statement notes and auditor's report (the "report").

a.

The client's name should appear at the top of every statement with identical spelling and punctuation.
The certificate of incorporation should be inspected to determine the exact name of the corporation.
Accuracy in seemingly small matters, such as whether "the" is part of the name, the word "Company"
or "Incorporated" is abbreviated or spelled out, or commas are part of the name, is important to the
accountant's reputation.

b.

Descriptive phraseology should be uniform. If the phrase "cost of goods sold" is used in the income
statement, then a schedule of these costs should show "cost of goods sold," not "cost of sales."

c.

The manner in which the date or period covered is indicated should also be uniform. If the income
statement is headed "for the year ended December 31,20___ ," then all supporting schedules should
be headed that way, rather than "for the year 20___ ."

d.

Schedule and statement headings should conform to a pattern. For example, if "schedule of cost of
goods sold" is used, then all other schedules should begin with "schedule of."

e.

Statement and schedule headings should be the same in the letter, table of contents, index, and other
references.

/.

Each page should be well balanced, paragraphs should break in the right places, tables should be
centered and not broken except when a table is longer than a page, page numbers should be in the
same place on each sheet, type should be clean and alignment even, and there should be no
"strikeovers" or visible erasures.

g. As part of firm policy, the following should be standardized:
Title
Captions
Indexing
Spacing
Salutation
Indentation
Page Numbering
Paragraphing
Closing and Signing
Capitalization
Dating
Underscoring
Whole Dollar Reporting
Punctuation
Headings
Dollar Signs
Double or Single Spacing
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Draft of Report
.04 In some cases a draft of the report, clearly identified as a draft, can be used effectively to afford the
client an opportunity to comment on the report before it is in final form.

Report Production
.05 A report guide sheet usually accompanies all reports submitted for processing. Included in the report
guide sheet is the basic information which relates to the specific client, such as:

a.

Client name

b. Audit date

c.

Engagement partner and manager

d. Date audit commenced
e.

Date audit completed

f.

Date report submitted for review

g. Date review completed
h. Date submitted for typing
i.

Date submitted for checking

j.

Date sent to client

k. Special comments, such as "rush," "date promised to client," and "hold for confirmation."

.0 6 The purpose of the report guide sheet is to enable the audit team to know the status of the report at
all times, and to ascertain if there are any time lags in the processing of the report. The following procedures
are used in its preparation.
Engagement information. The in-charge accountant enters the engagement information, delivery instructions,
and "hold items" (items to be cleared prior to releasing report). He signs the report guide sheet as initial
reviewer.

Review. The report is approved at various levels or review. If there is more than one reviewer (for example,
two department reviewers for phases of a large job), the primary reviewer should sign the report guide sheet.
If another partner or manager performed the entire review in the absence of the primary reviewer, then such
other reviewer should sign the report guide sheet as overall reviewer.

Processing. The various processing levels are signed off. If more than one typist is involved, the head of the
typing department or the primary typist may sign the report guide sheet. If more than one person is involved
in comparing and proofing, the person primarily responsible should sign the report guide sheet. The review
partner or his delegate should sign as final reader.

Final release. The person who signs for final release must ascertain that all other required signatures are on
the report guide sheet before releasing the report.
Report production. The reverse side of the report guide sheet is usually completed by the in-charge account
ant. A photocopy may be given to the report production department as advance notice of production
requirements (for example, where numerous printed covers will be needed).
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.0 7 The report guide sheet is bound with the operating office's file copy of the report. With the busy
atmosphere prevailing at most firms, it is of vital importance that all work as it moves through the production
process be under tight control independent of the work product and its guide sheet.
.0 8 A simple schedule can be maintained to control the flow of work from the date an audit engagement
is begun to the date the report is finally mailed to the client. The schedule has key items arranged in columnar
form and can be maintained by the office manager or another person in charge of staff assignments. Frequent
references to the schedule should reveal any unusual delays in completing an engagement or typing a report.
.0 9 To account for each report from the time it is placed for typing to the time it is mailed or delivered
to the client, some firms maintain a record in the typing department, in place of or as a supplement to the
foregoing record. (See Report Production Control in AAM section 9500.13.)
.1 0 If this record indicates any time lags, the matter should be investigated; it may indicate either an
abnormal backlog of work or some other problem.

.1

1

In preparing the report production control form, the following procedures are suggested:

•

It should be manually prepared and updated daily by a control clerk.

•

It should be retained in a notebook in a readily accessible location so that audit personnel can check
report status without interfering with review and production operations.

•

When a report and related workpapers are received by the reviewer, the client name, report
description, fiscal year end, report-letter date, and due date should be entered.

•

The review partner should assign a reviewer and record the date forwarded to the reviewer and the
forwarding date for tax review.

•

The person's name to whom the report is given for rework (if required) should be entered and the
dates forwarded for tax and audit reviews of rework are recorded (if required).

•

Other dates should be recorded through final release.
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.12
Report Guide Sheet
(To be bound with the—colored copy of report)

Engagement Information

Client

Date Due

Assignment Number

Partner

Assignment Name

Manager

In-Charge Accountant

Compiled Financial Statements
Reviewed Financial Statements
Audited Financial Statements
Review of Interim Financial Information
Special Reports—Description:

Period_________________________________
Period_________________________________
Period_________________________________
Period_________________________________
Date___________________________________

Delivery Instructions:
Name—attention of:
____ Mail
Address: ____ Delivery by:

Hold Items
Cleared by

Date

____ Attorney Letter
____ Letter of Representation

Report Review:
Prepared by
Manager
Review Department
Tax Department
Partner

Signature
______________________________________
_____________________________________ _
______________________________________
______________________________________
______________________________________

Date

__________________
__________________
__________________
__________________

Report Processing:
Typing Department
Comparing and Proofing
Final Reading

Signature

Date

______________________________________
______________________________________
______________________________________

__________________

Final Release:

The report(s) described above were released by me after all hold items were cleared. All appropriate levels
of review were signed off, and all processing steps completed.

Signature
AAM §9500.12
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Report Guide Sheet (continued)
Report Description (Exactly as it will appear):
____ Financial Statements and Accountant's Report (Compilation) (Review) Report
____ Financial Statement and Independent Auditor's Report
____ Unaudited (Interim) Financial (Statements) (Information) (and Accountant's Review Report)
____ Other Title

Client Date
Report Production:
Covers: ____ Printed

____ Typed

Report Copies:

In covers
Client

________________

_________________

________________

________________

_

File

________________

_________________

________________

________________

_

Other

________________

_________________

________________

________________

_

Workpaper copies
(at least two)

Uncovered

Extra file copies

Working Paper

___________________________

______________________________

Extra

___________________________

______________________________

Other Production Instructions:
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Signing Reports
.14 After the report has been reviewed, typed, proofread, and corrected, it is usually submitted to a
partner for reading and signature.

.15 Some firms do not bind the report until after it is signed. This saves unbinding in case the signing
partner orders any revisions. In offices where the reports have been sufficiently and systematically reviewed
and referenced before or after typing, they may be submitted to the partner for his signature in final bound
form. This saves time and additional handling.
.16 The transmittal letters and addressed envelopes should be submitted to the partner with the reports.
This gives him an opportunity to review the mailing directions, so that reports are directed to the proper
person.

.17 Report letters are usually signed by a partner using the firm name. Where reproducing equipment
is used, a signature on the original is sufficient. It is important to establish rules applying to report signatures
since all reports (add correspondence) issued to clients carry with them the reputation, authority, and
responsibility of the firm.

Delivery of Completed Work
.18 Audit reports are rightfully considered by clients to be confidential documents. For this reason, care
should be taken to address them to a responsible person, usually the treasurer or principal executive, in an
envelope clearly marked "confidential." Where there is some question as to the person or persons to whom
the report should be delivered, address it to the specific source of authority authorizing the report. In a
majority of cases, especially for recurring engagements, the reports are mailed. However, some firms make
it a practice to have a partner deliver the report personally and discuss it with the client.
.19 The report should be mailed in envelopes or boxes sturdy enough to withstand the rough treatment
they may receive in transit.

.20 Many firms send separate transmittal letters with their reports. The letter should contain no com
ments on the report because it might be construed as a modification of the opinion on the report. It is advisable
to write a letter requesting that a printer's proof be submitted to the accounting firm for review before any
printed reports are released by the client to stockholders or the public.
.21 Reports are generally issued only to the client who engaged the services. The unauthorized distribu
tion of a report represents a violation of the confidential relationship between a firm and its client. Firms are
sometimes asked by clients to mail copies of their reports directly to third parties. Clients should be
discouraged from making such requests. In rare instances, where a firm assumes this added responsibility,
distributions are made only upon specific written instruction from the client, and reference to the client's
instructions should be included in the transmittal to the third party. Printed annual reports to shareholders,
prospectuses, and other reports that are a matter of public record, such as those filed with certain govern
mental agencies, are obvious exceptions to this rule.
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AAM Section 10,000
Accountants’ Reports
These examples are for illustrative purposes only. They are included as
conveniences for users of this manual who may want points of departure when
drafting reports to meet their individual needs. This manual is a nonauthoritative
kit of practice aids and accordingly, does not include extensive explanation or
discussion of authoritative pronouncements. Users of this manual are urged to refer
directly to applicable authoritative pronouncements when appropriate.
These examples illustrate the body of various reports. For comment on addressing
and dating of the report, see AAM section 10,100.
Examples which are assembled from illustrative reporting language set forth in
Statements on Auditing Standards (SASs) and Statements on Standards for
Accounting and Review Services (SSARSs) include citation of the particular source
and its location in AICPA Professional Standards.
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AAM Section 10,100
Format of Accountants' Reports
Report Preparation
.01 Firms should develop standard policies and procedures for preparing and issuing reports. The
following are some suggested report preparation policies:

•

Letterhead. The report should be presented on firm letterhead.

• Addressee. The report should be addressed to the board of directors, stockholders, partners, general
partner, proprietor, or to the company whose financial statements are being audited. If the firm was
engaged by others, the report should be addressed thereto.

The Board of Directors
XYZ Credit Union
City, State Zip Code

•

Salutation. A salutation should not be included on the report.

• Report signing. The firm name should be manually signed by the engagement partner. The words
"Certified Public Accountants" should be excluded from the signature if they are a normal part of
the firm's letterhead.

•

Report dating. Audit reports should be dated as of the last day of field work.

— The date should be presented at the bottom of the page along with the city and state, if not
included in firm letterhead, as follows:

City, State
April 5, 20XX
— If significant subsequent events are discovered before the report is issued, but after the comple
tion of field work, the report should be dual-dated for the subsequent event.
— Subsequent events affecting previously issued reports that are being reissued will also cause the
report to be dual-dated. The following illustrates dual-dating:
City, State
February 26, 20XX, except for Note X as to which the date is
April 5, 20XX

•

Level of service. The level of service performed and the nature of the report are typically outlined in
the engagement letter. The letter should be revised for any significant changes from the original
understanding with the client, such as, in the event of a step-up or step-down in the level of service.

— The partner should approve any step-up or step-down in level of service. A step-up in level of
service may occur after obtaining a revised understanding with the client. A step-down in level
of service should occur only after carefully evaluating the reasons for the change because the
reasons for the change may also affect the report on lower levels of service. Limitations on the
scope of an audit, for example, may also preclude issuing a review or compilation report.
— If more than one level of service is performed for financial statements of the same period (e.g.,
compilation and audit), the financial statements need only be accompanied by the report on the
highest level of service performed.
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Reports on Audited Financial Statements
.02 Generally accepted auditing standards (GAAS) establish reporting responsibilities. The four stand
ards of reporting stated in AU section 150.02 are:
a.

The report shall state whether the financial statements are presented in accordance with generally
accepted accounting principles (GAAP).

b.

The report shall identify those circumstances in which GAAP has not been consistently applied in
the current period in relation to the preceding period.

c.

Informative disclosures in the financial statements are to be regarded as reasonably adequate unless
otherwise stated in the report.

d. The report shall contain either an expression of opinion regarding the financial statements taken as
a whole, or a statement that an opinion cannot be expressed. When an opinion cannot be expressed,
the reasons should be stated. In all cases where an auditor's name is associated with financial
statements, the report should contain a clear-cut indication of the character of the auditor's work, if
any, and the degree of responsibility, the auditor is taking.

Standard Report
.03 The standard auditor's report prescribed by SAS No. 58, Reports on Audited Financial Statements, as
amended by SAS No. 79, Amendment to Statement on Auditing Standards No. 58, Reports on Audited Financial
Statements, and SAS No. 93, Omnibus Statement on Auditing Standards—2000 (AU section 508), should be used
when the auditor has formed an opinion, based on the application of GAAS,* that the financial statements
present fairly, in all material respects, an entity's financial position, results of operations, and cash flows in
accordance with GAAP. The opinion should include an identification of the United States of America as the
country of origin of those accounting principles (for example, accounting principles generally accepted in
the United States of America or U.S. generally accepted accounting principles). It should address all financial
statements presented. A standard auditor's report for the presentation of comparative financial statements
is illustrated in AAM section 10,210.010.

Modifications of the Standard Auditor's Report
.04 SAS No. 58 (AU section 508), as amended, describes situations that may require auditors to modify
the standard report, and also provides illustrations of the appropriate modifying language. These modifica
tions, which are discussed in greater depth in the following sections, are:
•

Explanatory language. A wide variety of situations may arise that require a modification of the standard
auditor's report, without affecting the expression of an unqualified opinion. Some of the more common
of such situations are going-concern problems, part of the financial statements have been audited by
another auditor, or a significant change in accounting principles. The explanatory paragraph for situations
that do not affect the auditor's opinion should be placed after the opinion paragraph.

•

Qualified opinion. Qualified opinions result from two general categories of situations: scope limita
tions and departures from GAAP. A scope limitation arises when the auditor has been unable to
perform all of the auditing procedures he or she believes are necessary to express an unqualified
opinion on the financial statements. Financial statements containing a material departure from
GAAP, including inadequate disclosures in the financial statements, may lead the auditor to qualify
his or her opinion. Both situations require that an explanatory paragraph, preceding the opinion
paragraph, be included that describes the nature of the scope limitation or the departure from GAAP.

SAS No. 93, Omnibus Statement on Auditing Standards—2000, requires an identification of the United States of America as the country of
origin of those standards (for example, auditing standards generally accepted in the United States of America or U.S. generally accepted
auditing standards). SAS No. 93 is effective for reports issued or reissued on or after June 30,2001 with earlier application permitted.
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Disclaimer of opinion. A disclaimer of opinion may be required when:
— The scope of the audit has been restricted so significantly that the auditor does not have a basis
for forming an opinion on the financial statements. In this case, an explanatory paragraph,
preceding the disclaimer paragraph, should be included in the auditor's report to explain all
significant reasons for the disclaimer.

— The auditor is not independent, in which case a one-paragraph disclaimer is issued (applies for
publicly held entities only). A compilation report with a lack of independence noted should be
issued for nonpublic entities.
•

Adverse opinion. An adverse opinion should be expressed on financial statements that do not present
fairly the entity's financial position, results of operations, or cash flows in conformity with GAAP. In
other words, the auditor concludes that the financial statements are not fairly presented in accordance
with GAAP. Issuance of an adverse opinion requires inclusion of an explanatory paragraph, preced
ing the opinion paragraph, that explains all of the reasons for the adverse opinion and, if practicable,
the effects of the subject matter of the adverse opinion on the financial statements.

Scope Limitations
.05 Restrictions on the scope of an audit, whether imposed by the client or by circumstances such as the
timing of the auditor's work, the inability to obtain sufficient, competent evidential matter, or an inadequacy
in the client's accounting records, may require a qualified opinion or a disclaimer of opinion. Deciding
whether to qualify or disclaim is a matter of judgment, and generally the primary factor in this decision is
the materiality of the financial statement items affected. However, other factors should be considered, such
as the pervasiveness of the effects of the omitted auditing procedures and the nature of the financial statement
items affected.

Departures From GAAP
.06 Unacceptable Principles. Significant departures from GAAP require that the auditor issue either a
qualified or adverse opinion. Choosing between a qualified or adverse opinion depends on the magnitude
of the departure. While the materiality of the effects of the departure is a primary consideration, the auditor
should also consider the pervasiveness of the departure, such as the number of financial statement items
affected, the importance of the departure to the organization's activities and its ability to obtain funding, and
the dollar effect of the departure on individual financial statement items as well as the statements as a whole.

.07 For both qualified and adverse opinions, an explanatory paragraph should be included, preceding
the opinion paragraph, that describes all of the substantive reasons for the auditor's opinion, and the effects
on the financial statements, if readily determinable. If it is not practical to determine the effects of the
departure, the explanatory paragraph should contain a statement to that effect. If information about the
effects of the departure are described in the notes, the explanatory paragraph can be shortened by referring
to the note.
.08 Inadequate Disclosure. Departures from GAAP include not just inappropriate application of ac
counting principles, but also omitted or inadequate disclosures in the financial statements. Such situations
require the auditor to add an explanatory paragraph, preceding the opinion paragraph, that describes the
nature of the inadequate or omitted disclosure and, if practical, the information that should have been
disclosed. The significance of the omitted or inadequate disclosure will determine whether a qualified or
adverse opinion is appropriate.
.09 Report Modification. The opinion paragraph for a qualified opinion due to a departure from GAAP
should include the words "except" or "exception" and a reference to the explanatory paragraph that describes
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that departure. Adverse opinions should include language such as "do not present fairly" and should also
include a reference to the explanatory paragraph. A qualified opinion indicating a departure from GAAP is
presented in AAM section 10,240.020. An adverse opinion indicating a departure from GAAP is presented
in AAM section 10,220.01.

Errors, Fraud, and Illegal Acts
.10 If the financial statements are materially affected by an error, fraud or illegal act that has not been
properly accounted for and disclosed, a qualified or adverse opinion should be considered. If the auditor is
precluded from applying necessary procedures or from obtaining sufficient information to conclude whether
an error, fraud or illegal act that could be material to the financial statements has occurred, a qualified or
disclaimer of opinion should be issued. All such matters should be discussed immediately with the
engagement partner.
.11 If a client will not accept modification of the report under the circumstances above, the firm should
consider withdrawing from the engagement and consulting with legal counsel.

Consistency Exceptions
.12 Accounting changes affecting consistency include:
• A change from one generally accepted accounting principle to another method, practice or principle
that is different from the one previously used.
•

A change from an unacceptable to an acceptable principle (correction of an error).

• A change in financial statement classification that significantly affects financial position or results of
operations (e.g., classification of an item in earnings from operations as other income or expense).

•
.

A change in reporting entity.
13

Accounting changes not normally affecting consistency include:

•

Initial adoption of an existing accounting principle for a new event or transaction.

•

Insignificant reclassification.

•

Correction of errors not involving a principle.

•

Changes in accounting estimates.

.14 The nature of the accounting change will determine whether prior periods should be restated or a
cumulative adjustment should be included in current activities. In either event, the change should be
disclosed in the notes to the financial statements and in the auditor's report in a separate paragraph following
the opinion paragraph. The auditor's concurrence with a change is implicit unless he or she takes exception
to the change. The opinion paragraph would be standard unless the change is to an unacceptable principle
or method, the change is not justified, or a prospective change of a principle requiring retroactive adjustment
is not discussed. In such situations, either a qualified or adverse opinion should be issued.

Uncertainties
.15 Uncertainties are significant circumstances, events, or transactions affecting the financial statements,
the outcome of which cannot be reasonably estimated. Uncertainties are a particularly complex area because
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they can result in a qualified or adverse opinion due to a departure from GAAP, or a qualified opinion or
disclaimer due to a scope limitation. Uncertainties include, but are not limited to, contingencies covered by
FASB Statement No. 5, Accounting for Contingencies (AC C59), and matters related to estimates covered by
SOP 94-6, Disclosure of Certain Significant Risks and Uncertainties.
.16 Uncertainties Not Requiring Modification of the Opinion. SAS No. 58, paragraph 29, as amended
by SAS No. 79 (AU section 508.29), states that when the auditor has concluded that sufficient information
supports management's assertions about the nature of a matter involving an uncertainty and its presentation
or disclosure in the financial statements, an unqualified opinion ordinarily is appropriate.
.17 Scope Limitations. A qualified opinion or disclaimer of opinion may be required if the auditor is
unable to obtain sufficient information to support management's assertions about the nature of a matter
involving an uncertainty and its presentation or disclosure in the financial statements. In some ways,
information about uncertainties may always be considered insufficient because it is dependent on future,
unknown events. However, if the auditor determines that information did or does exist, but it is unavailable
to him or her (e.g., because the information was destroyed or management will not allow the auditor to have
access to it), the auditor should consider modifying the report for a scope limitation.
.18 Departures From GAAP. SAS No. 58, paragraph 45, as amended by SAS No. 79 (AU section 508.45),
describes three categories of departures from GAAP involving risks or uncertainties:

•

Inadequate disclosure

•

Inappropriate accounting principles

•

Unreasonable accounting estimates

.19 A qualified or adverse opinion due to a departure from GAAP may be necessary if the auditor
concludes that a matter involving an uncertainty has not been appropriately disclosed in the financial
statements in conformity with GAAP.

.20 Also, a departure from GAAP may exist if management has made inappropriate estimates of future
events in applying accounting principles (such as the use of unreasonable expected lives of depreciable assets
for calculating depreciation) or in making other accounting estimates.
.21 Going-Concern Uncertainties. If the auditor concludes that there is substantial doubt about the
organization's ability to continue as a going concern, the situation should be described in an explanatory
paragraph, following the opinion paragraph. The explanatory paragraph should describe the principal
events and conditions related to the going concern, their possible effects on the financial statements,
management's plans for corrective actions, and the auditor's conclusion that substantial doubt exists. SAS
No. 64, Omnibus Statement on Auditing Standards—1990 (AU section 341.12 and .13), imposes the additional
requirement that the explanatory paragraph include the terms "substantial doubt" and "going concern." The
auditor should not use conditional language in expressing a conclusion concerning the existence of substan
tial doubt about the entity's ability to continue as a going concern in the going-concern explanatory
paragraph.

.22 If financial statement disclosures about the uncertainty are inadequate, a departure from GAAP
exists, and either a qualified or adverse opinion may be necessary.

Reporting on Supplementary Information
.23 Supplementary information includes detailed schedules of other data that are not necessary for a fair
presentation of the basic financial statements. Whenever supplementary information is included in an auditor-
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submitted document, the auditor must indicate the degree of responsibility, if any, taken for this information.
A separate report on the supplementary information or a separate paragraph in the report on the basic
financial statements may be used to report on supplementary information. If a separate report is issued, it
should be on the firm's letterhead and be signed. The report date should be the same as for the basic financial
statements.
. 24 Reports on supplementary information should express or disclaim audit assurance. The extent and
results of testing of supplementary information will determine the firm's responsibility in each circumstance.
If a separate report on the supplemental information is issued, the first sentence of that report should refer
to the report on the basic financial statements.

Reporting on a Single Statement
. 25 In certain circumstances, an engagement to audit a single financial statement may be accepted.
Generally these engagements, called "limited reporting engagements," are a result of the client needing a
single financial statement to fulfill a contractual requirement, such as an organization that must provide its
landlord with an audited income statement for purposes of calculating rent. Also, entities that have never
been audited often request an audit of the statement of financial position only for the first year, with the
intention of having audits of the entire financial statements in the future. Generally such engagements are
accepted as long as there is a legitimate reason for the limited engagement, and provided there are no
restrictions on access to information underlying the financial statements or on the scope of the procedures
the auditor needs to perform. In such engagements, an unqualified opinion can be expressed on the financial
statement the auditor was engaged to audit. If the other financial statements are presented, a disclaimer of
opinion should be issued on those statements. An unqualified opinion on a single statement audit is
presented in AAM section 10,210.030.

Relying on the Work of a Specialist
. 26 The firm may engage specialists to perform certain work supporting representations in the financial
statements. SAS No. 73, Using the Work of a Specialist (AU section 336), says if a review of the specialist's work
finds it satisfactory, and if no report modification is necessary because of the specialist's findings, there is no
need to refer to the specialist's work.
. 27 If the specialist's work is not adequate to support the financial statement representations, a qualifi
cation or disclaimer of opinion because of a scope limitation may be required. Findings of the specialist that
indicate the financial statements are not in accordance with GAAP may require a qualified or adverse
opinion.

Lack of Independence
. 28 For public entities, whenever the auditor is not independent with respect to a client whose financial
statements have been audited, a disclaimer of opinion should be issued. For nonpublic entities, the firm may
only issue a compilation report that includes a statement that the firm is not independent.

Reissuance of Audit Reports as Predecessors
. 29 If the auditor is asked by a former client to reissue its report on prior-period financial statements, he
or she should inform the client of the procedures necessary to comply with that request. If the client agrees
to perform these procedures, and pay the fee for these services, the auditor would ordinarily agree to reissue
the report.
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. 30 Before reissuing a report, the auditor should consider whether the previous opinion on those
prior-period statements is still appropriate. Differences in the current form and presentation of the financial
statements for the prior period, or the possibility of material subsequent events affecting those financial
statements, could make the previous opinion inappropriate. The auditor should perform at least the
following procedures:
•

Read the financial statements of the current period.

•

Compare the prior-period financial statements with the financial statements to be presented in
comparative format by the successor.

•

Obtain a letter of representation from the successor auditor. The successor should represent that his
or her audit has not revealed any matters that may have a material effect on the prior-period financial
statements.

.31 If the firm reissues its report without change, the previous report date should be used. If the financial
statements or the report of the prior period are revised, the report should be dual-dated as to the event or
matter causing the revision. There should be no reference to the report or the work of the successor auditor.

Reissuance of the Audit Report Subsequent to the Date of
Original Issue1
.32 Occasionally the firm may be requested by a client to furnish additional copies of a previously issued
report. Approval of the engagement partner is necessary to reissue a previously issued report. In such
situations the engagement partner may prepare a memo stating the reasons for the reissuance and that he
or she is not aware of any circumstances occurring since the original report date that would require
adjustment to or disclosure in the financial statements.
.33 Use of the original report date removes any implication that records, transactions, or events after that
date have been audited or reviewed. Although the auditor has no responsibility to make further investigation
or inquiry as to subsequent events, the engagement partner should consider a brief discussion with the
client's chief financial or executive officer before reissuing his or her report.

Subsequent Discovery of Facts Existing at Report Date
.34 Although the auditor has no obligation to make any continuing inquiries or perform other procedures
after issuing his or her report, the auditor may become aware of information that affects the financial
statements upon which he or she has previously reported. When becoming aware of such information, the
auditor should determine the reliability of the information and whether such information existed at the date
of the report. The engagement partner should make inquiries of client management in this regard.

.35 If the information is reliable and did exist at the date of the report, if the report would have been
affected if the information had been known at the report date, and if there are persons relying on the financial
statements who would attach importance to the information, the auditor should take action to prevent future
reliance on the report. If the engagement partner concludes that action should be taken to prevent future
reliance on the report, he or she should advise the client to make appropriate disclosure of the newly
discovered facts and their impact on the financial statements to the persons known to be, or likely to be,
relying on the financial statements and related report. Disclosures should be made in one of the following
ways:
1 The AICPA Auditing Standards Board Auditing Interpretation, Eliminating a Going-Concern Explanatory Paragraph From a Reissued
Report (AU section 9341.01 and .02), deals with situations where a previously issued report contains a going-concern explanatory
paragraph, and the situation that gave rise to the going-concern has been resolved.
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•

If the effects of subsequent facts can be promptly determined, disclosure should include reissuing
revised financial statements and a revised report. The reasons for the revision usually should be
described in a note to the financial statements and referred to in the auditor's report.

•

If the current financial statements have not been released, appropriate disclosure of the revision of
the prior-period financial statements can be included therein.

•

When the effects of subsequent facts cannot be readily determined, revisions of financial statements
and reports may be delayed. In this case, persons known to be, or likely to be, relying on the financial
statements should be notified by the client that the financial statements and related reports should
not be relied on, and that revised financial statements and report will be forthcoming.

. 36 If the client refuses to make the disclosures discussed above, the auditor should contact legal counsel.
He or she should also notify all members of the board of directors of such refusal and that the firm will take
the following steps to prevent future reliance on its report:
•

Notify the client that the auditor's report must no longer be associated with the financial statements.

•

Notify any applicable regulatory agencies that the report should no longer be relied upon.

•

Notify each person known to be relying on the financial statements that the report should no longer
be relied upon.

. 37 If the auditor's investigation of the subsequently discovered information is satisfactory, and he or
she has determined that the information is reliable, the notifications in AAM section 10,100.36 should include
a description of the effects of the information on the financial statements. If the client has not cooperated and,
as a result, the auditor has been unable to conduct a satisfactory investigation, the auditor does not need to
indicate the details of the information. Instead, he or she should indicate that the auditor's report must no
longer be relied upon nor should the auditor be associated with the financial statements.

[The next page is 10,211.]

AAM §10,100.36

Copyright © 2001, American Institute of Certified Public Accountants, Inc.

50

10,211

Unqualified Opinions

10-01

AAM Section 10,210
Unqualified Opinions
.010

Auditor's Standard Report—Comparative Financial Statements
Independent Auditor's Report

Addressee:
We have audited the accompanying balance sheets of X Company as of December 31, 20X2 and 20X1, and
the related statements of income, retained earnings, and cash flows for the years then ended. These financial
statements are the responsibility of the Company's management. Our responsibility is to express an opinion
on these financial statements based on our audits.

We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis
for our opinion.
In our opinion, the financial statements referred to above present fairly, in all material respects, the financial
position of X Company as of [at] December 31,20X2 and 20X1, and the results of its operations and its cash
flows for the years then ended in conformity with accounting principles generally accepted in the United
States of America.

[Signature]

[Date]
[Source: SAS No. 58, paragraph 8, as amended by SAS No. 79 and SAS No. 93 (AU section 508.08).]
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.020 Auditor's Standard Report—Single Year Financial Statements
Independent Auditor's Report

Addressee:
We have audited the accompanying balance sheet of X Company as of December 31,20XX, and the related
statements of income, retained earnings, and cash flows for the year then ended. These financial statements
are the responsibility of the Company's management. Our responsibility is to express an opinion on these
financial statements based on our audit.

We conducted our audit in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audit provides a reasonable basis
for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the financial
position of X Company as of [at] December 31,20XX, and the results of its operations and its cash flows for
the year then ended in conformity with accounting principles generally accepted in the United States of
America.
[Signature]

[Date]
[Source: SAS No. 58, paragraph 8, as amended by SAS No. 79 and SAS No. 93 (AU section 508.08).]

AAM §10,210.020

Copyright © 2001, American Institute of Certified Public Accountants, Inc.

50

10,213

Unqualified Opinions

10-01

.030 Report on a Single Statement Audit (Balance Sheet Only Presented) [Assuming the auditor is able
to satisfy himself or herself regarding the consistency of application of accounting principles]

Independent Auditor's Report

Addressee:
We have audited the accompanying balance sheet of X Company as of December 31, 20XX. This financial
statement is the responsibility of the Company's management. Our responsibility is to express an opinion
on this financial statement based on our audit.
We conducted our audit in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the balance sheet is free of material misstatement. An audit includes examining, on a test basis,
evidence supporting the amounts and disclosures in the balance sheet. An audit also includes assessing the
accounting principles used and significant estimates made by management, as well as evaluating the overall
balance sheet presentation. We believe that our audit of the balance sheet provides a reasonable basis for our
opinion.
In our opinion, the balance sheet referred to above presents fairly, in all material respects, the financial
position of X Company as of December 31,20XX, in conformity with accounting principles generally accepted
in the United States of America.

[Signature]

[Date]
[Source: SAS No. 58, paragraph 34, as amended by SAS No. 79 and with conforming changes due to SAS No.
93 (AU section 508.34).]

Note:

If reporting on a single statement (for example, balance sheet only) when other financial statements
are also presented, the following paragraph should be added after the opinion paragraph:

Because we were not engaged to audit the statements of income, retained earnings, and
cash flows, we did not extend our auditing procedures to enable us to express an opinion
on the results of operations and cash flows for the year ended December 31, 20XX.
Accordingly, we express no opinion on them.
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Independent Auditor's Report

Addressee:
We have audited the balance sheet of ABC Company as of December 31,20X2, and the related statements of
income, retained earnings, and cash flows for the year then ended. These financial statements are the
responsibility of the Company's management. Our responsibility is to express an opinion on these financial
statements based on our audit. The financial statements of ABC Company as of December 31, 20X1, were
audited by other auditors whose report dated March 31, 20X2, expressed an unqualified opinion on those
statements.
We conducted our audit in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audit provides a reasonable basis
for our opinion.

In our opinion, the 20X2 financial statements referred to above present fairly, in all material respects, the
financial position of ABC Company as of December 31, 20X2, and the results of its operations and its cash
flows for the year then ended in conformity with accounting principles generally accepted in the United
States of America.
[Signature]

[Date]
[Source: SAS No. 58, paragraph 74, as amended by SAS No. 79 and with conforming changes due to SAS No.
93 (AU section 508.74).]

Practice Tips
(1)

The successor auditor should not name the predecessor auditor in his report; however, the successor
auditor may name the predecessor auditor if the predecessor auditor's practice was acquired by, or
merged with that of the successor auditor.
[Source: SAS No. 58, paragraph 74, footnote 27, as amended by SAS No. 79 (AU section 508.74).]
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Reference to Other Auditors in Report
Independent Auditor's Report

Addressee:
We have audited the consolidated balance sheets of ABC Company and subsidiaries as of December 31,20X2
and 20X1, and the related consolidated statements of income, retained earnings, and cash flows for the years
then ended. These financial statements are the responsibility of the Company's management. Our responsi
bility is to express an opinion on these financial statements based on our audits. We did not audit the financial
statements of B Company, a wholly-owned subsidiary, which statements reflect total assets of $
and
$as of December 31,20X2 and 20X1, respectively, and total revenues of $and $for the
years then ended. Those statements were audited by other auditors whose report has been furnished to us,
and our opinion, insofar as it relates to the amounts included for B Company, is based solely on the report
of the other auditors.
We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audits and the report of other
auditors provide a reasonable basis for our opinion.

In our opinion, based on our audits and the report of other auditors, the consolidated financial statements
referred to above present fairly, in all material respects, the financial position of ABC Company and
subsidiaries as of December 31, 20X2 and 20X1, and the results of their operations and their cash flows for
the years then ended in conformity with accounting principles generally accepted in the United States of
America.

[Signature]

[Date]
[Source: SAS No. 58, paragraph 13, as amended by SAS No. 79 and with conforming changes due to SAS No.
93 (AU section 508.13).]
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.060 Reference to Other Auditors—Successor Auditor's Unqualified Report When Predecessor's
Report That included an Explanatory Paragraph Is Not Presented

Independent Auditor's Report
Addressee:

We have audited the balance of ABC Company as of December 31,20X2, and the related statements of income,
retained earnings, and cash flows for the year then ended. These financial statements are the responsibility
of the Company's management. Our responsibility is to express an opinion on these financial statements
based on our audit. The financial statements of ABC Company as of December 31, 20X1, were audited by
other auditors whose report dated March 1, 20X2, on those statements included an explanatory paragraph
that described the change in the Company's method of computing depreciation discussed in Note X to the
financial statements.
We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis
for our opinion.
In our opinion, the 20X2 financial statements referred to above present fairly, in all material respects, the
financial position of ABC Company as of December 31, 20X2, and the results of its operations and its cash
flows for the year then ended in conformity with accounting principles generally accepted in the United
States of America.
[Signature]

[Date]
[Source: SAS No. 58, paragraph 74, as amended by SAS No. 79 and with conforming changes due to SAS No.
93 (AU section 508.74).]
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.070 Reference to Other Auditors—Successor Auditor's Report When Prior Year Financial Statements
Have Been Restated Following Issuance of the Predecessor's Report

Independent Auditor's Report
Addressee:

We have audited the balance sheet of ABC Company as of December 31,20X2, and the related statements of
income, retained earnings, and cash flows for the year then ended. These financial statements are the
responsibility of the Company's management. Our responsibility is to express an opinion on these financial
statements based on our audit. The financial statements of ABC Company as of December 31,20X1, before
the restatement described in Note X, were audited by other auditors whose report dated March 31, 20X2,
expressed an unqualified opinion on those statements.

We conducted our audit in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audit provides a reasonable basis
for our opinion.
In our opinion, the 20X2 financial statements referred to above present fairly, in all material respects, the
financial position of ABC Company as of December 31, 20X2, and the results of its operations and its cash
flows for the year then ended in conformity with accounting principles generally accepted in the United
States of America.

We also audited the adjustments described in Note X that were applied to restate the 20X1 financial
statements. In our opinion, such adjustments are appropriate and have been properly applied.*
[Signature]
[Date]
[Source: SAS No. 58, paragraph 74, as amended by SAS No. 79 and with conforming changes due to SAS No.
93 (AU section 508.74).]

This paragraph may be added to the report when the successor auditor is engaged to audit and applies sufficient procedures to
satisfy himself as to the appropriateness of the restatement adjustment.
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Reference to Other Auditors—Prior Year Financial Statements Restated Following a Pooling
of Interests
Independent Auditor's Report

Addressee:

We have audited the accompanying consolidated balance sheet of XYZ Company as of December 31,20X2,
and the related consolidated statements of income, retained earnings, and cash flows for the year then ended.
These financial statements are the responsibility of the Company's management. Our responsibility is to
express an opinion on these financial statements based on our audit.
We conducted our audit in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audit provides a reasonable basis
for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the
consolidated financial position of XYZ Company as of [at] December 31,20X2, and the results of its operations
and its cash flows for the year then ended in conformity with accounting principles generally accepted in the
United States of America.

We previously audited and reported upon the consolidated statements of income and cash flows of XYZ
Company and subsidiaries for the year ended December 31, 20X1, prior to their restatement for the 20X2
pooling of interests. The contribution of XYZ Company and subsidiaries to revenues and net income
represented
percent and
percent of the respective restated totals. Separate financial statements
of the other companies included in the 20X1 restated consolidated statements of income and cash flows were
audited and reported upon separately by other auditors. We also audited the combination of the accompa
nying consolidated statements of income and cash flows for the year ended December 31, 20X1, after
restatement for the 20X2 pooling of interests; in our opinion, such consolidated statements have been
properly combined on the basis described in Note A of notes to consolidated financial statements.
[Signature]

[Date]
[Source: SAS No. 1, section 543.16, as modified, October 1980, by the Auditing Standards Board, and as
amended by SAS No. 64 (AU section 543.16).]

Note: This report is used when the auditor concludes that he or she cannot serve as principal auditor for
the restated financial statements.
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Reference to Other Auditors—Successor Auditor Report When Prior Period Financial Statements
Were Audited by a Predecessor Auditor Who Has Ceased Operations
Independent Auditor's Report

Addressee:
We have audited the accompanying balance sheet of ABC Company as of December 31,20X2, and the related
statements of income, retained earnings, and cash flows for the year then ended. These financial statements
are the responsibility of the Company's management. Our responsibility is to express an opinion on these
financial statements based on our audit. The financial statements of ABC Company as of December 31,20X1,
were audited by other auditors who have ceased operations and whose report dated March 31, 20X2,
expressed an unqualified opinion on those statements.

We conducted our audit in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audit provides a reasonable basis
for our opinion.
In our opinion, the 20X2 financial statements referred to above present fairly, in all material respects, the
financial position of ABC Company as of December 31, 20X2, and the results of its operations and its cash
flows for the year then ended in conformity with accounting principles generally accepted in the United
States of America.
[Signature]

[Date]
[Sources: SAS No. 58, paragraph 74, as amended by SAS No. 79 and with conforming changes due to SAS
No. 93 (AU section 508.74).]
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Reference to Other Auditors—Successor Auditor Report When Prior Period Financial Statements
Were Audited By a Predecessor Auditor Who Has Ceased Operations Have Been Restated
Independent Auditor's Report

Addressee:
We have audited the accompanying balance sheet of ABC Company as of December 31,20X2, and the related
statements of income, retained earnings, and cash flows for the year then ended. These financial statements
are the responsibility of the Company's management. Our responsibility is to express an opinion on these
financial statements based on our audit. The financial statements of ABC Company as of December 31,20X1,
before the restatement described in Note X, were audited by other auditors who have ceased operations and
whose report dated March 31,20X2, expressed an unqualified opinion on those statements.
We conducted our audit in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audit provides a reasonable basis
for our opinion.

In our opinion, the 20X2 financial statements referred to above present fairly, in all material respects, the
financial position of ABC Company as of December 31, 20X2, and the results of its operations and its cash
flows for the year then ended in conformity with accounting principles generally accepted in the United
States of America.
We also audited the adjustments described in Note X that were applied to restate the 20X1 financial
statements. In our opinion, such adjustments are appropriate and have been properly applied.
*
[Signature]

[Date]

[Sources: SAS No. 58, paragraph 74, as amended by SAS No. 79 and with conforming changes due to SAS
No. 93 (AU section 508.74).]

* This paragraph may be added to the report when the successor auditor is engaged to audit and applies sufficient procedures to
satisfy himself as to the appropriateness of the restatement adjustment.

AAM §10,210.084

Copyright © 2001, American Institute of Certified Public Accountants, Inc.

50

Unqualified Opinions

10-01

.085

10,221

Reference to Other Accountants—Report on Nonpublic Entity Presented With Prior Period
Financial Statements Reviewed by a Predecessor Accountant Who Has Ceased Operations
Independent Auditor's Report

Addressee:

We have audited the accompanying balance sheet of ABC Company as of December 31,20X2, and the related
statements of income, retained earnings, and cash flows for the year then ended. These financial statements
are the responsibility of the Company's management. Our responsibility is to express an opinion on these
financial statements based on our audit.

We have conducted our audit in accordance with auditing standards generally accepted in the United States
of America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audit provides a reasonable basis
for our opinion.
In our opinion, the 20X2 financial statements referred to above present fairly, in all material respects, the
financial position of ABC Company as of December 31, 20X2, and the results of its operations and its cash
flows for the year then ended in conformity with accounting principles generally accepted in the United
States of America.

The 20X1 financial statements were reviewed by other accountants who have ceased operations, and their
report thereon, dated March 1, 20X2, stated they were not aware of any material modifications that should
be made to those statements for them to be in conformity with generally accepted accounting principles.
However, a review is substantially less in scope than an audit and does not provide a basis for the expression
of an opinion on the financial statements taken as a whole.
[Signature]
[Date]
[Sources: SAS No. 58, paragraph 74, as amended by SAS No. 79 and with conforming changes due to SAS
No. 93 (AU section 508.74).]
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Reference to Other Accountants—Report on Nonpublic Entity Presented With Prior Period
Financial Statements Compiled by a Predecessor Accountant Who Has Ceased Operations
Independent Auditor's Report

Addressee:
We have audited the accompanying balance sheet of ABC Company as of December 31,20X2, and the related
statements of income, retained earnings, and cash flows for the year then ended. These financial statements
are the responsibility of the Company's management. Our responsibility is to express an opinion on these
financial statements based on our audit.
We conducted our audit in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosure in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by managements, as well as
evaluating the overall financial statement presentation. We believe that our audit provides a reasonable basis
for our opinion.

In our opinion, the 20X2 financial statements referred to above present fairly, in all material respects, the
financial position of ABC Company as of December 31, 20X2, and the results of its operations and its cash
flows for the year then ended in conformity with accounting principles generally accepted in the United
States of America.
The 20X1 financial statements were compiled by other accountants who have ceased operations, and their
report thereon, dated February 1, 20X2, stated that they did not audit or review those financial statements
and, accordingly, express no opinion or any other form of assurance on them.
[Signature]

[Date]

[Sources: SAS No. 58, paragraph 74, as amended by SAS No. 79 and with conforming changes due to SAS
No. 93 (AU section 508.74).]
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10,223

Change in Accounting Principles or Method of Accounting

Independent Auditors Report
Addressee:
We have audited the accompanying balance sheet of X Company as of December 31,20XX, and the related
statements of income, retained earnings, and cash flows for the year then ended. These financial statements
are the responsibility of the Company's management. Our responsibility is to express an opinion on these
financial statements based on our audit.

We conducted our audit in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentations. We believe that our audit provides a reasonable
basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the financial
position of X Company as of [at] December 31,20XX, and the results of its operations and its cash flows for
the year then ended in conformity with accounting principles generally accepted in the United States of
America.
As discussed in Note X to the financial statements, the Company changed its method of computing
depreciation in 20XX.
[Signature]
[Date]
[Source: SAS No. 58, paragraph 17, as amended by SAS No. 79 and with conforming changes due to SAS No.
93 (AU section 508.17).]
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Going Concern—Uncertainty

Independent Auditor's Report

Addressee:
We have audited the accompanying balance sheet of X Company as of December 31, 20XX, and the related
statements of income, retained earnings, and cash flows for the year then ended. These financial statements
are the responsibility of the Company's management. Our responsibility is to express an opinion on these
financial statements based on our audit.
We conducted our audit in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audit provides a reasonable basis
for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the financial
position of X Company as of [at] December 31,20XX, and the results of its operations and its cash flows for
the year then ended in conformity with accounting principles generally accepted in the United States of
America.
The accompanying financial statements have been prepared assuming that the Company will continue as a
going concern. As discussed in Note X to the financial statements, the Company has suffered recurring losses
from operations and has a net capital deficiency that raise substantial doubt about its ability to continue as
a going concern. Management's plans in regard to these matters are also described in Note X. The financial
statements do not include any adjustments that might result from the outcome of this uncertainty.
[Signature]

[Date]
[Source: SAS No. 59, paragraph 13, as amended by SAS No. 77 and with conforming changes due to SAS No.
93 (AU section 341.13).]

Note:

In a going-concern explanatory paragraph, the auditor should not use conditional language in
expressing a conclusion concerning the existence of substantial doubt about the entity's ability to
continue as a going concern.
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10,225

Liquidation Basis of Accounting—Single Year Financial Statements

Independent Auditor's Report

Addressee:
We have audited the accompanying statement of net assets in liquidation of X Company as of December 31,
20X2, and the related statement of changes in net assets in liquidation for the period from April 26, 20X2 to
December 31,20X2. In addition, we have audited the statements of income, retained earnings, and cash flows
for the period from January 1,20X2 to April 25,20X2. These financial statements are the responsibility of the
Company's management. Our responsibility is to express an opinion on these financial statements based on
our audit.
We conducted our audit in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audit provides a reasonable basis
for our opinion.

As described in Note X to the financial statements, the stockholders of X Company approved a plan of
liquidation on April 25, 20X2, and the company commenced liquidation shortly thereafter. As a result, the
company has changed its basis of accounting for periods subsequent to April 25,20X2 from the going-concern
basis to a liquidation basis.
In our opinion, the financial statements referred to above present fairly, in all material respects, the net assets
in liquidation of X Company as of December 31, 20X2, the changes in its net assets in liquidation for the
period from April 26,20X2 to December 31, 20X2, and the results of its operations and its cash flows for the
period from January 1, 20X2 to April 25,20X2, in conformity with accounting principles generally accepted
in the United States of America applied on the bases described in the following paragraph.

[Signature]
[Date]
[Source: Interpretation No. 8 of SAS No. 58, with conforming changes due to SAS No. 93 (AU section 9508.36).]
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Liquidation Basis of Accounting—Comparative Financial Statements
Independent Auditor's Report

Addressee:
We have audited the accompanying balance sheet of X Company as of December 31, 20X1, and the related
statements of income, retained earnings, and cash flows for the year then ended, and the statements of
income, retained earnings, and cash flows for the period from January 1,20X2 to April 25,20X2. In addition,
we have audited the statement of net assets in liquidation as of December 31,20X2, and the related statement
of changes in net assets in liquidation for the period from April 26,20X2 to December 31,20X2. These financial
statements are the responsibility of the Company's management. Our responsibility is to express an opinion
on these financial statements based on our audits.

We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis
for our opinion.

As described in Note X to the financial statements, the stockholders of X Company approved a plan of
liquidation on April 25, 20X2, and the company commenced liquidation shortly thereafter. As a result, the
company has changed its basis of accounting for periods subsequent to April 25,20X2 from the going-concern
basis to a liquidation basis.
In our opinion, the financial statements referred to above present fairly, in all material respects, the financial
position of X Company as of December 31,20X1, and the results of its operations and its cash flows for the
year then ended and for the period from January 1,20X2 to April 25,20X2, its net assets in liquidation, as of
December 31, 20X2, and the changes in its net assets in liquidation for the period from April 26, 20X2 to
December 31, 20X2, in conformity with accounting principles generally accepted in the United States of
America applied on the bases described in the following paragraph.
[Signature]

[Date]
[Source: Interpretation No. 8 of SAS No. 58, with conforming changes due to SAS No. 93 (AU section 9508.36).]
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10,227

Comparative Financial Statements—Unqualified Opinion on the Current Year's Financial
Statements With Disclaimer of Opinion on the Prior Year's Statements of Income,
Retained Earnings, and Cash Flows
Independent Auditor's Report

Addressee:

We have audited the accompanying balance sheets of X Company as of December 31,20X2 and 20X1, and
the related statements of income, retained earnings, and cash flows for the years then ended. These financial
statements are the responsibility of the Company's management. Our responsibility is to express an opinion
on these financial statements based on our audits.

Except as explained in the following paragraph, we conducted our audits in accordance with auditing
standards generally accepted in the United States of America. Those standards require that we plan and
perform our audit to obtain reasonable assurance about whether the financial statements are free of material
misstatement. An audit includes examining, on a test basis, evidence supporting the amounts and disclosures
in the financial statements. An audit also includes assessing the accounting principles used and significant
estimates made by management, as well as evaluating the overall financial statement presentation. We
believe that our audits provide a reasonable basis for our opinion.
We did not observe the taking of the physical inventory as of December 31,20X0, since that date was prior
to our appointment as auditors for the Company, and we were unable to satisfy ourselves regarding
inventory quantities by means of other auditing procedures. Inventory amounts as of December 31, 20X0,
enter into the determination of net income and cash flows for the year ended December 31,20X1.
Because of the matter discussed in the preceding paragraph, the scope of our work was not sufficient to
enable us to express, and we do not express, an opinion on the results of operations and cash flows for the
year ended December 31,20X1.

In our opinion, the balance sheets of X Company as of December 31, 20X2 and 20X1, and the related
statements of income, retained earnings, and cash flows for the year ended December 31,20X2, present fairly,
in all material respects, the financial position of X Company as of December 31, 20X2 and 20X1, and the
results of its operations and its cash flows for the year ended December 31, 20X2, in conformity with
accounting principles generally accepted in the United States of America.
[Signature]

[Date]
[Source: SAS No. 58, paragraph 67, as amended by SAS No. 79 and with conforming changes due to SAS No.
93 (AU section 508.67).]

Note: This report assumes that the independent auditor has been able to satisfy himself as to the consistency
of application of generally accepted accounting principles.
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Independent Auditor's Report

Addressee:

We have audited the accompanying balance sheets of X Company as of December 31, 20X2 and 20X1, and
the related statements of income, retained earnings, and cash flows for the years then ended. These financial
statements are the responsibility of the Company's management. Our responsibility is to express an opinion
on these financial statements based on our audits.
We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis
for our opinion.
In our report dated March 1,20X2, we expressed an opinion that the 20X1 financial statements did not fairly
present financial position, results of operations, and cash flows in conformity with generally accepted
accounting principles because of two departures from such principles: (1) the Company carried its property,
plant, and equipment at appraisal values, and provided for depreciation on the basis of such values, and (2)
the Company did not provide for deferred income taxes with respect to differences between income for
financial reporting purposes and taxable income. As described in Note X, the Company has changed its
method of accounting for these items and restated its 20X1 financial statements to conform with accounting
principles generally accepted in the United States of America. Accordingly, our present opinion on the 20X1
financial statements, as presented herein, is different from that expressed in our previous report.

In our opinion, the financial statements referred to above present fairly, in all material respects, the financial
position of X Company as of December 31,20X2 and 20X1, and the results of its operations and its cash flows
for the years then ended in conformity with accounting principles generally accepted in the United States of
America.
[Signature]

[Date]
[Source: SAS No. 58, paragraph 69, as amended by SAS No. 79 and with conforming changes due to SAS No.
93 (AU section 508.69).]
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10,229

Comparative Financial Statements—Current Year's Statements Audited and Prior Year's
Statements Reviewed
Independent Auditor's Report

Addressee:
We have audited the accompanying balance sheet of X Company as of December 31, 20X2, and the related
statements of income, retained earnings, and cash flows for the year then ended. These financial statements
are the responsibility of the Company's management. Our responsibility is to express an opinion on these
financial statements based on our audit.

We conducted our audit in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audit provides a reasonable basis
for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the financial
position of X Company as of December 31,20X2, and the results of its operations and its cash flows for the
year then ended in conformity with accounting principles generally accepted in the United States of America.

The 20X1 financial statements were reviewed by us (other accountants) and our (their) report thereon, dated
March 1,20X2, stated we (they) were not aware of any material modifications that should be made to those
statements for them to be in conformity with generally accepted accounting principles. However, a review
is substantially less in scope than an audit and does not provide a basis for the expression of an opinion on
the financial statements taken as a whole.
[Signature]
[Date]
[Source: SAS No. 26, paragraph 17 (AU section 504.17).]

Notes: When unaudited financial statements are presented in comparative form with audited financial
statements, the unaudited financial statements should be clearly marked to indicate their status.

When the financial statements are those of a public entity, the separate paragraph should include a
disclaimer of opinion or a description of a review. (A sample of a disclaimer of opinion is provided
in AAM section 10,210.170.)
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Comparative Financial Statements—Current Year's Statements Audited and Prior Year's
Statements Compiled

Independent Auditor's Report
Addressee:
We have audited the accompanying balance sheet of X Company as of December 31, 20X2, and the related
statements of income, retained earnings, and cash flows for the year then ended. These financial statements
are the responsibility of the Company's management. Our responsibility is to express an opinion on these
financial statements based on our audit.

We conducted our audit in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audit provides a reasonable basis
for our opinion.
In our opinion, the financial statements referred to above present fairly, in all material respects, the financial
position of X Company as of December 31,20X2, and the results of its operations and its cash flows for the
year then ended in conformity with accounting principles generally accepted in the United States of America.

The 20X1 financial statements were compiled by us (other accountants) and our (their) report thereon, dated
March 1,20X2, stated we (they) did not audit or review those financial statements and, accordingly, express
no opinion or other form of assurance on them.
[Signature]

[Date]
[Source: SAS No. 26, paragraph 17 (AU section 504.17).]

Note: When unaudited financial statements are presented in comparative form with audited financial
statements, the unaudited financial statements should be clearly marked to indicate their status.
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10,231

Comparative Financial Statements—Current Year's Statements Audited and Disclaimer on Prior
Year's Unaudited Statements

Independent Auditor's Report
Addressee:

We have audited the accompanying balance sheet of X Company as of December 31,20X2, and the related
statements of income, retained earnings, and cash flows for the year then ended. These financial statements
are the responsibility of the Company's management. Our responsibility is to express an opinion on these
financial statements based on our audit.
We conducted our audit in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audit provides a reasonable basis
for our opinion.
In our opinion, the financial statements referred to above present fairly, in all material respects, the financial
position of X Company as of December 31,20X2, and the results of its operations and its cash flows for the
year then ended in conformity with accounting principles generally accepted in the United States of America.

The 20X1 financial statements were not audited by us and, accordingly, we do not express an opinion on
them.
[Signature]

[Date]

Notes: The above report illustrates a disclaimer of opinion as described in SAS No. 26, paragraph 17 (AU
section 504.17) when the financial statements are those of a public entity. For a nonpublic entity, see
AAM section 10,210.150 and .160.

When unaudited financial statements are presented in comparative form with audited financial
statements, the unaudited financial statements should be clearly marked to indicate their status.
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.180 U.S.-Style Report Modified to Report on Financial Statements Prepared in Conformity With
Accounting Principles Generally Accepted in Another Country That Are Intended for Use Only
Outside the United States
Independent Auditor's Report

Addressee:
We have audited the accompanying balance sheet of International Company as of December 31,20XX, and
the related statements of income, retained earnings, and cash flows for the year then ended which, as
described in Note X, have been prepared on the basis of accounting principles accepted in [name of country].
These financial statements are the responsibility of the Company's management. Our responsibility is to
express an opinion on these financial statements based on our audit.
We conducted our audit in accordance with auditing standards generally accepted in the United States of
America (and in [name of country]). U.S. standards require that we plan and petform the audit to obtain
reasonable assurance about whether the financial statements are free of material misstatement. An audit
includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial
statements. An audit also includes assessing the accounting principles used and significant estimates made
by management, as well as evaluating the overall financial statement presentation. We believe that our audit
provides a reasonable basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the financial
position of International Company as of December 31, 20XX, and the results of its operations and its cash
flows for the year then ended in conformity with accounting principles generally accepted in [name of country].

[Signature]
[Date]

Note: The above illustrates a report as described in SAS No. 51, paragraph 10, as amended and with
conforming changes due to SAS No. 93 (AU section 534.10).
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10,233

Report on Financial Statements Prepared in Conformity With the Accounting Principles
Generally Accepted in Another Country That Will Have More Than Limited Distribution
in the United States

Independent Auditor's Report

Addressee:
We have audited the accompanying balance sheet of International Company as of December 31,20XX, and
the related statements of income, retained earnings, and cash flows for the year then ended. These financial
statements are the responsibility of the Company's management. Our responsibility is to express an opinion
on these financial statements based on our audit.
We conducted our audit in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audit provides a reasonable basis
for our opinion.

As described in Note X to the financial statements, the Company has recorded fixed assets in excess of
historical cost using appraised value as the basis for adjustment in accordance with accounting principles
generally accepted in [name of country]. If the fixed assets had been recorded at historical cost, fixed assets
and retained earnings would be decreased by $XXX,XXX and $XXX,XXX respectively, as of December 31,
20XX, and net income and earnings per share would be increased by $X,XXX and $X.XX respectively for the
year then ended.
In our opinion, except for the effects of recording the fixed assets in excess of historical costs, discussed in
the preceding paragraph, the financial statements present fairly, in all material respects, the financial position
of International Company as of December 31, 20XX, and the results of its operations and its cash flows for
the year then ended, in conformity with accounting principles generally accepted in the United States of
America.
(Optional Paragraph)

In our opinion, the financial statements referred to above present fairly the financial position of the
International Company at December 31,20XX, and the results of its operations and its cash flows for the year
then ended, in conformity with accounting principles generally accepted in [name of country].

[Signature]
[Date]

Note: The above illustrates a report as described in SAS No. 51, paragraphs 14 and 15, as amended and with
conforming changes due to SAS No. 93 (AU section 534.14 and .15). This report does not apply to
reports on financial statements of U.S. subsidiaries of foreign registrants presented in SEC filings of
foreign parent companies where the subsidiaries' financial statements have been prepared on the
basis of accounting used by the parent company.
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Correction of an Error, Not Involving an Accounting Principle
Independent Auditor's Report

We have audited the accompanying balance sheets of X Company as of December 31, 20X2 and 20X1, and
the related statements of income, retained earnings and cash flows for the years then ended. These financial
statements are the responsibility of the Company's management. Our responsibility is to express an opinion
on these financial statements based on our audits.
We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. These standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatements. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statements presentation. We believe that our audits provide a reasonable
basis for our opinion.
In our opinion, the financial statements referred to above present fairly, in all material respects, the financial
position of X Company as of December 31,20X2 and 20X1, and the results of its operations and its cash flows
for the years then ended in conformity with accounting principles generally accepted in the United States of
America.

As discussed in Note X to the financial statements, certain errors resulting in an understatement of previously
reported expenses for the years ended December 31, 20X1 and 20X0 were discovered by the Company's
management during the current year. Accordingly, the 20X1 financial statements have been restated and an
adjustment has been made to retained earnings as of January 1,20X1 to correct the errors.

[Signature]
[Date]
[Sources: SAS No. 58, paragraph 8, as amended by SAS No. 79 and SAS No. 93, and SAS No. 1, section 420,
paragraph 11 (AU sections 508.08 and 420.11, respectively).]

Note: This report would be used when the issuance of financial statements accompanied by the auditor's
report for a subsequent period is imminent so that disclosure is not delayed (SAS No. 1, section 561,
paragraph .06b [AU section 561.06b]).
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10,235

Subsequent Event Prior to Issuance of Auditor's Report
Independent Auditor's Report

We have audited the accompanying balance sheets of X Company as of December 31, 20X2 and 20X1, and
the related statements of income, retained earnings and cash flows for the years then ended. These financial
statements are the responsibility of the Company's management. Our responsibility is to express an opinion
on these financial statements based on our audits.
We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatements. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis
for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the financial
position of X Company as of December 31,20X2 and 20X1, and the results of its operations and its cash flows
for the years then ended in conformity with accounting principles generally accepted in the United States of
America.

As discussed in Note X to the financial statements, on March 1,20X3, the Company entered into an agreement
to sell Subsidiary A. This Subsidiary represents X% of the Company's total assets and X% of its revenues.

[Signature]
[Date]
[Source: SAS No. 58, paragraphs 8 and 19, as amended by SAS No. 79 and SAS No. 93 (AU section 508.08
and .19).]
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Reissued Report Due to Subsequent Discovery of Facts Existing at the Date of the
Auditor's Report
Independent Auditor's Report

We have audited the accompanying balance sheets of X Company as of December 31, 20X2 and 20X1, and
the related statements of income, retained earnings and cash flows for the years then ended. These financial
statements are the responsibility of the Company's management. Our responsibility is to express an opinion
on these financial statements based on our audits.
We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatements. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis
for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the financial
position of X Company as of December 31,20X2 and 20X1, and the results of its operations and its cash flows
for the years then ended in conformity with accounting principles generally accepted in the United States of
America.

As discussed in Note 10 to the financial statements, the Company's 20X2 [specify account corrected] previously
reported as $XX,XXX should have been $X,XXX. This discovery was made subsequent to the issuance of the
financial statements. The financial statements have been restated to reflect this correction.
[Signature]
[March 31,20X3, except for Note 10, as to which the date is April 30,20X3]

[Sources: SAS No. 1, section 561, paragraph .06a and SAS No. 58, paragraph 8, as amended by SAS No. 79
and SAS No. 93 (AU sections 561.06a and 508.08, respectively).]
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AAM Section 10,220
Adverse Opinions
.01

Departures from GAAP

Independent Auditor's Report

Addressee:
We have audited the accompanying balance sheets of X Company as of December 31, 20X2 and 20X1, and
the related statements of income, retained earnings, and cash flows for the years then ended. These financial
statements are the responsibility of the Company's management. Our responsibility is to express an opinion
on these financial statements based on our audits.

We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis
for our opinion.

As discussed in Note X to the financial statements, the Company carries its property plant, and equipment
accounts at appraisal values, and provides depreciation on the basis of such values. Further, the Company
does not provide for income taxes with respect to differences between financial income and taxable income
arising because of the use, for income tax purposes, of the installment method of reporting gross profit from
certain types of sales. Accounting principles generally accepted in the United States of America require that
property, plant and equipment be stated at an amount not in excess of cost, reduced by depreciation based
on such amount, and that deferred income taxes be provided.
Because of the departures from accounting principles generally accepted in the United States of America
identified above, as of December 31, 20X2 and 20X1, inventories have been increased $______ and $_______
by inclusion in manufacturing overhead of depreciation in excess of that based on cost; property, plant, and
equipment, less accumulated depreciation, is carried at $and $in excess of an amount based
on the cost to the Company; and deferred income taxes of $______ and $_______ have not been recorded,
resulting in an increase of $and $in retained earnings and appraisal surplus of $______ and
$, respectively. For the years ended December 31,20X2 and 20X1, cost of goods sold has been increased
$and $, respectively, because of the effects of the depreciation accounting referred to above
and deferred income taxes of $and $
have not been provided, resulting in an increase in net
income of $and $, respectively.

In our opinion, because of the effects of the matters discussed in the preceding paragraphs, the financial
statements referred to above do not present fairly, in conformity with accounting principles generally
accepted in the United States of America, the financial position of X Company as of December 31,20X2 and
20X1, or the results of its operations or its cash flows for the years then ended.
[Signature]
[Date]
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[Source: SAS No. 58, paragraph 60, as amended by SAS No. 79 and with conforming changes due to SAS No.
93 (AU section 508.60).]
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AAM Section 10,230
Disclaimers of Opinion
.01

Beginning Inventory Not Observed (First Examination)
Independent Auditor's Report

Addressee:

We have audited the accompanying balance sheet of X Company as of December 31, 20X2, and the related
statements of income, retained earnings, and cash flows for the year then ended. These financial statements
are the responsibility of the Company's management. Our responsibility is to express an opinion on these
financial statements based on our audit.
*

Except as discussed in the following paragraph, we conducted our audit in accordance with auditing
standards generally accepted in the United States of America. Those standards require that we plan and
perform the audit to obtain reasonable assurance about whether the financial statements are free of material
misstatement. An audit includes examining, on a test basis, evidence supporting the amounts and disclosures
in the financial statements. An audit also includes assessing the accounting principles used and significant
estimates made by management, as well as evaluating the overall financial statement presentation. We
believe that our audit provides a reasonable basis for our opinion.
Because we were not engaged as auditors until after December 31,20X1, we were not present to observe the
physical inventory taken at that date and we were not able to apply other auditing procedures to satisfy
ourselves as to inventory quantities. Accordingly, the scope of our work was not sufficient to enable us to
express, and we do not express, an opinion on the accompanying statements of income, retained earnings
and cash flows for the year ended December 31,20X2.

In our opinion, the balance sheet referred to above presents fairly, in all material respects, the financial
position of X Company as of December 31,20X2, in conformity with accounting principles generally accepted
in the United States of America.
[Signature]

[Date]
[Source: SAS No. 58, paragraph 26, as amended by SAS No. 79 and with conforming changes due to SAS No.
93 (AU section 508.26).]

Although the introductory paragraph of the standard disclaimer of opinion begins with "We were engaged to audit ..." and the
scope paragraph of the report is omitted, SAS No. 58, paragraph 67, as amended by SAS No. 79 (AU section 508.67), shows that the
introductory paragraph does not need to be modified nor does the scope paragraph need to be omitted when the disclaimed financial
statements are with audited financial statements.
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Inability to Obtain Sufficient Competent Evidential Matter Due to a Scope Limitation

Independent Auditor's Report

Addressee:
We were engaged to audit the accompanying balance sheets of X Company as of December 31, 20X2 and
20X1, and the related statements of income, retained earnings, and cash flows for the years then ended. These
financial statements are the responsibility of the Company's management.

The Company did not make a count of its physical inventory in 20X2 or 20X1, stated in the accompanying
financial statements at $as of December 31, 20X2, and at $as of December 31, 20X1. Further,
evidence supporting the cost of property and equipment acquired prior to December 31,20X1, is no longer
available. The Company's records do not permit the application of other auditing procedures to inventories
or property and equipment.
Since the Company did not take physical inventories and we were not able to apply other auditing procedures
to satisfy ourselves as to inventory quantities and the cost of property and equipment, the scope of our work
was not sufficient to enable us to express, and we do not express, an opinion on these financial statements.
[Signature]

[Date]
[Source: SAS No. 58, paragraph 63, as amended by SAS No. 79 (AU section 508.63).]
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Scope Limitation—Inventory and GAAP Departure—Capitalized Lease Obligations
Independent Auditor's Report

Addressee:
We were engaged to audit the accompanying balance sheets of X Company as of December 31, 20X2 and
20X1, and the related statements of income, retained earnings, and cash flows for the years then ended. These
financial statements are the responsibility of the Company's management.

The Company has excluded, from property and debt in the accompanying balance sheets, certain lease
obligations that, in our opinion, should be capitalized in order to conform with accounting principles
generally accepted in the United States of America. If these lease obligations were capitalized, property
would be increased by $and $, long-term debt by $and $, and retained earnings
by $and $as of December 31,20X2 and 20X1, respectively. Additionally, net income would be
increased (decreased) by $and $and earnings per share would be increased (decreased) by
$and $, respectively, for the years then ended.
The Company did not make a count of its physical inventory in 20X2 or 20X1, stated in the accompanying
financial statements at $as of December 31, 20X2, and at $as of December 31, 20X1. Further,
evidence supporting the cost of property and equipment acquired prior to December 31,20X1, is no longer
available. The Company's records do not permit the application of other auditing procedures to inventories
or property and equipment.

Since the Company did not take physical inventories and we were not able to apply other auditing procedures
to satisfy ourselves as to inventory quantities and the cost of property and equipment, the scope of our work
was not sufficient to enable us to express, and we do not express, an opinion on these financial statements.
[Signature]

[Date]
[Source: SAS No. 58, paragraphs 39 and 63, as amended by SAS No. 79 and with conforming changes due to
SAS No. 93 (AU section 508.39 and .63).]

Note: This report would be used if the GAAP departure is not so material to require an adverse opinion.
See AAM section 10,220.01 for an example of an adverse opinion.
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AAM Section 10,240
Qualified Opinions
.010

Scope Limitation—Investment in Foreign Affiliate (Assuming Effects Are Such That
Qualification Rather Than Disclaimer is Appropriate)
Independent Auditor's Report

Addressee:
We have audited the accompanying balance sheets of X Company as of December 31, 20X2 and 20X1, and
the related statements of income, retained earnings, and cash flows for the years then ended. These financial
statements are the responsibility of the Company's management. Our responsibility is to express an opinion
on these financial statements based on our audits.

Except as discussed in the following paragraph, we conducted our audits in accordance with auditing
standards generally accepted in the United States of America. Those standards require that we plan and
perform the audit to obtain reasonable assurance about whether the financial statements are free of material
misstatement. An audit includes examining, on a test basis, evidence supporting the amounts and disclosures
in the financial statements. An audit also includes assessing the accounting principles used and significant
estimates made by management, as well as evaluating the overall financial statement presentation. We
believe that our audits provide a reasonable basis for our opinion.
We were unable to obtain audited financial statements supporting the Company's investment in a foreign
affiliate stated at $and $at December 31,20X2 and 20X1, respectively, or its equity in earnings
of that affiliate of $and $, which is included in net income for the years then ended as described
in Note X to the financial statements; nor were we able to satisfy ourselves as to the carrying value of the
investment in the foreign affiliate or the equity in its earnings by other auditing procedures.
In our opinion, except for the effects of such adjustments, if any, as might have been determined to be
necessary had we been able to examine evidence regarding the foreign affiliate investment and earnings, the
financial statements referred to in the first paragraph above present fairly, in all material respects, the
financial position of X Company as of December 31,20X2 and 20X1, and the results of its operations and its
cash flows for the years then ended in conformity with accounting principles generally accepted in the United
States of America.

[Signature]

[Date]
[Source: SAS No. 58, paragraph 26, as amended by SAS No. 79 and with conforming changes due to SAS No.
93 (AU section 508.26).]
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Departure from GAAP—Leases Not Capitalized
Independent Auditor's Report

Addressee:

We have audited the accompanying balance sheets of X Company as of December 31,20X2 and 20X1, and
the related statements of income, retained earnings, and cash flows for the years then ended. These financial
statements are the responsibility of the Company's management. Our responsibility is to express an opinion
on these financial statements based on our audits.
We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis
for our opinion.

The Company has excluded, from property and debt in the accompanying balance sheets, certain lease
obligations that, in our opinion, should be capitalized in order to conform with accounting principles
generally accepted in the United States of America. If these lease obligations were capitalized, property
would be increased by $______ and $, long-term debt by $and $, and retained earnings
by $and $as of December 31,20X2 and 20X1, respectively. Additionally, net income would be
increased (decreased) by $and $and earnings per share would be increased (decreased) by
$and $, respectively, for the years then ended.
In our opinion, except for the effects of not capitalizing certain lease obligations as discussed in the preceding
paragraph, the financial statements referred to above present fairly, in all material respects, the financial
position of X Company as of December 31,20X2 and 20X1, and the results of its operations and its cash flows
for the years then ended in conformity with accounting principles generally accepted in the United States of
America.

[Signature]

[Date]
[Source: SAS No. 58, paragraph 39, as amended by SAS No. 79 and with conforming changes due to SAS No.
93 (AU section 508.39).]
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Departure from GAAP—Leases Not Capitalized—Pertinent Facts Disclosed in Note
Independent Auditor's Report

Addressee:

We have audited the accompanying balance sheets of X Company as of December 31, 20X2 and 20X1, and
the related statements of income, retained earnings, and cash flows for the years then ended. These financial
statements are the responsibility of the Company's management. Our responsibility is to express an opinion
on these financial statements based on our audits.

We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis
for our opinion.
As more fully described in Note X to the financial statements, the Company has excluded certain lease
obligations from property and debt in the accompanying balance sheets. In our opinion, accounting
principles generally accepted in the United States of America require that such obligations be included in
the balance sheets.
In our opinion, except for the effects of not capitalizing certain lease obligations as discussed in the preceding
paragraph, the financial statements referred to above present fairly, in all material respects, the financial
position of X Company as of December 31,20X2 and 20X1, and the results of its operations and its cash flows
for the years then ended in conformity with accounting principles generally accepted in the United States of
America.

[Signature]
[Date]
[Source: SAS No. 58, paragraph 40, as amended by SAS No. 79 and with conforming changes due to SAS No.
93 (AU section 508.40).]
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Inadequate Disclosure—Omission of Disclosures
Independent Auditor's Report

Addressee:
We have audited the accompanying balance sheet of X Company as of December 31, 20XX, and the related
statements of income, retained earnings, and cash flows for the year then ended. These financial statements
are the responsibility of the Company's management. Our responsibility is to express an opinion on these
financial statements based on our audit.

We conducted our audit in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audit provides a reasonable basis
for our opinion.

The Company's financial statements do not disclose [describe the nature of the omitted disclosures]. In our
opinion, disclosure of this information is required by accounting principles generally accepted in the United
States of America.

In our opinion, except for the omission of the information discussed in the preceding paragraph, the financial
statements referred to above present fairly, in all material respects, the financial position of X Company as
of [at] December 31, 20XX, and the results of its operations and its cash flows for the year then ended in
conformity with accounting principles generally accepted in the United States of America.

[Signature]
[Date]
[Source: SAS No. 58, paragraph 42, as amended by SAS No. 79 and with conforming changes due to SAS No.
93 (AU section 508.42).]

Note: This report assumes the effects are such that the auditor has concluded an adverse opinion is not
appropriate.
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Inadequate Disclosure—Omission of Statement of Cash Flows
Independent Auditor's Report

Addressee:
We have audited the accompanying balance sheets of X Company as of December 31, 20X2 and 20X1, and
the related statements of income and retained earnings for the years then ended. These financial statements
are the responsibility of the Company's management. Our responsibility is to express an opinion on these
financial statements based on our audit.
We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis
for our opinion.
The Company declined to present a statement of cash flows for the years ended December 31,20X2 and 20X1.
Presentation of such statement summarizing the Company's operating, investing, and financing activities is
required by accounting principles generally accepted in the United States of America.

In our opinion, except that the omission of a statement of cash flows results in an incomplete presentation
as explained in the preceding paragraph, the financial statements referred to above present fairly, in all
material respects, the financial position of X Company as of December 31,20X2 and 20X1, and the results of
its operations for the years then ended in conformity with accounting principles generally accepted in the
United States of America.

[Signature]
[Date]
[Source: SAS No. 58, paragraph 44, as amended by SAS No. 79 and with conforming changes due to SAS No.
93 (AU section 508.44).]
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Change in Accounting Principle Without Reasonable Justification

Independent Auditor's Report

Addressee:
We have audited the accompanying balance sheets of X Company as of December 31, 20X2 and 20X1, and
the related statements of income, retained earnings, and cash flows for the years then ended. These financial
statements are the responsibility of the Company's management. Our responsibility is to express an opinion
on these financial statements based on our audits.

We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis
for our opinion.

As disclosed in Note X to the financial statements, the Company adopted, in 20X2, the first-in, first-out
method of accounting for its inventories, whereas it previously used the last-in, first-out method. Although
use of the first-in, first-out method is in conformity with accounting principles generally accepted in the
United States of America, in our opinion the Company has not provided reasonable justification for making
this change as required by those principles.
In our opinion, except for the change in accounting principle discussed in the preceding paragraph, the
financial statements referred to above present fairly, in all material respects, the financial position of X
Company as of December 31,20X2 and 20X1, and the results of its operations and its cash flows for the years
then ended in conformity with accounting principles generally accepted in the United States of America.

[Signature]
[Date]
[Source: SAS No. 58, paragraph 52, as amended by SAS No. 79 and with conforming changes due to SAS No.
93 (AU section 508.52).]

Note:

If the change was from an accounting principle that is not generally accepted to one that is generally
accepted it would be a correction of an error and would require recognition in the auditor's report
as to consistency. However, because the middle paragraph contains all of the information required
in an explanatory paragraph (following the opinion paragraph) as required by SAS No. 58, para
graphs 16-18, as amended by SAS No. 79 (AU section 508.16-18), an explanatory paragraph is not
required in this instance.
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Change to an Accounting Principle Not in Conformity With Generally Accepted
Accounting Principles
Independent Auditor's Report

Addressee:
We have audited the accompanying balance sheets of X Company as of December 31, 20X2 and 20X1, and
the related statements of income, retained earnings, and cash flows for the years then ended. These financial
statements are the responsibility of the Company's management. Our responsibility is to express an opinion
on these financial statements based on our audits.
We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis
for our opinion.

The company previously recorded its land at cost but adjusted the amounts to appraised values during the
year, with a corresponding increase in stockholders' equity in the amount of $. In our opinion, the
new basis on which land is recorded is not in conformity with accounting principles generally accepted in
the United States of America.
In our opinion, except for the change to recording appraised values as described above, the financial
statements referred to above present fairly, in all material respects, the financial position of X Company as
of [at] December 31, 20X2 and 20X1, and the results of its operations and its cash flows for the years then
ended in conformity with accounting principles generally accepted in the United States of America.

[Signature]

[Date]
[Source: SAS No. 58, paragraph 55, as amended by SAS No. 79 and with conforming changes due to SAS No.
93 (AU section 508.55).]
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.080 More than One Reason—Qualified Opinion on Prior Year's Financial Statements With
the Current Year Qualified for the Same Reason and an Additional Reason
Independent Auditor's Report

Addressee:
We have audited the accompanying balance sheets of X Company as of December 31, 20X2 and 20X1, and
the related statements of income, retained earnings, and cash flows for the years then ended. These financial
statements are the responsibility of the Company's management. Our responsibility is to express an opinion
on these financial statements based on our audits.

Except as discussed in the following paragraph, we conducted our audits in accordance with auditing
standards generally accepted in the United States of America. Those standards require that we plan and
perform the audit to obtain reasonable assurance about whether the financial statements are free of material
misstatement. An audit includes examining, on a test basis, evidence supporting the amounts and disclosures
in the financial statements. An audit also includes assessing the accounting principles used and significant
estimates made by management, as well as evaluating the overall financial statement presentation. We
believe that our audits provide a reasonable basis for our opinion.

We were unable to obtain audited financial statements supporting the Company's investment in a foreign
affiliate stated at $and $at December 31,20X2 and 20X1, respectively, or its equity in earnings
of that affiliate of $and $, which is included in net income for the years then ended as described
in Note X to the financial statements; nor were we able to satisfy ourselves as to the carrying value of the
investment in the foreign affiliate or the equity in its earnings by other auditing procedures.
The Company has excluded, from property and debt in the accompanying 20X2 balance sheet, certain lease
obligations that were entered into in 20X2, which in our opinion, should be capitalized in order to conform
with accounting principles generally accepted in the United States of America. If these lease obligations were
capitalized, property would be increased by $, long-term debt by $, and retained earnings by
$______ , as of December 31,20X2. Additionally, net income would be increased (decreased) by $and
earnings per share would be increased (decreased) by $for the year then ended.

In our opinion, except for the effects on the 20X2 and 20X1 financial statements of such adjustments, if any,
as might have been determined to be necessary had we been able to examine evidence regarding the foreign
affiliate investment and earnings, and except for the effects of the 20X2 financial statements of not capitalizing
certain lease obligations as discussed in the preceding paragraph, the financial statements referred to in the
first paragraph above present fairly, in all material respects, the financial position of X Company as of
December 31,20X2 and 20X1, and the results of its operations and its cash flows for the years then ended in
conformity with accounting principles generally accepted in the United States of America.

[Signature]
[Date]
[Source: SAS No. 58, paragraphs 26 and 39, as amended by SAS No. 79 and with conforming changes due to
SAS No. 93 (AU section 508.26 and .39).]
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AAM Section 10,245
Information Accompanying Audited
Financial Statements
.010

Omission of Supplementary Information Required by the FASB
Independent Auditor's Report

Addressee:

We have audited the accompanying balance sheets of X Company as of December 31, 20X2 and 20X1, and
the related statements of income, retained earnings, and cash flows for the years then ended. These financial
statements are the responsibility of the Company's management. Our responsibility is to express an opinion
on these financial statements based on our audits.
We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis
for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the financial
position of X Company as of [at] December 31,20X2 and 20X1, and the results of its operations and its cash
flows for the years then ended in conformity with accounting principles generally accepted in the United
States of America.
The Company has not presented [describe the supplementary information required by the FASB in the circum
stances} that the Financial Accounting Standards Board has determined is necessary to supplement, although
not required to be part of, the basic financial statements.

[Signature]
[Date]
[Source: SAS No. 52, paragraph 2 (AU section 558.08).]
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Omission of Supplementary Information Required by the GASB
Independent Auditor's Report

Addressee:
We have audited the accompanying general-purpose financial statements of City of Example, Any State as
of and for the year ended December 31,20XX. These general-purpose financial statements are the responsi
bility of City of Example, Any State management. Our responsibility is to express an opinion on these
general-purpose financial statements based on our audit.

We conducted our audit in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the general-purpose financial statements are free of material misstatement. An audit includes
examining, on a test basis, evidence supporting the amounts and disclosures in the general-purpose financial
statements. An audit also includes assessing the accounting principles used and significant estimates made
by management, as well as evaluating the overall general-purpose financial statement presentation. We
believe that our audit provides a reasonable basis for our opinion.

In our opinion, the general-purpose financial statements referred to above present fairly, in all material
respects, the financial position of City of Example, Any State as of December 31,20XX, and the results of its
operations and cash flows of its proprietary fund types for the year then ended in conformity with accounting
principles generally accepted in the United States of America.

The City of Example, Any State has not presented [describe the supplementary information required by the GASB
in the circumstances] that the Governmental Accounting Standards Board has determined is necessary to
supplement, although not required to be part of, the basic financial statements.
[Signature]

[Date]
[Source: SAS No. 52, paragraph 2 (AU section 558.08).]
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Material Departures From FASB Guidelines on Supplementary Information

Independent Auditor's Report

Addressee:

We have audited the accompanying balance sheets of X Company as of December 31, 20X2 and 20X1, and
the related statements of income, retained earnings, and cash flows for the years then ended. These financial
statements are the responsibility of the Company's management. Our responsibility is to express an opinion
on these financial statements based on our audits.

We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis
for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the financial
position of X Company as of [at] December 31, 20X2 and 20X1, and the results of its operations and its cash
flows for the years then ended in conformity with accounting principles generally accepted in the United
States of America.

The [specifically identify the supplementary information] on page XX is not required part of the basic financial
statements, and we did not audit and do not express an opinion on such information. However, we have
applied certain limited procedures, which consisted principally of inquiries of management regarding the
methods of measurement and presentation of the supplementary information. As result of such limited
procedures, we believe that the [specifically identify the supplementary information] is not in conformity with
guidelines established by the Financial Accounting Standards Board because [describe the material departure(s)
from the FASB guidelines].
[Signature]
[Date]
[Source: SAS No. 52, paragraph 2 (AU section 558.08).]

Note:

Ordinarily, the required supplementary information should be distinct from the audited financial
statements and distinguished from other information outside the financial statements that is not
required by the FASB. However, management may choose not to place the required supplementary
information outside the basic financial statements. In such circumstances, the information should be
clearly marked as unaudited. If the information is not clearly marked as unaudited, the auditor's
report on the audited financial statements should be expanded to include a disclaimer on the
supplementary information. [Source: SAS No. 52, paragraph 2 (AU section 558.10).] (See AAM section
10,245.060.)
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Material Departures From GASB Guidelines on Supplementary Information
Independent Auditor's Report

Addressee:
We have audited the accompanying general-purpose financial statements of City of Example, Any State as
of and for the year ended December 31, 20XX. These general-purpose financial statements are the responsi
bility of City of Example, Any State management. Our responsibility is to express an opinion on these
general-purpose financial statements based on our audit.
We conducted our audit in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the general-purpose financial statements are free of material misstatement. An audit includes
examining, on a test basis, evidence supporting the amounts and disclosures in the general-purpose financial
statements. An audit also includes assessing the accounting principles used and significant estimates made
by management, as well as evaluating the overall general-purpose financial statement presentation. We
believe that our audit provides a reasonable basis for our opinion.

In our opinion, the general-purpose financial statements referred to above present fairly, in all material
respects, the financial position of City of Example, Any State as of December 31, 20XX and the results of its
operations and cash flows of its proprietary fund types for the year then ended in conformity with accounting
principles generally accepted in the United States of America.

The [specifically identify the supplementary information] on page XX is not a required part of the basic financial
statements, and we did not audit and do not express an opinion on such information. However, we have
applied certain limited procedures, which consisted principally of inquiries of management regarding the
methods of measurement and presentation of the supplementary information. As a result of such limited
procedures, we believe that the [specifically identify the supplementary information] is not in conformity with
guidelines established by the Governmental Accounting Standards Board because [describe the material
departure(s) from the GASB guidelines].
[Signature]

[Date]
[Source: SAS No. 52, paragraph 2 (AU section 558.08).]

Note: Ordinarily, the required supplementary information should be distinct from the audited financial
statements and distinguished from other information outside the financial statements that is not
required by the GASB. However, management may choose not to place the required supplementary
information outside the basic financial statements. In such circumstances, the information should be
clearly marked as unaudited. If the information is not clearly marked as unaudited, the auditor's
report on the audited financial statements should be expanded to include a disclaimer on the
supplementary information. [Source: SAS No. 52, paragraph 2 (AU section 558.10).] (See AAM section
10,245.060.)
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.030 Prescribed Procedures Not Completed Regarding Supplementary Information Required
by the FASB
Independent Auditor's Report

Addressee:
We have audited the accompanying balance sheets of X Company as of December 31, 20X2 and 20X1, and
the related statements of income, retained earnings, and cash flows for the years then ended. These financial
statements are the responsibility of the Company's management. Our responsibility is to express an opinion
on these financial statements based on our audits.
We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis
for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the financial
position of X Company as of [at] December 31, 20X2 and 20X1, and the results of its operations and its cash
flows for the years then ended in conformity with accounting principles generally accepted in the United
States of America.
The [specifically identify the supplementary information] on page XX is not a required part of the basic financial
statements, and we did not audit and do not express an opinion on such information. Further, we were unable
to apply to the information certain procedures prescribed by professional standards because [state the reasons].

[Signature]
[Date]
[Source: SAS No. 52, paragraph 2 (AU section 558.08).]

Notes: Even though he or she is unable to complete the prescribed procedures, if, on a basis of facts known
to him or her, the auditor concludes that the supplementary information has not been measured or
presented within prescribed guidelines, he or she should suggest appropriate revision; failing that,
he or she describes the nature of any material departure(s) in his or her report. [Source: SAS No. 52,
paragraph 2 (AU section 558.08).]

Ordinarily, the required supplementary information should be distinct from the audited financial
statements and distinguished from other information outside the financial statements that is not
required by the FASB. However, management may choose not to place the required supplementary
information outside of the basic financial statements. In such circumstances, the information should
be clearly marked as unaudited. If the information is not clearly marked as unaudited, the auditor's
report should be expanded to include a disclaimer on the supplementary information. [Source: SAS
No. 52, paragraph 2 (AU section 558.10).] (See AAM section 10,245.060.)
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Prescribed Procedures Not Completed Regarding Supplementary Information Required
by the GASB
Independent Auditor's Report

Addressee:
We have audited the accompanying general-purpose financial statements of City of Example, Any State as
of and for the year ended December 31,20XX. These general-purpose financial statements are the responsi
bility of City of Example, Any State management. Our responsibility is to express an opinion on these
general-purpose financial statements based on our audit.
We conducted our audit in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the general-purpose financial statements are free of material misstatement. An audit includes
examining, on a test basis, evidence supporting the amounts and disclosures in the general-purpose financial
statements. An audit also includes assessing the accounting principles used and significant estimates made
by management, as well as evaluating the overall general-purpose financial statement presentation. We
believe that our audit provides a reasonable basis for our opinion.

In our opinion, the general-purpose financial statements referred to above present fairly, in all material
respects, the financial position of City of Example, Any State as of December 31,20XX, and the results of its
operations and cash flows of its proprietary fund types for the year then ended in conformity with accounting
principles generally accepted in the United States of America.

The [specifically identify the supplementary information] on page XX is not a required part of the basic financial
statements, and we did not audit and do not express an opinion on such information. Further, we were unable
to apply to the information certain procedures prescribed by professional standards because [state the reasons].
[Signature]

[Date]
[Source: SAS No. 52, paragraph 2 (AU section 558.08).]

Notes: Even though he or she is unable to complete the prescribed procedures, if, on the basis of facts known
to him or her, the auditor concludes that the supplementary information has not been measured or
presented within prescribed guidelines, he or she should suggest appropriate revision; failing that,
he or she should describe the nature of any material departure(s) in his or her report. [Source: SAS
No. 52, paragraph 2 (AU section 558.08).]

Ordinarily, the required supplementary information should be distinct from the audited financial
statements and distinguished from other information outside the financial statements that is not
required by the GASB. However, management may choose not to place the required supplementary
information outside of the basic financial statements. In such circumstances, the information should
be clearly marked as unaudited. If the information is not clearly marked as unaudited, the auditor's
report should be expanded to include a disclaimer on the supplementary information. [Source: SAS
No. 52, paragraph 2 (AU section 558.10).] (See AAM section 10,245.060.)
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.040 Unresolved Doubts About Adherence to Guidelines Regarding Supplementary Information
Required by FASB
Independent Auditor's Report

Addressee:

We have audited the accompanying balance sheets of X Company as of December 31, 20X2 and 20X1, and
the related statements of income, retained earnings, and cash flows for the years then ended. These financial
statements are the responsibility of the Company's management. Our responsibility to express an opinion
on these financial statements based on our audits.

We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis
for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the financial
position of X Company as of [at] December 31, 20X2 and 20X1, and the results of its operations and its cash
flows for the years then ended in conformity with accounting principles generally accepted in the United
States of America.
The [specifically identify the supplementary information] on page XX is not a required part of the basic financial
statements, and we did not audit and do not express an opinion on such information. However, we have
applied certain limited procedures prescribed by professional standards that raised doubts that we were
unable to resolve regarding whether material modifications should be made to the information for it to
conform with guidelines established by the Financial Accounting Standards Board. [The auditor should consider
including in his or her report the reason(s) he or she was unable to resolve his or her substantial doubts.]

[Signature]

[Date]
[Source: SAS No. 52, paragraph 2 (AU section 558.08).]

Notes: Even though he or she is unable to complete the prescribed procedures, if, on the basis of facts known
to him or her, the auditor concludes that the supplementary information has not been measured or
presented within prescribed guidelines, he or she should suggest appropriate revision; failing that,
he or she describes the nature of any material departure(s) in his or her report. [Source: SAS No. 52,
paragraph 2 (AU section 558.08).]
Ordinarily, the required supplementary information should be distinct from the audited financial
statements and distinguished from other information outside the financial statements that is not
required by the FASB. However, management may choose not to place the required supplementary
information outside of the basic financial statements. In such circumstances, the information should
be clearly marked as unaudited. If the information is not clearly marked as unaudited, the auditor's
report should be expanded to include a disclaimer on the supplementary information. [Source: SAS
No. 52, paragraph 2 (AU section 558.10).] (See AAM section 10,245.060.)
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Unresolved Doubts About Adherence to Guidelines Regarding Supplementary Information
Required by GASB

Independent Auditor's Report

Addressee:
We have audited the accompanying general-purpose financial statements of City of Example, Any State as
of and for the year ended December 31, 20XX. These general-purpose financial statements are the responsi
bility of City of Example, Any State management. Our responsibility is to express an opinion on these
general-purpose financial statements based on our audit.
We conducted our audit in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the general-purpose financial statements are free of material misstatement. An audit includes
examining, on a test basis, evidence supporting the amounts and disclosures in the general-purpose financial
statements. An audit also includes assessing the accounting principles used and significant estimates made
by management, as well as evaluating the overall general-purpose financial statement presentation. We
believe that our audit provides a reasonable basis for our opinion.

In our opinion, the general-purpose financial statements referred to above present fairly, in all material
respects, the financial position of City of Example, Any State as of December 31, 20XX, and the results of its
operations and cash flows of its proprietary fund types for the year then ended in conformity with accounting
principles generally accepted in the United States of America.

The [specifically identify the supplementary information] on page XX is not a required part of the basic financial
statements, and we did not audit and do not express an opinion on such information. However, we have
applied certain limited procedures prescribed by professional standards that raised doubts that we were
unable to resolve regarding whether material modifications should be made to the information for it to
conform with guidelines established by the Governmental Accounting Standards Board. [The auditor should
consider including in his or her report the reason(s) he or she was unable to resolve his or her substantial doubts.]
[Signature]
[Date]
[Source: SAS No. 52, paragraph 2 (AU section 558.08).]

Notes: Even though he or she is unable to complete the prescribed procedures, if, on the basis of facts known
to him or her, the auditor concludes that the supplementary information has not been measured or
presented within prescribed guidelines, he or she should suggest appropriate revision; failing that,
he or she describes the nature of any material departure(s) in his or her report. [Source: SAS No. 52,
paragraph 2 (AU section 558.08).]
Ordinarily, the required supplementary information should be distinct from the audited financial
statements and distinguished from other information outside the financial statements that is not
required by the GASB. However, management may choose not to place the required supplementary
information outside of the basic financial statements. In such circumstances, the information should
be clearly marked as unaudited. If the information is not clearly marked as unaudited, the auditor's
report should be expanded to include a disclaimer on the supplementary information. [Source: SAS
No. 52, paragraph 2 (AU section 558.10).] (See AAM section 10,245.060.)
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.050 Report on Accompanying Information

Independent Auditor's Report

Addressee:
We have audited the accompanying balance sheets of X Company as of December 31, 20X2 and 20X1, and
the related statements of income, retained earnings, and cash flows for the years then ended. These financial
statements are the responsibility of the Company's management. Our responsibility is to express an opinion
on these financial statements based on our audits.
We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis
for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the financial
position of X Company as of [at] December 31, 20X2 and 20X1, and the results of its operations and its cash
flows for the years then ended in conformity with accounting principles generally accepted in the United
States of America.
Our audits were conducted for the purpose of forming an opinion on the basic financial statements taken as
a whole. The (identify accompanying information) is presented for purposes of additional analysis and is
not a required part of the basic financial statements. Such information has been subjected to the auditing
procedures applied in the audit of the basic financial statements and, in our opinion, is fairly stated in all
material respects in relation to the basic financial statements taken as a whole.

[Signature]

[Date]
[Source: SAS No. 29, paragraph 12, as amended by SAS No. 52 (AU section 551.12).]

Notes: The report on the accompanying information may be added to the auditor's standard report on the
basic financial statements or may appear separately in the auditor-submitted document.
This form of reporting on accompanying information is not appropriate with respect to supplemen
tary information required by the FASB; see SAS No. 52, paragraph 3 (AU section 551.15).
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Disclaimer on Accompanying Information (Not Audited)

Independent Auditor's Report

Addressee:
We have audited the accompanying balance sheets of X Company as of December 31, 20X2 and 20X1, and
the related statements of income, retained earnings, and cash flows for the years then ended. These financial
statements are the responsibility of the Company's management. Our responsibility is to express an opinion
on these financial statements based on our audits.
We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis
for our opinion.
In our opinion, the financial statements referred to above present fairly, in all material respects, the financial
position of X Company as of [at] December 31, 20X2 and 20X1, and the results of its operations and its cash
flows for the years then ended in conformity with accounting principles generally accepted in the United
States of America.

Our audits were conducted for the purpose of forming an opinion on the basic financial statements taken as
a whole. The (identify the accompanying information) is presented for purposes of additional analysis and
is not a required part of the basic financial statements. Such information has not been subjected to the auditing
procedures applied in the audit of the basic financial statements, and, accordingly, we express no opinion
on it.

[Signature]
[Date]
[Source: SAS No. 29, paragraph 13, as amended by SAS No. 52 (AU section 551.13).]

Notes: The report on the accompanying information may be added to the auditor's standard report on the
basic financial statements or may appear separately in the auditor-submitted document.

When the auditor disclaims an opinion on all or part of the accompanying information in a document
that he or she submits to his or her client or to others, such information should either be marked as
unaudited or should include a reference to the auditor's disclaimer of opinion. The wording of the
disclaimer will vary according to the circumstances.

AAM §10,245.060

Copyright © 2001, American Institute of Certified Public Accountants, Inc.

50

Information Accompanying Audited Financial Statements

10-01

.070

10,431

Disclaimer on Part of the Accompanying Information (Not Audited)
Independent Auditor's Report

Addressee:

We have audited the accompanying balance sheets of X Company as of December 31, 20X2 and 20X1, and
the related statements of income, retained earnings, and cash flows for the years then ended. These financial
statements are the responsibility of the Company's management. Our responsibility is to express an opinion
on these financial statements based on our audits.
We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis
for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the financial
position of X Company as of [at] December 31, 20X2 and 20X1, and the results of its operations and its cash
flows for the years then ended in conformity with accounting principles generally accepted in the United
States of America.
Our audits were conducted for the purpose of forming an opinion on the basic financial statements taken as
a whole. The information on pages XX-YY is presented for purposes of additional analysis and is not a
required part of the basic financial statements. Such information, except for that portion marked "un
audited," on which we express no opinion, has been subjected to the auditing procedures applied in the audit
of the basic financial statements; and, in our opinion, the information is fairly stated in all material respects
in relation to the basic financial statements taken as a whole.

[Signature]
[Date]
[Source: SAS No. 29, paragraph 13, as amended by SAS No. 52 (AU section 551.13).]

Notes: The report on the accompanying information may be added to the auditor's standard report on the
basic financial statements or may appear separately in the auditor-submitted document.

When the auditor disclaims an opinion on all or part of the accompanying information in a document
that he or she submits to his or her client or to others, such information should either be marked as
unaudited or should include a reference to the auditor's disclaimer of opinion. The wording of the
disclaimer will vary according to the circumstances.
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.080 Qualification on Basic Financial Statements and Accompanying Information
(Departure From GAAP)
Independent Auditor's Report

Addressee:
We have audited the accompanying balance sheets of X Company as of December 31, 20X2 and 20X1, and
the related statements of income, retained earnings, and cash flows for the years then ended. These financial
statements are the responsibility of the Company's management. Our responsibility is to express an opinion
on these financial statements based on our audits.

We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis
for our opinion.

The Company has excluded, from property and debt in the accompanying balance sheets, certain lease
obligations that, in our opinion, should be capitalized in order to conform with accounting principles
generally accepted in the United States of America. If these lease obligations were capitalized, property
would be increased by $and $, long-term debt by $and $, and retained earnings
by $and $as of December 31, 20X2 and 20X1, respectively. Additionally, net income would be
increased (decreased) by $and $and earnings per share would be increased (decreased) by
$and $, respectively, for the years then ended.
In our opinion, except for the effects of not capitalizing certain lease obligations as discussed in the preceding
paragraph, the financial statements referred to above present fairly, in all material respects, the financial
position of X Company as of [at] December 31, 20X2 and 20X1, and the results of its operations and its cash
flows for the years then ended in conformity with accounting principles generally accepted in the United
States of America.

Our audits were conducted for the purpose of forming an opinion on the basic financial statements taken as
a whole. The schedules of property and related depreciation (page X), and long-term debt with related
interest (page Y), as of December 31, 20X2, are presented for purposes of additional analysis and are not a
required part of the basic financial statements. The information in such schedules has been subjected to the
auditing procedures applied in the audit of the basic financial statements; and, in our opinion, except for the
effects on the schedule of property of not capitalizing certain lease obligations as explained in the third
paragraph of this report, such information is fairly stated in all material respects in relation to the basic
financial statements taken as a whole.
[Signature]

[Date]

[Sources: SAS No. 29, paragraph 14, as amended by SAS No. 52, and SAS No. 58, paragraph 39, as amended
by SAS No. 79 and with conforming changes due to SAS No. 93 (AU sections 551.14 and 508.39, respectively).]

Note: The report on the accompanying information may be added to the auditor's standard report on the
basic financial statements or may appear separately in the auditor-submitted document.
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Supplementary Information Required by the FASB Included in Auditor-Submitted Document
Independent Auditor's Report

Addressee:

We have audited the accompanying balance sheets of X Company as of December 31, 20X2 and 20X1, and
the related statements of income, retained earnings, and cash flows for the years then ended. These financial
statements are the responsibility of the Company's management. Our responsibility is to express an opinion
on these financial statements based on our audits.
We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis
for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the financial
position of X Company as of [at] December 31, 20X2 and 20X1, and the results of its operations and its cash
flows for the years then ended in conformity with accounting principles generally accepted in the United
States of America.

The [identify the supplementary information] on page XX is not a required part of the basic financial statements
but is supplementary information required by the Financial Accounting Standards Board. We have applied
certain limited procedures, which consisted principally of inquiries of management regarding the methods
of measurement and presentation of the supplementary information. However, we did not audit the
information and express no opinion on it.
[Signature]

[Date]
[Source: SAS No. 29, paragraph 15, as amended by SAS No. 52 (AU section 551.15).]

Notes: The report on the accompanying information may be added to the auditor's standard report on the
basic financial statements or may appear separately in the auditor-submitted document.

When supplementary information required by the FASB is presented outside the basic financial
statements in an auditor-submitted document, the auditor should disclaim an opinion on the
information unless he or she has been engaged to examine and express an opinion on it.

In certain circumstances, the auditor's report should be expanded in accordance with SAS No. 52,
paragraph2 (AU section558.08). The illustrative reports at AAM section 10,245.010-045 are assem
bled from illustrative reporting language in SAS No. 52, paragraph 2 (AU section 558.08).
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Supplementary Information Required by the GASB Included in Auditor-Submitted Documents
Independent Auditor's Report

Addressee:

We have audited the accompanying general-purpose financial statements of City of Example, Any State as
of and for the year ended December 31, 20XX. These general-purpose financial statements are the responsi
bility of City of Example, Any State management. Our responsibility is to express an opinion on these
general-purpose financial statements based on our audit.
We conducted our audit in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the general-purpose financial statements are free of material misstatement. An audit includes
examining, on a test basis, evidence supporting the amounts and disclosures in the general-purpose financial
statements. An audit also includes assessing the accounting principles used and significant estimates made
by management, as well as evaluating the overall general-purpose financial statement presentation. We
believe that our audit provides a reasonable basis for our opinion.

In our opinion, the general-purpose financial statements referred to above present fairly, in all material
respects, the financial position of City of Example, Any State as of December 31, 20XX, and the results of its
operations and cash flows of its proprietary fund types for the year then ended in conformity with accounting
principles generally accepted in the United States of America.

The [identify the supplementary information] on page XX is not a required part of the basic financial statements
but is supplementary information required by the Governmental Accounting Standards Board. We have
applied certain limited procedures, which consisted principally of inquiries of management regarding the
methods of measurement and presentation of the supplementary information. However, we did not audit
the information and express no opinion on it.
[Signature]
[Date]
[Source: SAS No. 29, paragraph 15, as amended by SAS No. 52 (AU section 551.15).]

Notes: The report on the accompanying information may be added to the auditor's standard report on the
basic financial statements or may appear separately in the auditor-submitted documents.

When supplementary information required by the GASB is presented outside the basic financial
statements in an auditor-submitted document, the auditor should disclaim an opinion on the
information unless he or she has been engaged to examine and express an opinion on it.

In certain circumstances, the auditor's report should be expanded in accordance with SAS No. 52,
paragraph 2 (AU section558.08). The illustrative reports at AAM section 10,245.010-045 are assem
bled from illustrative reporting language in SAS No. 52, paragraph 2 (AU section 558.08).
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.100 Consolidating Information Not Separately Audited
Independent Auditor's Report

Addressee:

We have audited the accompanying consolidated balance sheets of X Company and subsidiaries as of
December 31, 20X2 and 20X1, and the related consolidated statements of income, retained earnings, and cash
flows for the years then ended. These financial statements are the responsibility of the Company's manage
ment. Our responsibility is to express an opinion on these financial statements based on our audits.
We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis
for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects,
the financial position of X Company and subsidiaries as of [at] December 31, 20X2 and 20X1, and the results
of its operations and its cash flows for the years then ended in conformity with accounting principles
generally accepted in the United States of America.
Our audits were conducted for the purpose of forming an opinion on the consolidated financial statements
taken as a whole. The consolidating information is presented for purposes of additional analysis of the
consolidated financial statements rather than to present the financial position, results of operations, and cash
flows of the individual companies. The consolidating information has been subjected to the auditing
procedures applied in the audit of the consolidated financial statements and, in our opinion, is fairly stated
in all material respects in relation to the consolidated financial statements taken as a whole.
[Signature]

[Date]
[Source: SAS No. 29, paragraph 18, as amended by SAS No. 52 (AU section 551.18).]

Notes: The report on the consolidating information may be added to the auditor's standard report on the
basic financial statements or may appear separately in the auditor-submitted document.

When the auditor is engaged to express an opinion only on the consolidated financial statements and
consolidating information is also included, the auditor should be satisfied that the consolidating
information is suitably identified. For example, when the consolidated financial statements include
columns of information about the components of the consolidated group, the balance sheets might
be titled, "Consolidated Balance Sheet—December 31,20X1, with Consolidating Information," and
the columns including the consolidating information might be marked, "Consolidating Informa
tion." When the consolidating information is presented in separate schedules, the schedules present
ing balance sheet information of the components might be titled, for example, "Consolidating
Schedule, Balance Sheet Information, December 31,20X1."
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.110 Unqualified Opinion on Selected Financial Data in a Client-Prepared Document That Includes
Audited Financial Statements
Independent Auditor's Report
Addressee:

We have audited the accompanying consolidated balance sheets of X Company and subsidiaries as of
December 31,20X5 and 20X4, and the related consolidated statements of income, retained earnings, and cash
flows for each of the three years in the period ended December 31, 20X5. These financial statements are the
responsibility of the Company's management. Our responsibility is to express an opinion on these financial
statements based on our audits.
We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis
for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects,
the financial position of X Company and subsidiaries as of December 31,20X5 and 20X4, and the results of
their operations and their cash flows for each of the three years in the period ended December 31, 20X5 in
conformity with accounting principles generally accepted in the United States of America.
We have also previously audited, in accordance with auditing standards generally accepted in the United
States of America, the consolidated balance sheets as of December 31,20X3,20X2, and 20X1, and the related
consolidated statements of income, retained earnings, and cash flows for the years ended December 31, 20X2
and 20X1 (none of which are presented herein); and we expressed unqualified opinions on those consolidated
financial statements.

In our opinion, the information set forth in the selected financial data for each of the five years in the period
ended December 31,20X5, appearing on page XX, is fairly stated, in all material respects, in relation to the
consolidated financial statements from which it has been derived.
[Signature]
[Date]
[Source: SAS No. 42, paragraph 10, with conforming changes due to SAS No. 93 (AU section 552.10).]

[The next page is 10,471.]
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AAM Section 10,250
Engagements to Report on
Internal Control
.010

Accountant's Report When Expressing an Opinion Directly on the Effectiveness of an Entity's
Internal Control as of a Specified Date
Independent Accountant's Report

We have examined the effectiveness of W Company's internal control over financial reporting as of December
31, 20XX, based on [identify criteria]. W Company's management is responsible for maintaining effective
internal control over financial reporting. Our responsibility is to express an opinion on the effectiveness of
internal control based on our examination.

Our examination was conducted in accordance with attestation standards established by the American
Institute of Certified Public Accountants and, accordingly, included obtaining an understanding of internal
control over financial reporting, testing, and evaluating the design and operating effectiveness of internal
control, and performing such other procedures as we considered necessary in the circumstances. We believe
that our examination provides a reasonable basis for our opinion.
Because of inherent limitations in any internal control, misstatements due to error or fraud may occur and
not be detected. Also, projections of any evaluation of internal control over financial reporting to future
periods are subject to the risk that the internal control may become inadequate because of changes in
conditions, or that the degree of compliance with the policies or procedures may deteriorate.
In our opinion, W Company maintained, in all material respects, effective internal control over financial
reporting as of December 31, 20XX, based on [identify criteria].1
[Source: SSAE No. 10, chapter 5, Reporting on an Entity's Internal Control Over Financial Reporting, paragraph
5.48 (AT section 501.48)]

1 For example, "criteria established in Internal Control—Integrated Framework issued by the Committee of Sponsoring Organizations
of the Treadway Commission (COSO)."
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.020 Accountant's Report When Expressing an Opinion on a Written Assertion About the Effectiveness
of an Entity's Internal Control as of a Specified Date
Independent Accountant's Report

We have examined management's assertion, included in the accompanying [title of management report], that
W Company maintained effective internal control over financial reporting as of December 31, 20XX based
on [identify criteria].1 W Company's management is responsible for maintaining effective internal control
over financial reporting. Our responsibility is to express an opinion on management's assertion based on our
examination.
Our examination was conducted in accordance with attestation standards established by the American
Institute of Certified Public Accountants and, accordingly, included obtaining an understanding of internal
control over financial reporting, testing, and evaluating the design and operating effectiveness of internal
control, and performing such other procedures as we considered necessary in the circumstances. We believe
that our examination provides a reasonable basis for our opinion.

Because of inherent limitations in any internal control, misstatements due to error or fraud may occur and
not be detected. Also, projections of any evaluation of internal control over financial reporting to future
periods are subject to the risk that the internal control may become inadequate because of changes in
conditions, or that the degree of compliance with the policies or procedures may deteriorate.

In our opinion, management's assertion that W Company maintained effective internal control over financial
reporting as of December 31, 20XX is fairly stated, in all material respects, based on [identify criteria].1
2
[Source: SSAE No. 10, chapter 5, Reporting on an Entity's Internal Control Over Financial Reporting, paragraph
5.50 (AT section 501.50).]

Note:

Nothing precludes the practitioner from examining an assertion but opining directly on the effec
tiveness of internal control. SSAE No. 10, chapter 5, paragraph 5.51 (AT section 501.51).

1 The practitioner should identify the responsible party's report examined by referring to the title used by the responsible party in its
report. Further, he or she should use the same description of the entity's internal control as the responsible party uses in its reports,
including the kinds of controls (that is, control over the preparation of annual financial statements, interim financial statements, or both)
on which the responsible party is reporting. If the presentation of the assertion does not accompany the practitioner's report, the phrase
"included in the accompanying [title of responsible party's report]" would be omitted.

2 For example, "criteria established in Internal Control—Integrated Framework issued by the Committee of Sponsoring Organizations
of the Treadway Commission (COSO)."
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.030 Modified Report With Explanatory Language, That a Practitioner Should Use When There Is a
Material Weakness in an Entity's Internal Control and, Based on Its Significance and Its Effect
on the Achievement of the Objectives of the Control Criteria, the Practitioner Concludes That a
Qualified Opinion Is Appropriate

Independent Accountant's Report

We have examined the effectiveness of W Company's internal control over financial reporting as of December
31, 20XX, based on [identify criteria]. W Company's management is responsible for maintaining effective
internal control over financial reporting. Our responsibility is to express an opinion on the effectiveness of
internal control based on our examination.
Our examination was conducted in accordance with attestation standards established by the American
Institute of Certified Public Accountants and, accordingly, included obtaining an understanding of internal
control over financial reporting, testing, and evaluating the design and operating effectiveness of internal
control, and performing such other procedures as we considered necessary in the circumstances. We believe
that our examination provides a reasonable basis for our opinion.

Because of inherent limitations in any internal control, misstatements due to error or fraud may occur and
not be detected. Also, projections of any evaluation of internal control over financial reporting to future
periods are subject to the risk that the internal control may become inadequate because of changes in
conditions, or that the degree of compliance with the policies or procedures may deteriorate.
[Include sentence(s) describing the material weakness and its effect on the achievement of the objectives of the control
criteria.] We believe such condition represents a material weakness. A material weakness is a condition that
precludes the entity's internal control from providing reasonable assurance that material misstatements in
the financial statements will be prevented or detected on a timely basis.1

In our opinion, except for the effect of the material weakness described in the preceding paragraph on the
achievement of the objectives of the control criteria, W Company maintained, in all material respects, effective
internal control over financial reporting as of December 31, 20XX, based on [identify criteria].
[Source: SSAE No. 10, chapter 5, Reporting on an Entity's Internal Control Over Financial Reporting, paragraph
5.55 (AT section 501.55).]

Note:

If the practitioner's report on his or her examination of the effectiveness of the entity's internal control
is included within the same document that includes his or her audit report on the entity's financial
statements, the following sentence should be included in the paragraph of the examination report
that describes the material weakness:

These conditions were considered in determining the nature, timing, and extent of audit
tests applied in our audit of the 20XX financial statements, and this report does not affect
our report dated [date of report] on these financial statements.*2
[Source: SSAE No. 10, chapter 5, paragraphs 5.55 and 5.58 (AT section 501.55 and .58).]

1 This description of a material weakness differs from the definition of material weakness discussed in SSAE No. 10, chapter 5,
paragraph 5.37 (AT section 501.37). Although a practitioner should consider the definition contained in SSAE No. 10, chapter 5,
paragraph 5.37 (AT section 501.37) when determining whether a material weakness exists, the description above should be used to
describe a material weakness in the practitioner's report.
2 The practitioner may also include the preceding sentence in situations where the two reports are not included within the same
document.
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Adverse Opinion on When a Material Weakness in Internal Control Exists and, in the Practitioner's
Judgment, the Material Weakness(es) Is (Are) So Pervasive That the Entity's Internal Control
Over Financial Reporting Does Not Achieve the Control Objectives

Independent Accountant's Report
We have examined the effectiveness of W Company's internal control over financial reporting as of December
31, 20XX, based on [identify criteria]. W Company's management is responsible for maintaining effective
internal control over financial reporting. Our responsibility is to express an opinion on the effectiveness of
internal control based on our examination.
Our examination was conducted in accordance with attestation standards established by the American
Institute of Certified Public Accountants and, accordingly, included obtaining an understanding of internal
control over financial reporting, testing, and evaluating the design and operating effectiveness of internal
control, and performing such other procedures as we considered necessary in the circumstances. We believe
that our examination provides a reasonable basis for our opinion.

Because of inherent limitations in any internal control, misstatements due to error or fraud may occur and
not be detected. Also, projections of any evaluation of internal control over financial reporting to future
periods are subject to the risk that the internal control may become inadequate because of changes in
conditions, or that the degree of compliance with the policies or procedures may deteriorate.
[Include sentence(s) describing the material weakness and its effect on the achievement of the objectives of the control
criteria.] We believe such condition represents a material weakness. A material weakness is a condition that
precludes the entity's internal control from providing reasonable assurance that material misstatements in
the financial statements will be prevented or detected on a timely basis.1

In our opinion, because of the effect of the material weakness described above on the achievement of the
objectives of the control criteria, W Company has not maintained effective internal control over financial
reporting as of December 31, 20XX, based on [identify criteria].
[Source: SSAE No. 10, chapter 5, Reporting on an Entity's Internal Control Over Financial Reporting, paragraph
5.56 (AT section 501.56).]

Note:

If the practitioner's report on his or her examination of the effectiveness of the entity's internal control
is included within the same document that includes his or her audit report on the entity's financial
statements, the following sentence should be included in the paragraph of the examination report
that describes the material weakness:
These conditions were considered in determining the nature, timing, and extent of audit
tests applied in our audit of the 20XX financial statements, and this report does not affect
our report dated [date of report] on these financial statements.12

[Source: SSAE No. 10, chapter 5, paragraphs 5.56 and 5.58 (AT section 501.56 and .58).]

1 This description of a material weakness differs from the definition of a material weakness discussed in SSAE No. 10, chapter 5,
paragraph 5.37 (AT section 501.37). Although a practitioner should consider the definition contained in SSAE No. 10, chapter 5,
paragraph 5.37 (AT section 501.37) when determining whether a material weakness exists, the description above should be used to
describe a material weakness in the practitioner's report.
2 The practitioner may also include the preceding sentence in situations where the two reports are not included within the same
document.
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Qualified Opinion on the Effectiveness of an Entity's Internal Control, or Written Assertion
Thereon, Due to a Scope Limitation

Independent Accountant's Report
We have examined the effectiveness of W Company's internal control over financial reporting as of December
31, 20XX, based on [identify criteria]. W Company's management is responsible for maintaining effective
internal control over financial reporting. Our responsibility is to express an opinion on the effectiveness of
internal control based on our examination.
Except as described below, our examination was conducted in accordance with attestation standards
established by the American Institute of Certified Public Accountants and, accordingly, included obtaining
an understanding of the internal control over financial reporting, testing, and evaluating the design and
operating effectiveness of the internal control, and performing such other procedures as we considered
necessary in the circumstances. We believe that our examination provides a reasonable basis for our opinion.

Prior to December 20,20XX, W Company had an inadequate system for recording cash receipts, which could
have prevented the Company from recording cash receipts on accounts receivable completely and properly.
Therefore, cash received could have been diverted for unauthorized use, lost, or otherwise not properly
recorded to accounts receivable. We believe this condition was a material weakness in the design or operation
of the internal control of W Company in effect at [date]. A material weakness is a condition that precludes
the entity's internal control from providing reasonable assurance that material misstatements in the financial
statements will be prevented or detected on a timely basis. Although the Company implemented a new cash
receipts system on December 20, 20XX, the system has not been in operation for a sufficient period of time
to enable us to obtain sufficient evidence about its operating effectiveness.

Because of the inherent limitations in any internal control, misstatements due to error or fraud may occur
and not be detected. Also, projections of any evaluation of internal control over financial reporting to future
periods are subject to the risk that the internal control may become inadequate because of changes in
conditions, or that the degree of compliance with the policies or procedures may deteriorate.
In our opinion, except for the effect of matters we may have discovered had we been able to examine evidence
about the effectiveness of the new cash receipts system, W Company maintained, in all material respects,
effective internal control over financial reporting as of December 31, 20XX based on [identify criteria].
[Source: SSAE No. 10, chapter 5, Reporting on an Entity's Internal Control Over Financial Reporting, paragraph
5.60 (AT section 501.60).]
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Disclaimer of Opinion When Restrictions That Significantly Limit the Scope of the Examination
Are Imposed by the Client or the Responsible Party

Independent Accountant's Report

We were engaged to examine the effectiveness of W Company's internal control over financial reporting as
of December 31, 20XX, based on [identify criteria]. W Company's management is responsible for maintaining
effective internal control over financial reporting.

[Scope paragraph should be omitted.]
[Explanatory paragraph.]
[Include paragraph to describe scope restrictions.]

Since management [describe scope restrictions] and we were unable to apply other procedures to satisfy
ourselves as to the entity's internal control over financial reporting, the scope of our work was not sufficient
to enable us to express, and we do not express, an opinion on the effectiveness of the entity's internal control
over financial reporting.
[Source: SSAE No. 10, chapter 5, Reporting on an Entity's Internal Control Over Financial Reporting, paragraph
5.62 (AT section 501.62).]
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Unqualified Opinion When the Practitioner Decides to Make Reference to the Report of Another
Practitioner as a Basis, in Part, for the Practitioner's Opinion

[In these circumstances, the practitioner should disclose this fact when describing the scope of the
examination and should refer to the report of the other practitioner when expressing the opinion.1]
Independent Accountant's Report

We have examined the effectiveness of W Company's internal control over financial reporting as of December
31, 20XX, based on [identify criteria]. W Company's management is responsible for maintaining effective
internal control over financial reporting. Our responsibility is to express an opinion on the effectiveness of
internal control based on our examination. We did not examine the effectiveness of internal control over
financial reporting of B Company, a wholly owned subsidiary, whose financial statements reflect total assets
and revenues constituting 20 and 30 percent, respectively, of the related consolidated financial statement
amounts as of and for the year ended December 31, 20XX. The effectiveness of B Company's internal control
over financial reporting was examined by other accountants whose report has been furnished to us, and our
opinion, insofar as it relates to the effectiveness of B Company's internal control over financial reporting, is
based solely on the report of the other accountants.
Our examination was conducted in accordance with attestation standards established by the American
Institute of Certified Public Accountants and, accordingly, included obtaining an understanding of internal
control over financial reporting, testing, and evaluating the design and operating effectiveness of internal
control and performing such other procedures as we considered necessary in the circumstances. We believe
that our examination and the report of the other accountants provide a reasonable basis for our opinion.

Because of inherent limitations in any internal control, misstatements due to error or fraud may occur and
not be detected. Also, projections of any evaluation of internal control over financial reporting to future
periods are subject to the risk that the internal control may become inadequate because of changes in
conditions, or that the degree of compliance with the policies or procedures may deteriorate.
In our opinion, based on our examination and the report of the other accountants, W Company maintained,
in all material respects, effective internal control over financial reporting as of December 31, 20XX, based on
[identify criteria].
[Source: SSAE No. 10, chapter 5, Reporting on an Entity's Internal Control Over Financial Reporting, paragraph
5.64 (AT section 501.64).]

1 Whether the other practitioner's opinion is expressed on the responsible party's assertion or on the effectiveness of internal control
does not affect the determination of whether the principal practitioner's opinion is expressed on the assertion or on the subject matter
itself.
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Unqualified Opinion on the Effectiveness of Only a Segment of an Entity's Internal Control

[For example, internal control over financial reporting of an entity's operating division or its accounts receivable]

Independent Accountant's Report
We have examined the effectiveness of W Company's internal control over financial reporting for its retail
division as of December 31, 20XX, based on [identify criteria]. W Company's management is responsible for
maintaining effective internal control over financial reporting. Our responsibility is to express an opinion on
the effectiveness of internal control based on our examination.
Our examination was conducted in accordance with attestation standards established by the American
Institute of Certified Public Accountants and, accordingly, included obtaining an understanding of internal
control over financial reporting, testing, and evaluating the design and operating effectiveness of internal
control, and performing such other procedures as we considered necessary in the circumstances. We believe
that our examination provides a reasonable basis for our opinion.

Because of the inherent limitations in any internal control, misstatements due to error or fraud may occur
and not be detected. Also, projections of any evaluation of internal control over financial reporting to future
periods are subject to the risk that the internal control may become inadequate because of changes in
conditions, or that the degree of compliance with the policies or procedures may deteriorate.

In our opinion, W Company's retail division maintained, in all material respects, effective internal control
over financial reporting as of December 31, 20XX based on [identify criteria].
[Source: SSAE No. 10, chapter 5, Reporting on an Entity's Internal Control Over Financial Reporting, paragraph
5.69 (AT section 501.69).]
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.090 Unqualified Opinion About the Suitability of Design of the Entity's Internal Control

Independent Accountant's Report
We have examined the suitability of W Company's design of internal control over financial reporting to
prevent or detect material misstatements in the financial statements on a timely basis as of December 31,
20XX, based on [identify criteria]. W Company's management is responsible for the suitable design of internal
control over financial reporting. Our responsibility is to express an opinion on the design of internal control
based on our examination.

Our examination was conducted in accordance with attestation standards established by the American
Institute of Certified Public Accountants and, accordingly, included obtaining an understanding of internal
control over financial reporting, evaluating the design of internal control, and performing such other
procedures as we considered necessary in the circumstances. We believe that our examination provides a
reasonable basis for our opinion.
Because of inherent limitations in any internal control, misstatements due to error or fraud may occur and
not be detected. Also, projections of any evaluation of internal control over financial reporting to future
periods are subject to the risk that the internal control may become inadequate because of changes in
conditions, or that the degree of compliance with the policies or procedures may deteriorate.

In our opinion, W Company's internal control over financial reporting is suitably designed, in all material
respects, to prevent or detect material misstatements in the financial statements on a timely basis as of
December 31, 20XX, based on [identify criteria].
[Source: SSAE No. 10, chapter 5, Reporting on an Entity's Internal Control Over Financial Reporting, paragraph
5.71 and footnote 24 (AT section 501.71).]

Notes: This report assumes that the control criteria of the regulatory agency are both suitable and available
to users as discussed in SSAE No. 10, chapter 1, Attest Engagements, paragraphs 1.23 through 1.33
(AT section 101.23-.33). Therefore, there is no restriction on the use of this report.

When reporting on the suitability of design of the entity's internal control that has already been placed
in operation, the report should be modified by adding the following to the scope paragraph:
We were not engaged to examine and report on the operating effectiveness of W
Company's internal control over financial reporting as of December 31, 20XX, and,
accordingly, we express no opinion on operating effectiveness.
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Unqualified Opinion Based on an Examination on the Adequacy of an Entity's Internal Control
Over Financial Reporting Based on Criteria Established by a Regulatory Agency That Are Not
Suitable for General Use
Independent Accountant's Report

We have examined the adequacy of W Company's internal control over financial reporting as of December
31, 20XX, based on the criteria established by
agency, as set forth in its audit guide dated
. W Company's management is responsible for maintaining adequate internal control over
financial reporting. Our responsibility is to express an opinion on whether the internal control is adequate
to meet such criteria based on our examination.
Our examination was conducted in accordance with attestation standards established by the American
Institute of Certified Public Accountants and, accordingly, included obtaining an understanding of internal
control over financial reporting, testing, and evaluating the design and operating effectiveness of internal
control and performing such other procedures as we considered necessary in the circumstances. We believe
that our examination provides a reasonable basis for our opinion.

Because of inherent limitations in any internal control, misstatements due to error or fraud may occur and
not be detected. Also, projections of any evaluation of internal control over financial reporting to future
periods are subject to the risk that internal control may become inadequate because of changes in conditions,
or that the degree of compliance with the policies or procedures may deteriorate.

We understand that the agency considers the controls over financial reporting that meet the criteria referred
to in the first paragraph of this report adequate for its purpose. In our opinion, based on this understanding
and on our examination, W Company's internal control over financial reporting is adequate, in all material
respects, based on the criteria established by
agency.
This report is intended solely for the information and use of the board of directors and management of W
Company and [agency] and is not intended to be and should not be used by anyone other than these specified
parties.
[Source: SSAE No. 10, chapter 5, Reporting on an Entity's Internal Control Over Financial Reporting, paragraph
5.74 (AT section 501.74).]
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10,481

Communication of Internal Control Matters Noted in an Audit

Addressee:
In planning and performing our audit of the financial statements of the ABC Corporation for the year ended
December 31, 20XX, we considered its internal control in order to determine our auditing procedures for the
purpose of expressing our opinion on the financial statements and not to provide assurance on the internal
control. However, we noted certain matters involving the internal control and its operation that we consider
to be reportable conditions under standards established by the American Institute of Certified Public
Accountants. Reportable conditions involve matters coming to our attention relating to significant deficien
cies in the design or operation of the internal control that, in our judgment, could adversely affect the
organization's ability to record, process, summarize, and report financial data consistent with the assertions
of management in the financial statements.
[Include paragraphs to describe the reportable conditions noted.]

This report is intended solely for the information and use of the audit committee (board of directors, board
of trustees, or owners in owner-managed enterprises), management, and others within the organization (or
specified regulatory agency) and is not intended to be and should not be used by anyone other than these
specified parties.

[Signature]
[Date]

THE AUDITOR SHOULD NOT ISSUE A REPORT REPRESENTING THAT NO REPORTABLE CON
DITIONS WERE NOTED.
[Source: SAS No. 60, paragraphs 12 and 17, as amended by SAS No. 87 (AU section 325.12 and .17).]
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Communication of Internal Control Related Matters Noted in an Audit When One or More Re
portable Conditions Were Identified, But None is Deemed to be a Material Weakness

Addressee:

In planning and performing our audit of the financial statements of the ABC Corporation for the year ended
December 31, 20XX, we considered its internal control in order to determine our auditing procedures for the
purpose of expressing our opinion on the financial statements and not to provide assurance on the internal
control. However, we noted certain matters involving the internal control and its operations that we consider
to be reportable conditions under standards established by the American Institute of Certified Public
Accountants. Reportable conditions involve matters coming to our attention relating to significant deficien
cies in the design or operation of the internal control that, in our judgment, could adversely affect the
organization's ability to record, process, summarize, and report financial data consistent with the assertions
of management in the financial statements.
[Include paragraphs to describe the reportable conditions noted.]

A material weakness is a reportable condition in which the design or operation of one or more of the internal
control components does not reduce to a relatively low level the risk that misstatements caused by error or
fraud in amounts that would be material in relation to the financial statements being audited may occur and
not be detected within a timely period by employees in the normal course of performing their assigned
functions.
Our consideration of the internal control would not necessarily disclose all matters in internal control that
might be reportable conditions and, accordingly, would not necessarily disclose all reportable conditions
that are also considered to be material weaknesses as defined above. However, none of the reportable
conditions described above is believed to be a material weakness.

This report is intended solely for the information and use of the audit committee (board of directors, board
of trustees, or owners in owner-managed enterprises), management, and others within the organization (or
specified regulatory agency) and is not intended to be and should not be used by anyone other than these
specified parties.
[Signature]

[Date]
THE AUDITOR SHOULD NOT ISSUE A REPORT REPRESENTING THAT NO REPORTABLE CON
DITIONS WERE NOTED.

[Source: SAS No. 60, paragraphs 12,16, and 17, as amended by SAS No. 87 (AU section 325.12, .16, and .17).]
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10,483

Report on Controls Placed in Operation at a Service Organization

To XYZ Service Organization:
We have examined the accompanying description of controls related to the (payroll) application of XYZ
Service Organization. Our examination included procedures to obtain reasonable assurance about whether
(1) the accompanying description presents fairly, in all material respects, the aspects of XYZ Service
Organization's controls that may be relevant to a user organization's internal control as it relates to an audit
of financial statements, (2) the controls included in the description were suitably designed to achieve the
control objectives specified in the description, if those controls were complied with satisfactorily,1 and (3)
such controls had been placed in operation as of (date). The control objectives were specified by the (board
of directors). Our examination was performed in accordance with standards established by the American
Institute of Certified Public Accountants and included those procedures we considered necessary in the
circumstances to obtain a reasonable basis for rendering our opinion.
We did not perform procedures to determine the operating effectiveness of controls for any period.
Accordingly, we express no opinion on the operating effectiveness of any aspects of XYZ Service Organiza
tion's controls, individually or in the aggregate.

In our opinion, the accompanying description of the aforementioned application presents fairly, in all
material respects, the relevant aspects of XYZ Service Organization's controls that had been placed in
operation as of (date). Also, in our opinion, the controls, as described, are suitably designed to provide
reasonable assurance that the specified control objectives would be achieved if the described controls were
complied with satisfactorily.
The description of controls at XYZ Service Organization is as of (date) and any projection of such information
to the future is subject to the risk that, because of change, the description may no longer portray the controls
in existence. The potential effectiveness of specific controls at the Service Organization is subject to inherent
limitations and, accordingly, errors or fraud may occur and not be detected. Furthermore, the projection of
any conclusions, based on our findings, to future periods is subject to the risk that changes may alter the
validity of such conclusions.
This report is intended solely for use by the management of XYZ Service Organization, its customers, and
the independent auditors of its customers.
[Source: SAS No. 70, paragraph 38 (AU section 324.38).]

Notes: This report should have an attachment containing a description of the service organization's controls
that may be relevant to a user organization's internal control.
This report is illustrative only and should be modified as appropriate to suit the circumstances of
individual engagements.
See SAS No. 70, paragraph 39 (AU section 324.39), for an example explanatory paragraph and
modification to the opinion paragraph when the service auditor concludes that the description is
inaccurate or insufficiently complete for user auditors.
See SAS No. 70, paragraph 40 (AU section 324.40), for an example explanatory paragraph and
modification to the opinion paragraph when the service auditor concludes that there are sufficient
deficiencies in the design or operation of the service organization's controls.
1 If the application of controls by user organizations is necessary to achieve the stated control objectives, the service auditor's report
should be modified to include the phrase "and user organizations applied the controls contemplated in the design of XYZ Service
Organization's controls" following the words "complied with satisfactorily" in the scope and opinion paragraphs.
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Report on Controls Placed in Operation at a Service Organization and Tests of Operating Effectiveness

To XYZ Service Organization:

We have examined the accompanying description of controls related to the (payroll) application of XYZ
Service Organization. Our examination included procedures to obtain reasonable assurance about whether
(1) the accompanying description presents fairly, in all material respects, the aspects of XYZ Service
Organization's controls that may be relevant to a user organization's internal control as it relates to an audit
of financial statements, (2) the controls included in the description were suitably designed to achieve the
control objectives specified in the description, if those controls were complied with satisfactorily,1 and (3)
such controls had been placed in operation as of (date). The control objectives were specified by the (board of
directors). Our examination was performed in accordance with standards established by the American Institute
of Certified Public Accountants and included those procedures we considered necessary in the circumstances to
obtain a reasonable basis for rendering our opinion.
In our opinion, the accompanying description of the aforementioned application presents fairly, in all
material respects, the relevant aspects of XYZ Service Organization's controls that had been placed in
operation as of (date). Also, in our opinion, the controls, as described, are suitably designed to provide
reasonable assurance that the specified control objectives would be achieved if the described controls were
complied with satisfactorily.

In addition to the procedures we considered necessary to render our opinion as expressed in the previous
paragraph, we applied tests to specific controls, listed in Schedule X, to obtain evidence about their effectiveness
in meeting the control objectives, described in Schedule X, during the period from (date) to (date). The specific
controls and the nature, timing, extent, and results of the tests are listed in Schedule X. This information has been
provided to user organizations of XYZ Service Organization and to their auditors to be taken into consideration,
along with information about the internal control at user organizations, when making assessments of control risk
for user organizations. In our opinion the controls that were tested, as described in Schedule X, were operating
with sufficient effectiveness to provide reasonable, but not absolute, assurance that the control objectives specified
in Schedule X were achieved during the period from (date) to (date). [However, the scope of our engagement did
not include tests to determine whether control objectives not listed in Schedule X were achieved; accordingly, we
express no opinion on the achievement of control objectives not included in Schedule X.]1
2
The relative effectiveness and significance of specific controls at XYZ Service Organization and their effect
on assessments of control risk at user organizations are dependent on their interaction with the controls and
other factors present at individual user organizations. We have performed no procedures to evaluate the
effectiveness of controls at individual user organizations.

The description of controls at XYZ Service Organization is as of (date), and information about tests of the
operating effectiveness of specific controls covers the period from (date) to (date). Any projection of such
information to the future is subject to the risk that, because of change, the description may no longer portray
the system in existence. The potential effectiveness of specific controls at the Service Organization is subject
to inherent limitations and, accordingly, errors or fraud may occur and not be detected. Furthermore, the
projection of any conclusions, based on our findings, to future periods is subject to the risk that changes may
alter the validity of such conclusions.

This report is intended solely for use by the management of XYZ Service Organization, its customers, and
the independent auditors of its customers.
1 If the application of controls by user organizations is necessary to achieve the stated control objectives, the service auditor's report
should be modified to include the phrase "and user organizations applied the controls contemplated in the design of XYZ Service
Organization's controls" following the words "complied with satisfactorily" in the scope and opinion paragraphs.
2 This sentence should be added when all of the control objectives listed in the description of controls placed in operation are not
covered by the tests of operating effectiveness. This sentence would be omitted when all of the control objectives listed in the
description of controls placed in operation are included in the tests of operating effectiveness.
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[Source: SAS No. 70, paragraph 54 (AU section 324.54).]

Notes: This report should have two attachments: (a) a description of the service organization's controls that
may be relevant to a user organization's controls and (b) a description of controls for which tests of
operating effectiveness were performed, the control objectives the controls were intended to achieve,
the tests applied, and the results of these tests.

This report is illustrative only and should be modified as appropriate to suit the circumstances of
individual engagements.
See SAS No. 70, paragraph 55 (AU section 324.55), for an example explanatory paragraph and
modification to the opinion paragraph when the service auditor concludes that the description is
inaccurate or insufficiently complete for user auditors.
See SAS No. 70, paragraph 56 (AU section 324.56), for an example explanatory paragraph and
modification to the opinion paragraph when the service auditor concludes that there are sufficient
deficiencies in the design or operation of the service organization's controls.
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Reports on Internal Control Required by SEC Rule 17a-5

Board of Directors
Standard Stockbrokerage Co., Inc.
In planning and performing our audit of the consolidated financial statements of Standard Stockbrokerage
Co., Inc. (the Company) for the year ended December 31,20X1, we considered its internal control, including
control activities for safeguarding securities, in order to determine our auditing procedures for the purpose
of expressing our opinion on the consolidated financial statements and not to provide assurance on internal
control.

Also, as required by rule 17a-5(g)(l) of the Securities and Exchange Commission (SEC), we have made
a study of the practices and procedures followed by the Company, including tests of compliance with
such practices and procedures that we considered relevant to the objectives stated in rule 17a-5(g), in the
following:

1. Making the periodic computations of aggregate indebtedness (or aggregate debits) and net capital
under rule 17a-3(11) and the reserve required by rule 15c3-3(e)
2. Making the quarterly securities examinations, counts, verifications and comparisons, and the recor
dation of differences required by rule 17a-13*

3. Complying with the requirements for prompt payment for securities under Section 8 of Federal
Reserve Regulation T of the Board of Governors of the Federal Reserve System
4. Obtaining and maintaining physical possession or control of all fully paid and excess margin
securities of customers as required by rule 15c3-3.

The management of the Company is responsible for establishing and maintaining internal control
and the practices and procedures referred to in the preceding paragraph. In fulfilling this responsi
bility, estimates and judgments by management are required to assess the expected benefits and
related costs of controls, and of the practices and procedures referred to in the preceding paragraph,
and to assess whether those practices and procedures can be expected to achieve the SEC's abovementioned objectives. Two of the objectives of internal control and the practices and procedures are
to provide management with reasonable but not absolute assurance that assets for which the
Company has responsibility are safeguarded against loss from unauthorized use or disposition, and
that transactions are executed in accordance with management's authorization and recorded prop
erly to permit the preparation of financial statements in conformity with generally accepted account
ing principles. Rule 17a-5(g) lists additional objectives of the practices and procedures listed in the
preceding paragraph.
Because of inherent limitations in internal control or the practices and procedures referred to above, error or
fraud may occur and not be detected. Also, projection of any evaluation of them to future periods is subject
to the risk that they may become inadequate because of changes in conditions or that the effectiveness of
their design and operation may deteriorate. Our consideration of internal control would not necessarily
disclose all matters in internal control that might be material weaknesses under standards established by the
American Institute of Certified Public Accountants. A material weakness is a condition in which the design
or operation of the specific internal control components does not reduce to a relatively low level the risk that
error or fraud in amounts that would be material in relation to the financial statements being audited may
occur and not be detected within a timely period by employees in the normal course of performing their
If the broker or dealer is exempt from compliance with Rule 15c3-3, does not maintain customer accounts and does not handle securities
this report should be modified as stated in the AICPA Audit and Accounting Guide Brokers and Dealers in Securities, appendix E.
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assigned functions. However, we noted no matters involving internal control, including control activities for
safeguarding securities, that we consider to be material weaknesses as defined above.1

We understand that practices and procedures that accomplish the objectives referred to in the second
paragraph of this report are considered by the SEC to be adequate for its purposes in accordance with the
Securities Exchange Act of 1934 and related regulations, and that practices and procedures that do not
accomplish such objectives in all material respects indicate a material inadequacy for such purposes. Based
on this understanding and on our study, we believe that the Company's practices and procedures were
adequate at December 31, 20X1, to meet the SEC's objectives.1
2
This report is intended solely for the information and use of the Board of Directors, management, the SEC,
[Designated self-regulatory organization], and other regulatory agencies that rely on Rule 17a-5(g) under the
Securities Exchange Act of 1934 in their regulation of registered brokers and dealers, and is not intended to
be and should not be used by anyone other than these specified parties.

Accounting Firm
New York, New York
February 15,20X2

[Source: AICPA Audit and Accounting Guide Brokers and Dealers in Securities, Appendix D.]

Note: AAM section 10,650 illustrates the auditor's reports on the financial statements of brokers and dealers
in securities.

1 If conditions believed to be material weaknesses are disclosed, the report should describe the weaknesses that have come to the
auditor's attention and may state that these weaknesses do not affect the report on the financial statements. The last sentence of the fifth
paragraph of the report should be modified as follows:
However, we noted the following matters involving the [control environment, accounting system, control activ
ities, or control activities for safeguarding securities] and its [their] operation that we consider to be material weak
nesses as defined above. These conditions were considered in determining the nature, timing, and extent of the
procedures to be performed in our audit of the consolidated financial statements of Standard Stockbrokerage Co., Inc.
for the year ended December 31,20X1, and this report does not affect our report thereon dated February 15, 20X2.
[A description of the material weaknesses that have come to the auditor's attention and corrective action would follow.]
2 Whenever inadequacies are described, the report should include the last sentence of the fifth paragraph as modified in the note
above. The report should also describe material inadequacies that the auditor becomes aware of that existed during the period but were
corrected prior to the end of the period unless management already has reported them to the SEC.

AICPA Audit and Accounting Manual

AAM §10,250.150

10,488

Accountants' Reports

50

10-01

.160 Letter to SEC When the Broker-Dealer Has Not Made the Required Notification

Securities and Exchange Commission
Washington D.C. and Appropriate

Regional Office

Designated Examining Authority

Dear Sirs:
Our most recent audit of the consolidated financial statements of Standard Stockbrokerage Co., Inc. (the
Company) was as of December 31, 20X0, and for the year then ended, which we reported on under date of
February 15,20X1. We have not audited any financial statements of the Company as of any date or for any
period subsequent to December 31,20X0. Although we are presently performing certain procedures as part
of our audit of the consolidated financial statements of the Company as of December 31, 20X1, and for the
year then ending, these procedures do not constitute all the procedures necessary in an audit conducted in
accordance with auditing standards generally accepted in the United States of America or all procedures
necessary to (1) consider the Company's internal control as required by generally accepted auditing
standards or (2) study the Company's practices and procedures relevant to the objectives stated in rule
17a-5(g) of the Securities and Exchange Commission as required by rule 17a-5.
The management of the Company is responsible for establishing and maintaining internal control. In
fulfilling this responsibility, estimates and judgments by management are required to assess the expected
benefits and related costs of controls. The objectives of internal control are to provide management with
reasonable but not absolute assurance that assets are safeguarded against loss from unauthorized use or
disposition and that transactions are executed in accordance with management's authorization and recorded
properly to permit the preparation of financial statements in conformity with accounting principles generally
accepted in the United States of America.
Because of inherent limitations in internal control, errors or fraud may occur and not be detected. Also,
projection of any evaluation of internal control to future periods is subject to the risk that controls may become
inadequate because of changes in conditions or that the effectiveness of the design and operation of controls
may deteriorate.

The purpose of performing certain procedures prior to the date of the financial statements is to facilitate the
expression of an opinion on the Company's financial statements. It must be understood that the procedures
performed would not necessarily disclose all material weaknesses in internal control, including control
activities for safeguarding securities.

However, pursuant to the requirements of rule 17a-5(h)(2), we are to call to the attention of the chief financial
officer any weaknesses that we believe to be material and that were disclosed during the course of interim
work. We have made such notification to the chief financial officer of Standard Stockbrokerage Co., Inc. and
we believe the following additional information is required pursuant to the requirements of the rule.

[List and describe all instances where the independent auditor did not agree with the notification of the broker or dealer
or where the required notification was not made.]
Accounting Firm
New York, New York
December 10,20X1

[Source: AICPA Audit and Accounting Guide Brokers and Dealers in Securities, Appendix F.]

Note: AAM section 10,650 illustrates the auditor's reports on the financial statements of brokers and dealers
in securities.
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Independent Auditor's Report on Internal Control Required by Regulation 1.16 of the
Commodity Futures Trading Commission

Board of Directors

ABC Commodities Corporation
In planning and performing our audit of the consolidated financial statements of ABC Commodities
Corporation (the Corporation) for the year ended December 31, 20X1, we considered its internal control,
including control activities for safeguarding customer and firm assets, in order to determine our auditing
procedures for the purpose of expressing our opinion on the consolidated financial statements and not to
provide assurance on internal control.
Also, as required by Regulation 1.16 of the Commodity Futures Trading Commission (CFTC), we have made
a study of the practices and procedures followed by the Corporation including tests of such practices and
procedures that we considered relevant to the objectives stated in Regulation 1.16 in making the following:
1. The periodic computations of minimum financial requirements pursuant to Regulation 1.17

2. The daily computations of the segregation requirements of section 4d(2) of the Commodity Exchange
Act and the regulations thereunder, and the segregation of funds based on such computations

3. The daily computations of the foreign futures and foreign options secured amount requirements
pursuant to Regulation 30.7 of the CFTC.
The management of the Corporation is responsible for establishing and maintaining internal control and the practices
and procedures referred to in the preceding paragraph. In fulfilling this responsibility, estimates and judgments by
management are required to assess the expected benefits and related costs of controls and of the practices and
procedures referred to in the preceding paragraph and to assess whether those practices and procedures can be
expected to achieve the CFTC's above-mentioned objectives. Two of the objectives of internal control and the practices
and procedures are to provide management with reasonable but not absolute assurance that assets for which the
Corporation has responsibility are safeguarded against loss from unauthorized use or disposition, and that
transactions are executed in accordance with management's authorization and recorded properly to permit
preparation of financial statements in conformity with generally accepted accounting principles. Regulation 1.16 lists
additional objectives of the practices and procedures listed in the preceding paragraph.
Because of inherent limitations in internal control or the practices and procedures referred to above, errors
or fraud may occur and not be detected. Also, projection of any evaluation of them to future periods is subject
to the risk that they may become inadequate because of changes in conditions or that the effectiveness of
their design and operation may deteriorate.
Our consideration of internal control would not necessarily disclose all matters in internal control that might
be material weaknesses under standards established by the American Institute of Certified Public Account
ants. A material weakness is a condition in which the design or operation of one or more of the specific
internal control components does not reduce to a relatively low level the risk that error or fraud in amounts
that would be material in relation to the financial statements being audited may occur and not be detected
within a timely period by employees in the normal course of performing their assigned functions. However,
we noted no matters involving internal control, including procedures for safeguarding customer and firm
assets, that we consider to be material weaknesses as defined above.1
1 If conditions believed to be material weaknesses are disclosed, the report should describe the weaknesses that have come to the
auditor's attention and may state that these weaknesses do not affect the report on the financial statements. The last sentence of the fifth
paragraph of the report should be modified as follows:
However, we noted the following matters involving the [(control environment, accounting system, control activi
ties, or control activities for safeguarding customer and firm assets)] and its [(their)] operation that we consider to
be material weaknesses as defined above. These conditions were considered in determining the nature, timing, and ex
tent of the procedures to be performed in our audit of the consolidated financial statements of the Corporation for
the year ended December 31, 20X1, and this report does not affect our report thereon dated February 15, 20X2.
[A description of the material weaknesses that have come to the auditor's attention and corrective action would follow.]
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We understand that practices and procedures that accomplish the objectives referred to in the second
paragraph of this report are considered by the CFTC to be adequate for its purposes in accordance with the
Commodity Exchange Act and related regulations, and that practices and procedures that do not accomplish
such objectives in all material respects indicate a material inadequacy for such purposes. Based on this
understanding and on our study, we believe that the Corporation's practices and procedures were adequate
at December 31,20X1, to meet the CFTC's objectives.2
This report is intended solely for the use of the Board of Directors, management, the CFTC, and other
regulatory agencies that rely on Regulation 1.16 of the CFTC and is not intended to be and should not be
used by anyone other than these specified parties.
Accounting Firm
New York, New York
February 15,20X2

[Source: AICPA Audit and Accounting Guide Brokers and Dealers in Securities, Appendix G.]

[The next page is 10,521.]

2 Whenever inadequacies are described, the report should include the last sentence of the fifth paragraph as modified in the note
above. The report should also describe material inadequacies the auditor becomes aware of that existed during the period but were
corrected prior to the end of the period unless management already has reported them to the CFTC.
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.010

Cash Basis Statements

Independent Auditor's Report

Addressee:
We have audited the accompanying statements of assets and liabilities arising from cash transactions of XYZ
Company as of December 31, 20X2 and 20X1, and the related statements of revenue collected and expenses
paid for the years then ended. These financial statements are the responsibility of the Company's manage
ment. Our responsibility is to express an opinion on these financial statements based on our audits.
We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis
for our opinion.

As described in Note X, these financial statements were prepared on the basis of cash receipts and
disbursements, which is a comprehensive basis of accounting other than generally accepted accounting
principles.
In our opinion, the financial statements referred to above present fairly, in all material respects, the assets
and liabilities arising from cash transactions of XYZ Company as of December 31, 20X2 and 20X1, and its
revenue collected and expenses paid during the years then ended, on the basis of accounting described in
Note X.

[Signature]

[Date]
[Source: SAS No. 62, paragraph 8, as amended by SAS No. 77 and with conforming changes due to SAS No.
87 and No. 93 (AU section 623.08).]

Note:

See the AICPA publication, Preparing and Reporting on Cash- and Tax-Basis Financial Statements, for
further guidance on the unique recognition, measurement, and disclosure issues for OCBOA (other
comprehensive basis of accounting) financial statements, including illustrative financial statements
and notes. Call the AICPA at (888) 777-7077 and ask for product number 006701, to order.
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Income Tax Basis Statements
Independent Auditor's Report

Addressee:
We have audited the accompanying statements of assets, liabilities, and capital—income tax basis of ABC
Partnership as of December 31, 20X2 and 20X1, and the related statements of revenue and expenses—income
tax basis and of changes in partners' capital accounts—income tax basis for the years then ended. These
financial statements are the responsibility of the Partnership's management. Our responsibility is to express
an opinion on these financial statements based on our audits.

We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis
for our opinion.

As described in Note X, these financial statements were prepared on the basis of accounting the Partnership
uses for income tax purposes, which is a comprehensive basis of accounting other than generally accepted
accounting principles.
In our opinion, the financial statements referred to above present fairly, in all material respects, the assets,
liabilities, and capital of ABC Partnership as of December 31, 20X2 and 20X1, and its revenue and expenses
and changes in partners' capital accounts for the years then ended, on the basis of accounting described in
Note X.
[Signature]
[Date]
[Source: SAS No. 62, paragraph 8, as amended by SAS No. 77 and with conforming changes due to SAS No.
87 and No. 93 (AU section 623.08).]

Note:

See the AICPA publication, Preparing and Reporting on Cash- and Tax-Basis Financial Statements, for
further guidance on the unique recognition, measurement, and disclosure issues for OCBOA (other
comprehensive basis of accounting) financial statements, including illustrative financial statements
and notes. Call the AICPA at (888) 777-7077 and ask for product number 006701, to order.
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Regulatory (Statutory) Basis Statements

Independent Auditor's Report

Addressee:
We have audited the accompanying statements of admitted assets, liabilities and surplus—statutory basis
of XYZ Insurance Company as of December 31, 20X2 and 20X1, and the related statements of income and
cash flows—statutory basis and changes in surplus—statutory basis for the years then ended. These financial
statements are the responsibility of the company's management. Our responsibility is to express an opinion
on these financial statements based on our audits.

We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audit provides a reasonable basis
for our opinion.
As described in Note X, these financial statements were prepared in conformity with the accounting practices
prescribed or permitted by the Insurance Department of [State], which is a comprehensive basis of accounting
other than generally accepted accounting principles.
In our opinion, the financial statements referred to above present fairly, in all material respects, the admitted
assets, liabilities and surplus of XYZ Insurance Company as of December 31, 20X2 and 20X1, and the results
of its operations and its cash flows for the years then ended, on the basis of accounting described in Note X.
This report is intended solely for the information and use of the board of directors and management of XYZ
Insurance Company and [name of regulatory agency] and is not intended to be and should not be used by
anyone other than these specified parties.

[Signature]

[Date]
[Source: SAS No. 62, paragraph 8, as amended by SAS No. 77 and with conforming changes due to SAS No.
87 and No. 93 (AU section 623.08).]
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.040 Report Relating to Amount of Sales for the Purpose of Computing Rental
(Report on one or more specified elements, accounts, or items of a financial statement)

Independent Auditor's Report
Addressee:

We have audited the accompanying schedule of gross sales (as defined in the lease agreement dated March
4,20XX, between ABC Company, as lessor, and XYZ Stores Corporation, as lessee) of XYZ Stores Corporation
at its Main Street store, [City], [State], for the year ended December 31, 20X2. This schedule is the responsibility
of XYZ Stores Corporation's management. Our responsibility is to express an opinion on this schedule based
on our audit.
We conducted our audit in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the schedule of gross sales is free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the schedule of gross sales. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall schedule presentation. We believe that our audit provides a reasonable basis for our
opinion.

In our opinion, the schedule of gross sales referred to above present fairly, in all material respects, the gross
sales of XYZ Stores Corporation at its Main Street store, [City], [State], for the year ended December 31, 20X2,
as defined in the lease agreement referred to in the first paragraph.
This report is intended solely for the information and use of the boards of directors and managements of
XYZ Stores Corporation and ABC Company and is not intended to be and should not be used by anyone
other than these specified parties.

[Signature]

[Date]
[Source: SAS No. 62, paragraph 18, with conforming changes due to SAS No. 87 and No. 93 (AU section
623.18).]
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Royalties

(Report on one or more specified elements, accounts, or items of a financial statement)

Independent Auditor's Report

Addressee:
We have audited the accompanying schedule of royalties applicable to engine production of the Q Division
of XYZ Corporation for the year ended December 31, 20X2, under the terms of a license agreement dated
May 14, 20XX, between ABC Company and XYZ Corporation. This schedule is the responsibility of XYZ
Corporation's management. Our responsibility is to express an opinion on this schedule based on our audit.
We conducted our audit in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the schedule of royalties is free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the schedule. An audit also includes assessing the
accounting principles used and significant estimates made by management, as well as evaluating the overall
schedule presentation. We believe that our audit provides a reasonable basis for our opinion.

We have been informed that, under XYZ Corporation's interpretation of the agreement referred to in the first
paragraph, royalties were based on the number of engines produced after giving effect to a reduction for
production retirements that were scrapped, but without a reduction for field returns that were scrapped,
even though the field returns were replaced with new engines without charge to customers.

In our opinion, the schedule of royalties referred to above presents fairly, in all material respects, the number
of engines produced by the Q Division of XYZ Corporation during the year ended December 31, 20X2, and
the amount of royalties applicable thereto, under the license agreement referred to above.
This report is intended solely for the information and use of the boards of directors and managements of
XYZ Corporation and ABC Company and is not intended to be and should not be used by anyone other than
these specified parties.

[Signature]
[Date]
[Source: SAS No. 62, paragraph 18, with conforming changes due to SAS No. 87 and No. 93 (AU section
623.18).]
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.060 Profit Participation1
(Report on one or more specified elements, accounts, or items of a financial statement)

Independent Auditor's Report

Addressee:
We have audited, in accordance with auditing standards generally accepted in the United States of America,
the financial statements of XYZ Company for the year ended December 31,20X1, and have issued our report
thereon dated March 10, 20X2. We have also audited XYZ Company's schedule of John Smith's profit
participation for the year ended December 31, 20X1. This schedule is the responsibility of the Company's
management. Our responsibility is to express an opinion on these financial statements based on our audit.

We conducted our audit of the schedule in accordance with auditing standards generally accepted in the
United States of America. Those standards require that we plan and perform the audit to obtain reasonable
assurance about whether the schedule of profit participation is free of material misstatement. An audit
includes examining, on a test basis, evidence supporting the amounts and disclosures in the schedule. An
audit also includes assessing the accounting principles used and significant estimates made by management,
as well as evaluating the overall schedule presentation. We believe that our audit provides a reasonable basis
for our opinion.
We have been informed that the documents that govern the determination of John Smith's profit participation
are (a) the employment agreement between John Smith and XYZ Company dated February 1,20X0, (b) the
production and distribution agreement between XYZ Company and Television Network Incorporated dated
March 1,20X0, and (c) the studio facilities agreement between XYZ Company and QRX Studios dated April
1,20X0, as amended November 1,20X0.

In our opinion, the schedule of profit participation referred to above presents fairly, in all material respects,
John Smith's participation in the profits of XYZ Company for the year ended December 31, 20X1, in
accordance with the provisions of the agreements referred to above.

This report is intended solely for the information and use of the boards of directors and managements of
XYZ Company and John Smith and is not intended to be and should not be used by anyone other than these
specified parties.

[Signature]

[Date]
[Source: SAS No. 62, paragraph 18, with conforming changes due to SAS No. 87 and No. 93 (AU section
623.18).]

1 If a specified element, account, or item is, or is based upon, an entity's net income or stockholder's equity or the equivalent thereof
(e.g., profit participation), the auditor should have audited the complete financial statements to express an opinion on the specified
element, account, or item.
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.070

10,527

Report on Federal and State Income Taxes in Financial Statements1

(Report on one or more specified elements, accounts, or items of a financial statement)

Independent Auditor's Report
Addressee:
We have audited, in accordance with auditing standards generally accepted in the United States of America,
the financial statements of XYZ Company, Inc., for the year ended June 30,20XX, and have issued our report
thereon dated August 15,20XX. We have also audited the current and deferred provision for the Company's
federal and state income taxes for the year ended June 30,20XX, included in those financial statements, and
the related asset and liability tax accounts as of June 30, 20XX. This income tax information is the responsi
bility of the Company's management. Our responsibility is to express an opinion on it based on our audit.

We conducted our audit of the income tax information in accordance with auditing standards generally
accepted in the United States of America. Those standards require that we plan and perform the audit to
obtain reasonable assurance about whether the federal and state income tax accounts are free of material
misstatement. An audit includes examining, on a test basis, evidence supporting the amounts and disclosures
related to the federal and state income tax accounts. An audit also includes assessing the accounting
principles used and significant estimates made by management, as well as evaluating the overall presentation
of the federal and state income tax accounts. We believe that our audit provides a reasonable basis for our
opinion.

In our opinion, the Company has paid or, in all material respects, made adequate provision in the financial
statements referred to above for the payment of all federal and state income taxes and for related deferred
income taxes that could be reasonably estimated at the time of our audit of the financial statements of XYZ
Company, Inc., for the year ended June 30,20XX.
[Signature]

[Date]
[Source: SAS No. 62, paragraph 18, with conforming changes due to SAS No. 87 and No. 93 (AU section
623.18).]

1 If a specified element, account, or item is, or is based upon, an entity's net income or stockholder's equity or the equivalent thereof
(e.g., Federal and State Income Taxes), the auditor should have audited the complete financial statements to express an opinion on the
specified element, account, or item.
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10-01

.080 Proposed Acquisition
Independent Accountant's Report
on Applying Agreed-Upon Procedures
To the Board of Directors and Management of X Company:
We have performed the procedures enumerated below, which were agreed to by the Board of Directors and
Management of X Company, solely to assist you in connection with the proposed acquisition of Y Company
as of December 31, 20XX. Y Company is responsible for its cash and accounts receivable records. This
agreed-upon procedures engagement was conducted in accordance with attestation standards established
by the American Institute of Certified Public Accountants. The sufficiency of these procedures is solely the
responsibility of the parties specified in this report. Consequently, we make no representation regarding the
sufficiency of the procedures described below either for the purpose for which this report has been requested
or for any other purpose.

The procedures and the associated findings are as follows:
Cash
1.

We obtained confirmation of the cash on deposit from the following banks, and we agreed the
confirmed balance to the amount shown on the bank reconciliations maintained by Y Company.
We mathematically checked the bank reconciliations and compared the resultant cash balances
per book to the respective general ledger account balances.

General Ledger
Account Balances as of
December 31, 20XX

Bank

ABC National Bank
DEF State Bank
XYZ Trust Company—regular account
XYZ Trust Company—payroll account

$

5,000
13,776
86,912
5,000

$110,688

We found no exceptions as a result of the procedures.

Accounts Receivable

2.

We added the individual customer account balances shown in an aged trial balance of accounts
receivable (identified as exhibit A) and compared the resultant total with the balance in the
general ledger account.

We found no difference.
3.

We compared the individual customer account balances shown in the aged trial balance of
accounts receivable (exhibit A) as of December 31, 20XX, to the balances shown in the accounts
receivable subsidiary ledger.
We found no exceptions as a result of the comparisons.

4.

We traced the aging (according to invoice dates) for 50 customer account balances shown in
exhibit A to the details of outstanding invoices in the accounts receivable subsidiary ledger. The
balances selected for tracing were determined by starting at the eighth item and selecting every
fifteenth item thereafter.
We found no exceptions in the aging of the amounts of the 50 customer account balances selected.
The sample size traced was 9.8 percent of the aggregate amount of the customer account balances.
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5.

We mailed confirmations directly to the customers representing the 150 largest customer account
balances selected from the accounts receivable trial balance, and we received responses as
indicated below. We also traced the items constituting the outstanding customer account balance
to invoices and supporting shipping documents for customers from which there was no reply.
As agreed, any individual differences in a customer account balance of less than $300 were to be
considered minor, and no further procedures were performed.
Of the 150 customer balances confirmed, we received responses from 140 customers; 10 custom
ers did not reply. No exceptions were identified in 120 of the confirmations received. The
differences disclosed in the remaining 20 confirmation replies were either minor in amount (as
defined above) or were reconciled to the customer account balance without proposed adjustment
thereto. A summary of the confirmation results according to the respective aging categories is as
follows:
Accounts Receivable
December 31, 20XX

Aging Categories
Current
Past due:
Less than one month
One to three months
Over three months

Customer
Account
Balances

Confirmations
Requested

Confirmation
Replies
Received

$156,000

$ 76,000

$ 65,000

60,000
36,000
48,000

30,000
18,000
48,000

19,000
10,000
8,000

$300,000

$172,000

$102,000

We were not engaged to, and did not conduct an audit, the objective of which would be the
expression of an opinion on cash and accounts receivable. Accordingly, we do not express such
an opinion. Had we performed additional procedures, other matters might have come to our
attention that would have been reported to you.

This report is intended solely for the information and use of the board of directors and manage
ment of X Company and is not intended to be and should not be used by anyone other than these
specified parties.

[Source: SSAE No. 10, chapter 2, Appendix, "Additional Illustrative Reports" (AT section 201.48).]
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10-01

.090 Claims of Creditors

Independent Accountant's Report
on Applying Agreed-Upon Procedures
To the Trustee of XYZ Company:
We have performed the procedures described below, which were agreed to by the Trustee of XYZ Company,
with respect to the claims of creditors solely to assist you in determining the validity of claims of XYZ
Company as of May 31, 20XX, as set forth in accompanying Schedule A. XYZ Company is responsible for
maintaining records of claims submitted by creditors of XYZ Company. This agreed-upon procedures
engagement was conducted in accordance with attestation standards established by the American Institute
of Certified Public Accountants. The sufficiency of these procedures is solely the responsibility of the party
specified in this report. Consequently, we make no representation regarding the sufficiency of the procedures
described below either for the purpose for which this report has been requested or for any other purpose.

The procedures and associated findings are as follows:
1.

Compare the total of the trial balance of accounts payable at May 31, 20XX, prepared by XYZ
Company, to the balance in the related general ledger account.
The total of the accounts payable trial balance agreed with the balance in the related general
ledger account.

2.

Compare the amounts for claims received from creditors (as shown in claim documents provided
by XYZ Company) to the respective amounts shown in the trial balance of accounts payable.
Using the data included in the claims documents and in XYZ Company's accounts payable detail
records, reconcile any differences found to the accounts payable trial balance.

All differences noted are presented in column 3 of Schedule A. Except for those amounts shown
in column 4 of Schedule A, all such differences were reconciled.

3.

Obtain the documentation submitted by creditors in support of the amounts claimed and
compare it to the following documentation in XYZ Company's files: invoices, receiving reports,
and other evidence of receipt of goods or services.

No exceptions were found as a result of these comparisons.

We were not engaged to, and did not, conduct an audit, the objective of which would be the
expression of an opinion on the claims of creditors set forth in the accompanying Schedule A.
Accordingly, we do not express such an opinion. Had we performed additional procedures, other
matters might have come to our attention that would have been reported to you.

This report is intended solely for the information and use of the Trustee of XYZ Company and
is not intended to be and should not be used by anyone other than this specified party.
[Source: SSAE No. 10, chapter 2, Appendix, "Additional Illustrative Reports" (AT section 201.48).]

AAM §10,260.090

Copyright © 2001, American Institute of Certified Public Accountants, Inc.

50

Special Reports

10-01

.100

10,531

Compliance With Contractual Provisions (Separate Report)

We have audited, in accordance with auditing standards generally accepted in the United States of America,
the balance sheet of XYZ Company as of December 31, 20X2, and the related statement of income, retained
earnings, and cash flows for the year then ended, and have issued our report thereon dated February 16,
20X3.
In connection with our audit, nothing came to our attention that caused us to believe that the Company failed
to comply with the terms, covenants, provisions, or conditions of sections XX to XX, inclusive, of the
Indenture dated July 21,20X0, with ABC Bank insofar as they relate to accounting matters. However, our
audit was not directed primarily toward obtaining knowledge of such noncompliance.
This report is intended solely for the information and use of the boards of directors and management of XYZ
Company and ABC Bank and is not intended to be and should not be used by anyone other than these
specified parties.

[Source: SAS No. 62, paragraph 21, with conforming changes due to SAS No. 87 and No. 93 (AU section
623.21).]

Note: When this report is included in the auditor's standard report accompanying financial statements, the
last two paragraphs are examples of the paragraphs that should follow the opinion paragraph of the
auditor's report on the financial statements.
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10-01

.110 Report on Financial Statements Prepared Pursuant to Loan Agreements That Results in a
Presentation Not in Conformity With Generally Accepted Accounting Principles or an Other
Comprehensive Basis of Accounting

Independent Auditor's Report

Addressee:

We have audited the accompanying special-purpose statement of assets and liabilities of ABC Company as
of December 31,20X1, and the related special-purpose statements of revenues and expenses and of cash flows
for the year then ended. These financial statements are the responsibility of the Company's management.
Our responsibility is to express an opinion on these financial statements based on our audit.
We conducted our audit in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audit provides a reasonable basis
for our opinion.

The accompanying special-purpose financial statements were prepared for the purpose of complying with
section 4 of a loan agreement between DEF Bank and the Company as described in Note X, and are not
intended to be a presentation in conformity with generally accepted accounting principles.
In our opinion, the special-purpose financial statements referred to above present fairly, in all material
respects, the assets and liabilities of ABC Company as of December 31,20X1, and the revenues, expenses and
cash flows for the year then ended, on the basis of accounting described in Note X.
This report is intended solely for the information and use of the boards of directors and managements of
ABC Company and DEF Bank and is not intended to be and should not be used by anyone other than these
specified parties.

[Signature]

[Date]
[Source: SAS No. 62, paragraph 30, with conforming changes due to SAS No. 87 and No. 93 (AU section
623.30).]
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10,533

Report on a Schedule of Gross Income and Certain Expenses to Meet Regulatory Requirements
and to be Included in a Document Distributed to the General Public
Independent Auditor's Report

Addressee:

We have audited the accompanying Historical Summaries of Gross Income and Direct Operating Expenses
of ABC Apartments, City, State (Historical Summaries), for each of the three years in the period ended
December 31, 20XX. These Historical Summaries are the responsibility of the Apartments' management. Our
responsibility is to express an opinion on the Historical Summaries based on our audits.
We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the Historical Summaries are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the Historical Summaries. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall presentation of the Historical Summaries. We believe that our audits provide a
reasonable basis for our opinion.

The accompanying Historical Summaries were prepared for the purpose of complying with the rules and
regulations of the Securities and Exchange Commission (for inclusion in the registration statement on Form
S-11 of DEF Company) as described in Note X, and are not intended to be a complete presentation of the
Apartments' revenues and expenses.

In our opinion, the Historical Summaries referred to above present fairly, in all material respects, the gross
income and direct operating expenses described in Note X of ABC Apartments for each of the three years in
the period ended December 31, 20XX, in conformity with accounting principles generally accepted in the
United States of America.

[Signature]

[Date]
[Source: SAS No. 62, paragraph 26, with conforming changes due to SAS No. 87 and No. 93 (AU section
623.26).]
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Report on a Statement of Assets Sold and Liabilities Transferred to Comply With a Contractual
Agreement

Independent Auditor's Report

Addressee:
We have audited the accompanying statement of net assets sold of ABC Company as of June 8,20XX. This
statement of net assets sold is the responsibility of ABC Company's management. Our responsibility is to
express an opinion on the statement of net assets based on our audit.

We conducted our audit in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the statement of net assets sold is free of material misstatement. An audit includes examining, on a
test basis, evidence supporting the amounts and disclosures in the statement. An audit also includes assessing
the accounting principles used and significant estimates made by management, as well as evaluating the
overall presentation of the statement of net assets sold. We believe that our audit provides a reasonable basis
for our opinion.
The accompanying statement was prepared to present the net assets of ABC Company sold to XYZ
Corporation pursuant to the purchase agreement described in Note X, and is not intended to be a complete
presentation of ABC Company's assets and liabilities.

In our opinion, the accompanying statement of net assets sold presents fairly, in all material respects, the net
assets of ABC Company as of June 8,20XX, sold pursuant to the purchase agreement referred to in Note X,
in conformity with accounting principles generally accepted in the United States of America.
This report is intended solely for the information and use of the boards of directors and managements of
ABC Company and XYZ Corporation and is not intended to be and should not be used by anyone other than
these specified parties.

[Signature]

[Date]
[Source: SAS No. 62, paragraph 26, with conforming changes due to SAS No. 87 and No. 93 (AU section
623.26).]

AAM §10,260.121

Copyright © 2001, American Institute of Certified Public Accountants, Inc.

50

Special Reports

10-01

.130

10,535

Report on the Application of Accounting Principles

Introduction

We have been engaged to report on the appropriate application of generally accepted accounting principles
to the specific (hypothetical) transaction described below. This report is being issued to the ABC Company
(XYZ Intermediaries) for assistance in evaluating accounting principles for the described specific (hypotheti
cal) transaction. Our engagement has been conducted in accordance with standards established by the
American Institute of Certified Public Accountants.
Description of Transaction

The facts, circumstances, and assumptions relevant to the specific (hypothetical) transaction as provided to
us by the management of ABC Company (XYZ Intermediaries) are as follows:
[Describe transaction]

Appropriate Accounting Principles
[Text discussing principles]
Concluding Comments

The ultimate responsibility for the decision on the appropriate application of generally accepted accounting
principles for an actual transaction rests with the preparers of financial statements, who should consult with
their continuing accountants. Our judgment on the appropriate application of generally accepted accounting
principles for the described specific (hypothetical) transaction is based solely on the facts provided to us as
described above; should these facts and circumstances differ, our conclusion may change.
[Source: SAS No. 50, paragraph 9 (AU section 625.09).]

Note:

This illustrative report is intended for an accountant in public practice either in connection with a
proposal to obtain a new client or otherwise, when: (1) preparing a written report on the application
of accounting principles to specified transactions, either completed or proposed, (2) requested to
provide a written report on the type of opinion that may be rendered on a specific entity's financial
statements, or (3) preparing a written report to intermediaries on the application of accounting
principles not involving facts or circumstances of a particular principal.

[Source: SAS No. 50, paragraph 2 (AU section 625.02).]

AICPA Audit and Accounting Manual

AAM §10,260.130

10,536
.140

Accountants' Reports

50

10-01

Report on Financial Statements Presented in Conformity With a Prescribed Basis of Accounting
(Property and Liability Insurance Company)

Independent Auditor's Report
To the Board of Directors
ABC Insurance Company
We have audited the accompanying statutory statements of admitted assets, liabilities, and surplus of ABC
Insurance Company as of December 31, 20X2 and 20X1, and the related statutory statements of income and
changes in surplus, and cash flows for the years then ended. These financial statements are the responsibility
of the Company's management. Our responsibility is to express an opinion on these financial statements
based on our audits.

We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audits to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis
for our opinion.

As described more fully in Note X to the financial statements, the Company prepared these financial
statements using accounting practices prescribed or permitted by the Insurance Department of the State of
[state of domicile], which practices differ from generally accepted accounting principles. The effects on the
financial statements of the variances between statutory accounting practices and accounting principles
generally accepted in the United States of America, although not reasonably determinable, are presumed to
be material.

In our opinion, because of the effects of the matter discussed in the preceding paragraph, the financial
statements referred to above do not present fairly, in conformity with accounting principles generally
accepted in the United States of America, the financial position of ABC Insurance Company as of December
31, 20X2 and 20X1, or the results of its operations or its cash flows for the years then ended.
In our opinion, the financial statements referred to above present fairly, in all material respects, the admitted
assets, liabilities, and surplus of ABC Insurance Company as of December 31, 20X2 and 20X1, and the results
of its operations and its cash flows for the years then ended, on the basis of accounting described in Note X.

[Signature]

[Date]
[Source: AICPA Audit and Accounting Guide Audits of Property and Liability Insurance Companies, paragraph
8.27]

[The next page is 10,571.]
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Unaudited Financial Statements of a Public Entity

9-00

AAM Section 10,270
Unaudited Financial Statements of a
Public Entity
(When an accountant is associated with the financial statements but has not audited or reviewed such
statements)

.01

Disclaimer

Addressee:

The accompanying balance sheet of X Company as of December 31, 20X1, and the related statements of
income, retained earnings, and cash flows for the year then ended were not audited by us, and, accordingly,
we do not express an opinion on them.
[Signature]

[Date]

[Source: SAS No. 26, paragraph 5 (AU section 504.05).]

Notes: The disclaimer may accompany the unaudited financial statements or it may be placed directly on
them. In addition, each page of the financial statements should be clearly and conspicuously marked
as unaudited.
If the unaudited financial statements are those of a privately held (nonpublic) company, this example
is not appropriate. See AAM sections 2510 and 2520.
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9-00

Current Period Financial Statements Unaudited—Prior Period Financial Statements Audited

Addressee:
The accompanying balance sheet of ABC Company as of December 31, 20X2, and the related statements of
income, retained earnings, and cash flows for the year then ended were not audited by us and, accordingly,
we do not express an opinion on them.

The financial statements for the year ended December 31,20X1, were audited by us (other accountants) and
we (they) expressed an unqualified opinion on them in our (their) report dated March 1, 20X2, but we (they)
have not performed any auditing procedures since that date.
[Signature]
[Date]
[Source: SAS No. 26, paragraphs 5 and 16 (AU section 504.05 and .16).]

Notes: The disclaimer may accompany the unaudited financial statements or it may be placed directly on
them. In addition, each page of the financial statements should be clearly and conspicuously marked
as unaudited.

If the unaudited financial statements are those of a privately held (nonpublic) company, this example
is not appropriate. See AAM sections 2510 and 2520.

AAM §10,270.02

Copyright © 2000, American Institute of Certified Public Accountants, Inc.

46

Unaudited Financial Statements of a Public Entity

9-00

.03

10,573

Disclaimer—Cash Basis Statements

(When an accountant is associated with unaudited financial statements of a public entity prepared in
accordance with a comprehensive basis of accounting other than generally accepted accounting princi
ples)

Addressee:

The accompanying statement of assets and liabilities resulting from cash transactions of XYZ Corporation
as of December 31,20X1, and the related statement of revenues collected and expenses paid during the year
then ended were not audited by us and, accordingly, we do not express an opinion on them.
[Signature]

[Date]
[Source: SAS No. 26, paragraph 7 (AU section 504.07).]

Notes: A note to the financial statements should describe how the basis of presentation differs from generally
accepted accounting principles, but the monetary effect of such differences need not be stated.

The disclaimer may accompany the unaudited financial statements or it may be placed directly on
them. In addition, each page of the financial statements should be clearly and conspicuously marked
as unaudited.
If the unaudited financial statements are those of a privately held (nonpublic) company, this example
is not appropriate. See AAM sections 2510 and 2520.
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Disclaimer—Regulatory (Statutory) Basis Statements

(When an accountant is associated with unaudited financial statements of a public entity prepared in
accordance with a comprehensive basis of accounting other than generally accepted accounting princi
ples)

Addressee:
The accompanying statement of admitted assets, liabilities, and surplus—statutory basis of XYZ Insurance
Company as of December 31, 20XX, and the related statements of income—statutory basis, cash flows—statu
tory basis, and changes in surplus—statutory basis for the year then ended were not audited by us and,
accordingly, we do not express an opinion on them.

[Signature]
[Date]
[Source: SAS No. 26, paragraph 7 (AU section 504.07).]

Notes: A note to the financial statements should describe how the basis of presentation differs from generally
accepted accounting principles, but the monetary effect of such differences need not be stated.

The disclaimer may accompany the unaudited financial statements or it may be placed directly on
them. In addition, each page of the financial statements should be clearly and conspicuously marked
as unaudited.
If the unaudited financial statements are those of a privately held (nonpublic) company, this example
is not appropriate. See AAM sections 2510 and 2520.
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10,621

AAM Section 10,280
Lack of Independence
.01 Disclaimer
Addressee:

We are not independent with respect to XYZ Company, and the accompanying balance sheet as of December
31, 20X1 and the related statements of income, retained earnings, and cash flows for the year then ended
were not audited by us and, accordingly, we do not express an opinion on them.
[Signature]

[Date]
[Source: SAS No. 26, paragraph 10 (AU section 504.10).]

Notes: When an accountant is not independent, any procedures he or she might perform would not be in
accordance with generally accepted auditing standards and he or she would be precluded from
expressing an opinion on the financial statements. Accordingly, he or she should disclaim an opinion
with respect to the financial statements and state specifically that he or she is not independent. The
accountant should not include in his or her disclaimer the reasons for the lack of independence or
any description of the procedures he or she has performed; including such matters might confuse
readers concerning the importance of the lack of independence.
If the financial statements are those of a nonpublic entity, the guidance in Statements on Standards
for Accounting and Review Services (SSARS) should be followed. (See AAM section 2510.03.)

[The next page is 10,671.]
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10,671

AAM Section 10,300
Review of Interim Financial Information
.01 Independent Accountant's Report
Independent Accountant's Report

Addressee:
We have reviewed the accompanying [describe the statements or information reviewed] of ABC Company and
consolidated subsidiaries as of September 30, 20X1, and for the three-month and nine-month periods then
ended. These financial statements (information) are (is) the responsibility of the company's management.
We conducted our review in accordance with standards established by the American Institute of Certified
Public Accountants. A review of interim financial information consists principally of applying analytical
procedures to financial data and making inquiries of persons responsible for financial and accounting
matters. It is substantially less in scope than an audit conducted in accordance with generally accepted
auditing standards, the objective of which is the expression of an opinion regarding the financial statements
taken as a whole. Accordingly, we do not express such an opinion.
Based on our review, we are not aware of any material modifications that should be made to the accompa
nying financial statements (information) for them (it) to be in conformity with generally accepted accounting
principles.

[Signature]
[Date]
[Source: SAS No. 71, paragraph 28 (AU section 722.30).]

Note:

SAS No. 71, Interim Financial Information (AU section 722), provides guidance for accountants engaged
to review interim financial information of a public entity. SAS No. 71 (AU section 722) may also, in
certain limited situations, apply to reviews of interim financial information for nonpublic entities.
The accountant should refer to the SAS to determine its applicability.

[The next page is 10,701.]
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10,701

AAM Section 10,400
Accountants’ Reports on Condensed
Financial Statements and Selected
Financial Data
.01 Unqualified Opinion on Condensed Financial Statements1
Independent Auditor's Report

Addressee:
We have audited, in accordance with auditing standards generally accepted in the United States of America,
the consolidated balance sheet of X Company and subsidiaries as of December 31, 20X0, and the related
consolidated statements of income, retained earnings, and cash flows for the year then ended (not presented
herein); and in our report dated February 15, 20X1, we expressed an unqualified opinion on those consoli
dated financial statements.
In our opinion, the information set forth in the accompanying condensed consolidated financial statements
is fairly stated, in all material respects, in relation to the consolidated financial statements from which it has
been derived.

[Signature]

[Date]
[Source: SAS No. 42, paragraph 6, with conforming changes due to SAS No. 93 (AU section 552.06).]

1 This report is appropriate when reporting in a client-prepared document on condensed financial statements (either for an annual
or an interim period) that are derived from audited financial statements of a public entity that is required to file, at least annually,
complete audited financial statements with a regulatory agency (See SAS No. 42, paragraph la [AU section 552.01a].).
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Adverse Opinion on Condensed Financial Statements Due to Inadequate Disclosure2

Independent Auditor's Report

Addressee:
We have audited the consolidated balance sheet of X Company and subsidiaries as of December 31, 20X0,
and the related earnings and cash flows for the year then ended (not presented herein). These financial
statements are the responsibility of the Company's management. Our responsibility is to express an opinion
on these financial statements based on our audit.

We conducted our audit in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audit provides a reasonable basis
for our opinion.
The condensed consolidated balance sheet as of December 31,20X0, and the related condensed consolidated
statements of income, retained earnings, and cash flows for the year then ended, presented on pages XX-XX,
are presented as a summary and therefore do not include all of the disclosures required by accounting
principles generally accepted in the United States of America.
In our opinion, because of the significance of the omission of the information referred to in the preceding
paragraph, the condensed consolidated financial statements referred to above do not present fairly, in
conformity with accounting principles generally accepted in the United States of America, the financial
position of X Company and subsidiaries as of December 31,20X0, or results of their operations and their cash
flows for the year then ended.
[Signature]

[Date]

[Source: SAS No. 42, paragraph 7, footnote 6, with conforming changes due to SAS No. 93 (AU section
552.07).]

2 This report is appropriate if a statement naming the auditor and stating that condensed financial statements have been derived
from audited financial statements is made in a client-prepared document that does not include audited financial statements and the
client is not a public entity that is required to file complete audited financial statements with a regulatory agency at least annually (See
SAS No. 42, paragraph 7, footnote 6 [AU section 552.07].).
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10,703

Review Report on Condensed Financial Statements
Independent Auditor's Report

Addressee:
We have reviewed the condensed consolidated balance sheet of ABC Company and subsidiaries as of March
31, 20X1, and the related condensed consolidated statements of income and cash flows for the three-month
periods ended March 31,20X1 and 20X0. These financial statements are the responsibility of the company's
management.

We conducted our review in accordance with standards established by the American Institute of Certified
Public Accountants. A review of interim financial information consists principally of applying analytical
procedures to financial data and making inquiries of persons responsible for financial and accounting
matters. It is substantially less in scope than an audit conducted in accordance with generally accepted
auditing standards, the objective of which is the expression of an opinion regarding the financial statements
taken as a whole. Accordingly, we do not express such an opinion.
Based on our review, we are not aware of any material modifications that should be made to the condensed
consolidated financial statements referred to above for them to be in conformity with generally accepted
accounting principles.
We have previously audited, in accordance with auditing standards generally accepted in the United States
of America, the consolidated balance sheet as of December 31,20X0, and the related consolidated statements
of income, retained earnings, and cash flows for the year then ended (not presented herein); and in our report
dated February 15, 20X1, we expressed an unqualified opinion on those consolidated financial statements.
In our opinion, the information set forth in the accompanying condensed consolidated balance sheet as of
December 31,20X0, is fairly stated in all material respects, in relation to the consolidated balance sheet from
which it has been derived.

[Signature]

[Date]
[Source: SAS No. 42, paragraph 8, as amended by SAS No. 71 and with conforming changes due to SAS No.
93 (AU section 552.08).]

Note:

This is an illustrative review report on a condensed balance sheet as of March 31,20X1, and the related
condensed statements of income and cash flows for the three-month periods ended March 31,20X1
and 20X0, together with a report on a condensed balance sheet derived from audited financial
statements as of December 31,20X0, included in Form 10-Q.

[The next page is 10,751.]
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AAM Section 10,500
Reports on Personal Financial Statements
.01

Auditor's Standard Report

Independent Auditor's Report
Addressee:

I (We) have audited the accompanying statement of financial condition of James and Jane Person as of [date],
and the related statement of changes in net worth for the [period] then ended. These financial statements are
the responsibility of James and Jane Person. My (our) responsibility is to express an opinion on these financial
statements based on my (our) audit.

I (We) conducted my (our) audit in accordance with auditing standards generally accepted in the United
States of America. Those standards require that I (we) plan and perform the audit to obtain reasonable
assurance about whether the financial statements are free of material misstatement. An audit includes
examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements. An
audit also includes assessing the accounting principles used and significant estimates made by James and
Jane Person, as well as evaluating the overall financial statement presentation. I (We) believe that my (our)
audit provides a reasonable basis for my (our) opinion.
In my (our) opinion, the financial statements referred to above present fairly, in all material respects, the
financial condition of James and Jane Person as of [date] and the changes in their net worth for the [period]
then ended in conformity with accounting principles generally accepted in the United States of America.

[Signature]
[Date]
[Source: AICPA Personal Financial Statements Guide, paragraph 5.14.]
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.02 Audit Report—Statement of Financial Condition Only
Independent Auditor's Report

Addressee:
I (We) have audited the statement of financial condition of James and Jane Person as of [date]. This financial
statement is the responsibility of James and Jane Person. My (our) responsibility is to express an opinion on
this financial statement based on my (our) audit.

I (We) conducted my (our) audit in accordance with auditing standards generally accepted in the United
States of America. Those standards require that I (we) plan and perform the audit to obtain reasonable
assurance about whether the financial statements are free of material misstatement. An audit includes
examining, on a test basis, evidence supporting amounts and disclosures in the statements of financial
condition. An audit also includes assessing the accounting principles used and significant estimates made
by James and Jane Person, as well as evaluating the overall presentation of the statement of financial
condition. I (We) believe that my (our) audit provides a reasonable basis for my (our) opinion.

In my (our) opinion, the financial statement referred to above presents fairly, in all material respects, the
financial condition of James and Jane Person as of [date] in conformity with accounting principles generally
accepted in the United States of America.
[Signature]

[Date]
[Source: AICPA Personal Financial Statements Guide, paragraph 5.21.]
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10,753

Audit Report—Departure From GAAP—Inappropriate Valuation Methods—Adverse Opinion

Independent Auditor's Report

Addressee:
I (We) have audited the accompanying statement of financial condition of James and Jane Person as of [date],
and the related statement of changes in net worth for the [period] then ended. These financial statements are
the responsibility of James and Jane Person. My (our) responsibility is to express an opinion on these financial
statements based on my (our) audit.
I (We) conducted my (our) audit in accordance with auditing standards generally accepted in the United
States of America. Those standards require that I (we) plan and perform the audit to obtain reasonable
assurance about whether the financial statements are free of material misstatement. An audit includes
examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements. An
audit also includes assessing the accounting principles used and significant estimates made by James and
Jane Person, as well as evaluating the overall financial statement presentation. I (We) believe that my (our)
audit provides a reasonable basis for my (our) opinion.

As discussed in Note X to the financial statements, assets amounting to $XX,XXX (XX percent of total assets)
as of [date] have been valued at estimated current value as determined by James Person. I (We) have reviewed
the procedures applied by James Person in valuing the assets and have inspected the underlying documen
tation. In my (our) opinion those procedures are not appropriate to determine the estimated current values
of the assets in conformity with generally accepted accounting principles. The effects on the financial
statements of not applying appropriate procedures to determine the estimated current values of the assets
are not reasonably determinable.
In my (our) opinion, because of the effects of the matters discussed in the preceding paragraph, the financial
statements referred to above do not present fairly, in conformity with accounting principles generally
accepted in the United States of America, the financial condition of James and Jane Person as of [date] and
the changes in their net worth for the [period] then ended.

[Signature]
[Date]
[Source: AICPA Personal Financial Statements Guide, paragraph 5.19.]
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.04 Audit Report—Departure From GAAP—Inappropriate Valuation Methods—Qualified Opinion
Independent Auditor's Report

Addressee:
I (We) have audited the accompanying statement of financial condition of James and Jane Person as of [date],
and the related statement of changes in net worth for the [period] then ended. These financial statements are
the responsibility of James and Jane Person. My (our) responsibility is to express an opinion on these financial
statements based on my (our) audit.
I (We) conducted my (our) audit in accordance with auditing standards generally accepted in the United
States of America. Those standards require that I (we) plan and perform the audit to obtain reasonable
assurance about whether the financial statements are free of material misstatement. An audit includes
examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements. An
audit also includes assessing the accounting principles used and significant estimates made by James and
Jane Person, as well as evaluating the overall financial statement presentation. I (We) believe that my (our)
audit provides a reasonable basis for my (our) opinion.

As discussed in Note X to the financial statements, assets amounting to $XX,XXX (XX percent of total assets)
as of [date] have been valued at estimated current value as determined by James Person. I (We) have reviewed
the procedures applied by James Person in valuing the assets and have inspected the underlying documen
tation. In my (our) opinion, those procedures are not appropriate to determine the estimated current values
of the assets in conformity with generally accepted accounting principles. The effects on the financial
statements of not applying appropriate procedures to determine the estimated current values of the assets
are not reasonably determinable.
In my (our) opinion, except for the effects of the valuation of assets determined by James Person as described
in the preceding paragraph, the financial statements referred to above present fairly, in all material respects,
the financial condition of James and Jane Person as of [date], and the changes in their net worth for the [period]
then ended in conformity with accounting principles generally accepted in the United States of America.

[Signature]
[Date]
[Source: AICPA Personal Financial Statements Guide, paragraph 5.18.]
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Reports on Personal Financial Statements

.05 Audit Report—Disclaim Opinion Because of Scope Limitation—Inadequate Records
Independent Auditor's Report

Addressee:
I (We) was engaged to audit the accompanying statement of financial condition of James and Jane Person as
of [date], and the related statement of changes in net worth for the [period] then ended. These financial
statements are the responsibility of James and Jane Person.

James and Jane Person do not maintain accounting records sufficient to assure that all transactions are
recorded. Accordingly, it was not practicable for me (us) to extend my (our) auditing procedures sufficiently
to determine that all of their assets and liabilities and the changes in their net worth are recorded in the
financial statements referred to above.

Because James and Jane Person do not maintain certain accounting records and supporting documentation,
and I was (we were) unable to apply adequate auditing procedures regarding the recording of transactions,
the scope of my (our) work was not sufficient to enable me (us) to express, and I (we) do not express, an
opinion on these financial statements.

[Signature]
[Date]

[Source: AICPA Personal Financial Statements Guide, paragraph 5.17.]
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Audit Report—Scope Limitation—Inadequate Records

Independent Auditor's Report

Addressee:
I (We) have audited the accompanying statement of financial condition of James and Jane Person as of [date],
and the related statement of changes in net worth for the [period] then ended. These financial statements are
the responsibility of James and Jane Person. My (our) responsibility is to express an opinion on these financial
statements based on my (our) audit.
Except as explained in the following paragraph, I (we) conducted my (our) audit in accordance with auditing
standards generally accepted in the United States of America. Those standards require that I (we) plan and
perform the audit to obtain reasonable assurance about whether the financial statements are free of material
misstatement. An audit includes examining, on a test basis, evidence supporting the amounts and disclosures
in the financial statements. An audit also includes assessing the accounting principles used and significant
estimates made by James and Jane Person, as well as evaluating the overall financial statement presentation.
I (We) believe that my (our) audit provides a reasonable basis for my (our) opinion.
James and Jane Person do not maintain accounting records sufficient to assure that all transactions are
recorded. Accordingly, it was not practicable for me (us) to extend my (our) auditing procedures sufficiently
to determine that all of their assets and liabilities and the changes in their net worth are recorded in the
financial statements referred to above.

In my (our) opinion, except for the effects of such adjustments, if any, as might have been determined to be
necessary had I (we) been able to determine that all assets and liabilities and changes in net worth were
recorded in the financial statements, the financial statements referred to in the first paragraph above present
fairly, in all material respects, the financial condition of James and Jane Person as of [date], and the changes
in their net worth for the [period] then ended in conformity with accounting principles generally accepted in
the United States of America.

[Signature]
[Date]
[Source: AICPA Personal Financial Statements Guide, paragraph 5.16.]
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.07 Audit Report—Income Tax Basis
Independent Auditor's Report

Addressee:
I (We) have audited the accompanying statement of assets and liabilities—income tax basis of James and
Jane Person as of [date], and the related statement of changes in net worth—income tax basis for the [period]
then ended. These financial statements are the responsibility of James and Jane Person. My (Our) responsi
bility is to express an opinion on these financial statements based on my (our) audit.

I (We) conducted my (our) audit in accordance with auditing standards generally accepted in the United
States of America. Those standards require that I (we) plan and perform the audit to obtain reasonable
assurance about whether the financial statements are free of material misstatement. An audit includes
examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements. An
audit also includes assessing the accounting principles used and significant estimates made by James and
Jane Person, as well as evaluating the overall financial statement presentation. I (We) believe that my (our)
audit provides a reasonable basis for my (our) opinion.

As described in Note X, these financial statements were prepared on the basis of accounting James and Jane
Person use for income tax purposes, which is a comprehensive basis of accounting other than generally
accepted accounting principles.
In my (our) opinion, the financial statements referred to above present fairly, in all material respects, the
assets and liabilities of James and Jane Person as of [date], and the changes in their net assets for the [period]
then ended on the basis of accounting described in Note X.
[Signature]

[Date]
[Source: AICPA Personal Financial Statements Guide, paragraph 5.20.]
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Accountant's Standard Compilation Report

Addressee:
I (We) have compiled the accompanying statement of financial condition of James and Jane Person as of
[date], and the related statement of changes in net worth for the [period] then ended, in accordance with
Statements on Standards for Accounting and Review Services issued by the American Institute of Certified
Public Accountants.

A compilation is limited to presenting in the form of financial statements information that is the repre
sentation of the individuals whose financial statements are presented. I (We) have not audited or reviewed
the accompanying financial statements and, accordingly, do not express an opinion or any other form of
assurance on them.
[Signature]

[Date]
[Source: AICPA Personal Financial Statements Guide, paragraph 5.04.]
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10,759

Compilation Report—Statement of Financial Condition Only

Addressee:
I (We) have compiled the accompanying statement of financial condition of James and Jane Person as of
[date], in accordance with Statements on Standards for Accounting and Review Services issued by the
American Institute of Certified Public Accountants.

A compilation is limited to presenting in the form of financial statements information that is the repre
sentation of the individuals whose financial statements are presented. I (We) have not audited or reviewed
the accompanying statement of financial condition and, accordingly, do not express an opinion or any other
form of assurance on it.
[Signature]

[Date]
[Source: AICPA Personal Financial Statements Guide, paragraph 5.21.]
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Compilation Report—Omission of Substantially All Disclosures

Addressee:
I (We) have compiled the accompanying statement of financial condition of James and Jane Person as of
[date], and the related statement of changes in net worth for the [period] then ended, in accordance with
Statements on Standards for Accounting and Review Services issued by the American Institute of Certified
Public Accountants.
A compilation is limited to presenting in the form of financial statements information that is the repre
sentation of the individuals whose financial statements are presented. I (We) have not audited or reviewed
the accompanying financial statements and, accordingly, do not express an opinion or any other form of
assurance on them.

James and Jane Person have elected to omit substantially all of the disclosures required by generally accepted
accounting principles. If the omitted disclosures were included in the financial statements, they might
influence the user's conclusions about the financial condition of James and Jane Person and changes in their
net worth. Accordingly, these financial statements are not designed for those who are not informed about
such matters.
[Signature]
[Date]
[Source: AICPA Personal Financial Statements Guide, paragraph 5.05.]

Note: When personal financial statements omit substantially all disclosures and do not disclose that the
assets are presented at their estimated current values and that the liabilities are presented at their
estimated current amounts, the accountant should include the following sentence at the end of the
first paragraph of his or her report:
The financial statements are intended to present the assets of James and Jane Person at
estimated current values and their liabilities at estimated current amounts.
[Source: AICPA Personal Financial Statements Guide, paragraph 5.06.]
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10,761

Compilation Report—GAAP Departure—Material Assets at Cost

Addressee:

I (We) have compiled the accompanying statement of financial condition of James and Jane Person as of
[date], and the related statement of changes in net worth for the [period] then ended, in accordance with
Statements on Standards for Accounting and Review Services issued by the American Institute of Certified
Public Accountants.
A compilation is limited to presenting in the form of financial statements information that is the repre
sentation of the individuals whose financial statements are presented. I (We) have not audited or reviewed
the accompanying financial statements and, accordingly, do not express an opinion or any other form of
assurance on them. However, I (we) did become aware of a departure from generally accepted accounting
principles that is described in the following paragraph.

As disclosed in Note X to the financial statements, generally accepted accounting principles require that
assets be presented at their estimated current values and that liabilities be presented at their estimated current
amounts. James and Jane Person have informed me (us) that their investment in ABC Company is stated in
the accompanying financial statements at cost and that the effects of this departure from generally accepted
accounting principles on their financial condition and the changes in their net worth have not been
determined.
[Signature]

[Date]
[Source: AICPA Personal Financial Statements Guide, paragraph 5.13.]
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.12 Compilation Report—Income Tax Basis
Addressee:

I (We) have compiled that accompanying statement of asset and liabilities—income tax basis of James and
Jane Person as of [date], and the related statement of changes in net assets—income tax basis for the [period]
then ended, in accordance with Statement on Standards for Accounting and Review Services issued by the
American Institute of Certified Public Accountants.

A compilation is limited to presenting in the form of financial statements information that is the repre
sentation of the individuals whose financial statements are presented. I (We) have not audited or reviewed
the accompanying financial statements and, accordingly, do not express an opinion or any other form of
assurance on them.
[Signature]

[Date]
[Source: AICPA Personal Financial Statements Guide, paragraph 5.20.]

Note: When personal financial statements are prepared in accordance with a comprehensive basis of
accounting other than generally accepted accounting principles, the notes ordinarily would state the
basis of presentation and describe how that basis differs from generally accepted accounting
principles. [Source: Accounting and Review Services Interpretation No. 12 of SSARS 1 (AR section
9100.42).]
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Compilation Report—Financial Statements Included in a Prescribed Form

Addressee:

I (We) have compiled the [identification offinancial statements, including period covered and name of individual(s)]
included in the accompanying prescribed form, in accordance with Statements on Standards for Accounting
and Review Services issued by the American Institute of Certified Public Accountants.
My (Our) compilation was limited to presenting in the form prescribed by [name of body] information that is
the representation of the individuals whose financial statements are presented. I (We) have not audited or
reviewed the financial statements referred to above and, accordingly, do not express an opinion or any other
form of assurance on them.

These financial statements (including related disclosures) are presented in accordance with the requirements
of [name of body], which differ from generally accepted accounting principles. Accordingly, these financial
statements are not designed for those who are not informed about such differences.

[Signature]
[Date]
[Source: AICPA Personal Financial Statements Guide, paragraph 5.09.]
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.14 Accountant's Standard Review Report
Addressee:
I (We) have reviewed the accompanying statement of financial condition of James and Jane Person as of
[date], and the related statement of changes in net worth for the [period] then ended, in accordance with
Statements on Standards for Accounting and Review Services issued by the American Institute of Certified
Public Accountants. All information included in these financial statements is the representation of James and
Jane Person.
A review of personal financial statements consists principally of inquiries of the individuals whose financial
statements are presented and analytical procedures applied to financial data. It is substantially less in scope
than an audit in accordance with generally accepted auditing standards, the objective of which is the
expression of an opinion regarding the financial statements taken as a whole. Accordingly, I (we) do not
express such an opinion.

Based on my (our) review, I am (we are) not aware of any material modifications that should be made to the
accompanying financial statements in order for them to be in conformity with generally accepted accounting
principles.

[Signature]
[Date]
[Source: AICPA Personal Financial Statements Guide, paragraph 5.11.]
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10,765

Review Report—Statement of Financial Condition Only

Addressee:
I (We) have reviewed the accompanying statement of financial condition of James and Jane Person as of
[date], in accordance with Statements on Standards for Accounting and Review Services issued by the
American Institute of Certified Public Accountants. All information included in this financial statement is
the representation of James and Jane Person.

A review of personal financial statements consists principally of inquiries of the individuals whose financial
statements are presented and analytical procedures applied to financial data. It is substantially less in scope
than an audit in accordance with generally accepted auditing standards, the objective of which is the
expression of an opinion regarding the financial statements taken as a whole. Accordingly, I (we) do not
express such an opinion.
Based on my (our) review, I am (we are) not aware of any material modifications that should be made to the
accompanying statement of financial condition in order for it to be in conformity with generally accepted
accounting principles.
[Signature]

[Date]
[Source: AICPA Personal Financial Statements Guide, paragraph 5.21.]
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.16 Review Report—GAAP Departure—Failure to Include a Provision for Estimated Income Taxes
on the Differences Between the Estimated Current Values of Assets and the Estimated Current
Amounts of Liabilities and Their Tax Bases

Addressee:
I (We) have reviewed the accompanying statement of financial condition of James Person as of [date], and
the related statement of changes in net worth for the [period] then ended, in accordance with Statements on
Standards for Accounting and Review Services issued by the American Institute of Certified Public Account
ants. All information included in these financial statements is the representation of James Person.

A review of personal financial statements consists principally of inquiries of the individual whose financial
statements are presented and analytical procedures applied to financial data. It is substantially less in scope
than an audit in accordance with generally accepted auditing standards, the objective of which is the
expression of an opinion regarding the financial statements taken as a whole. Accordingly, I (we) do not
express such an opinion.
Based on my (our) review, with the exception of the matter described in the following paragraph, I am (we
are) not aware of any material modifications that should be made to the accompanying financial statements
in order for them to be in conformity with generally accepted accounting principles.

Generally accepted accounting principles require that personal financial statements include a provision for
estimated income taxes on the differences between the estimated current values of assets and the estimated
current amounts of liabilities and their tax bases. The accompanying financial statements do not include such
a provision and the effect of this departure from generally accepted accounting principles has not been
determined.
[Signature]

[Date]
[Source: AICPA Personal Financial Statements Guide, paragraph 5.13.]
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.17 Review Report—Historical Cost Basis
Addressee:

I (We) have reviewed the accompanying statement of assets and liabilities—historical cost basis of James and
Jane Person as of [date], and the related statement of changes in net worth—historical cost basis for the [period]
then ended, in accordance with Statements on Standards for Accounting and Review Services issued by the
American Institute of Certified Public Accountants. All information included in these financial statements is
the representation of James and Jane Person.

A review of personal financial statements consists principally of inquiries of the individuals whose financial
statements are presented and analytical procedures applied to financial data. It is substantially less in scope
than an audit in accordance with generally accepted auditing standards, the objective of which is the
expression of an opinion regarding the financial statements taken as a whole. Accordingly, I (we) do not
express such an opinion.
Based on my (our) review, I am (we are) not aware of any material modifications that should be made to the
accompanying financial statements in order for them to be in conformity with the historical cost basis of
accounting described in Note X.

[Signature]
[Date]
[Source: AICPA Personal Financial Statements Guide, paragraph 5.20.]
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AAM Section 10,600
Reports on Employee Benefit Plans
.01

Unqualified Opinion—Defined Benefit Plan Assuming End-of-Year Benefit Information Date
Independent Auditor's Report

Addressee:
We have audited the accompanying statements of net assets available for benefits and of accumulated plan
benefits of XYZ Pension Plan as of December 31, 20X2 and 20X1, and the related statements of changes in
net assets available for benefits and of changes in accumulated plan benefits for the year ended December
31, 20X2. These financial statements are the responsibility of the Plan's management. Our responsibility is
to express an opinion on these financial statements based on our audits.
We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis
for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the financial
status of the Plan as of December 31, 20X2 and 20X1, and the changes in its financial status for the year ended
December 31, 20X2 in conformity with accounting principles generally accepted in the United States of
America.

[Signature of Firm]
[City and State]

[Date]
[Source: AICPA Audit and Accounting Guide Audits of Employee Benefit Plans, paragraph 13.04.]

Note:

Department of Labor Regulations, section 2520.103-1 requires the accountant's report to be dated,
manually signed, indicate the city and state where issued and identify the financial statements and
schedules covered by the report.
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.02 Unqualified Opinion—Defined Benefit Plan Assuming Beginning-of-Year Benefit
Information Date

Independent Auditor's Report

Addressee:
We have audited the accompanying statements of net assets available for benefits of XYZ Pension Plan as of
December 31, 20X2 and 20X1, and the related statements of changes in net assets available for benefits for
the years then ended and the statement of accumulated plan benefits as of December 31,20X1, and the related
statement of changes in accumulated plan benefits for the year then ended. These financial statements are
the responsibility of the Plan's management. Our responsibility is to express an opinion on these financial
statements based on our audits.
We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis
for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, information
regarding the Plan's net assets available for benefits as of December 31, 20X2, and changes therein for the
year then ended and its financial status as of December 31,20X1, and changes therein for the year then ended
in conformity with accounting principles generally accepted in the United States of America.

[Signature of Firm]
[City and State]

[Date]
[Source: AICPA Audit and Accounting Guide Audits of Employee Benefit Plans, paragraph 13.05.]
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Unqualified Opinion—Defined Contribution Profit-Sharing Plan

Independent Auditor's Report
Addressee:
We have audited the accompanying statements of net assets available for benefits of ABC Company
Profit-Sharing Plan as of December 31, 20X1 and 20X0, and the related statement of changes in net assets
available for benefits for the year ended December 31,20X1. These financial statements are the responsibility
of the Plan's management. Our responsibility is to express an opinion on these financial statements based
on our audits.

We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis
for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the net assets
available for benefits of the Plan as of December 31, 20X1 and 20X0, and the changes in net assets available
for benefits for the year ended December 31, 20X1 in conformity with accounting principles generally
accepted in the United States of America.
[Signature of Firm]

[City and State]
[Date]
[Source: AICPA Audit and Accounting Guide Audits of Employee Benefit Plans, paragraph 13.06.]
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.04 Unqualified Opinion—Employee Health and Welfare Benefit Plans

Independent Auditor's Report

Addressee:
We have audited the accompanying statements of net assets available for benefits and of plan benefit
obligations of Allied Industries Benefit Plan as of December 31, 20X2 and 20X1, and the related statements
of changes in net assets available for benefits and of changes in benefit obligations for the year ended
December 31, 20X2. These financial statements are the responsibility of the Plan's management. Our
responsibility is to express an opinion on these financial statements based on our audits.

We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis
for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the financial
status of the Plan as of December 31, 20X2 and 20X1, and the changes in financial status for the year ended
December 31, 20X2 in conformity with accounting principles generally accepted in the United States of
America.
[Signature of Firm]
[City and State]

[Date]
[Source: AICPA Audit and Accounting Guide Audits of Employee Benefit Plans, paragraph 13.08.]
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Unqualified Opinion—Supplemental Schedules Required by ERISA and DOL Regulations
Independent Auditor's Report

Addressee:
Our audits were performed for the purpose of forming an opinion on the basic financial statements taken as
a whole. The supplemental schedules of (identify) are presented for the purpose of additional analysis and
are not a required part of the basic financial statements but are supplementary information required by the
Department of Labor's Rules and Regulations for Reporting and Disclosure under the Employee Retirement
Income Security Act of 1974. These supplemental schedules are the responsibility of the Plan's management.
The supplemental schedules have been subjected to the auditing procedures applied in the audits of the basic
financial statements and, in our opinion, are fairly stated in all material respects in relation to the basic
financial statements taken as a whole.

[Signature of Firm]

[City and State]
[Date]
[Source: AICPA Audit and Accounting Guide Audits of Employee Benefit Plans, paragraph 13.12.]

Notes: This paragraph can be shown separately in the auditor-submitted document or as a separate
paragraph, after the opinion paragraph, of the auditor's standard report, when the auditor's report
covers additional information and the auditor has applied auditing procedures and is expressing an
opinion on the additional information.

Examples of paragraphs that should be added to the standard auditor's report when the report on
the supplemental schedules is modified because of omitted information or an omitted schedule
required by DOL regulations are presented in AAM section 10,600.07, .08, and .18.
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.06 Unqualified Opinion—Defined Benefit Pension Plan Prepared on the Modified Cash Basis
Independent Auditor's Report

Addressee:
We have audited the accompanying statements of net assets available for benefits (modified cash basis) of
XYZ Pension Plan as of December 31, 20X2 and 20X1, and the related statement of changes in net assets
available for benefits (modified cash basis) for the year ended December 31, 20X2. These financial statements
are the responsibility of the Plan's management. Our responsibility is to express an opinion on these financial
statements based on our audits.
We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis
for our opinion.

As described in Note X, these financial statements and supplemental schedules were prepared on a modified
cash basis of accounting, which is a comprehensive basis of accounting other than generally accepted
accounting principles.
In our opinion, the financial statements referred to above present fairly, in all material respects, the net assets
available for benefits and the accumulated plan benefits of XYZ Pension Plan as of December 31, 20X2 and
20X1, and the changes in net assets available for benefits and changes in accumulated plan benefits for the
year ended December 20X2, on the basis of accounting described in Note X.

Our audits were performed for the purpose of forming an opinion on the financial statements taken as a
whole. The supplemental schedules (modified cash basis) of (1) assets (held at end of year), (2) loans or fixed
income obligations in default or classified or uncollectible, (3) leases in default or classified as uncollectible,
(4) reportable transactions, and (5) non-exempt transactions as of or for the year ended December 31, 20X2,
are presented for the purpose of additional analysis and are not a required part of the basic financial
statements, but are supplementary information required by the Department of Labor's Rules and Regulations
for Reporting and Disclosure under the Employee Retirement Income Security Act of 1974. These supple
mental schedules are the responsibility of the Plan's management. The supplemental schedules have been
subjected to the auditing procedures applied in the audits of the basic financial statements and, in our
opinion, are fairly stated in all material respects in relation to the basic financial statements taken as a whole.
[Signature of Firm]

[City and State]

[Date]
[Source: AICPA Audit and Accounting Guide Audits of Employee Benefit Plans, paragraph 13.22.]

Note: When reporting on financial statements prepared in conformity with a basis of accounting other than
generally accepted accounting principles (OCBOA), the auditor should consider whether the finan
cial statements and notes thereto include all informative disclosures that are appropriate for the basis
of accounting used. The Interpretation, "Evaluating the Adequacy of Disclosure in Financial
Statements Prepared on the Cash, Modified Cash, or Income Tax Basis of Accounting" (AU section
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9623.88), states that if cash, modified cash, or income tax basis financial statements contain elements,
accounts, or items for which GAAP would require disclosure, the statements should either provide
the relevant disclosure that would be required for those items in a GAAP presentation or provide
information that communicates the substance of that disclosure. That may result in substituting
qualitative information for some of the quantitative information required for GAAP presentations.
Regardless of the basis of accounting used (GAAP or OCBOA), accumulated plan benefits disclosures
should be made. If such disclosures are not made, the auditor should comment in his or her report
on the lack of such disclosures and should express a qualified or adverse opinion on the financial
statements. [Source: AICPA Audit and Accounting Guide Audits of Employee Benefit Plans, paragraph
13.23.]

AICPA Audit and Accounting Manual

AAM §10,600.06

10,808

Accountants' Reports

50

10-01

.07 Modified Report—Omitted Information or Omitted Schedule Required Under DOL Regulations
Following are examples of paragraphs that should be added to the auditor's report when the auditor should
modify his or her report on the supplemental schedules because of omitted information or an omitted
schedule which is required under DOL regulations.
Independent Auditor's Report

Addressee:
[Same first, second, and third paragraphs as the standard report. See AAM section 10,600.01-.03.]

Our audits were performed for the purpose of forming an opinion on the financial statements taken as a
whole. The supplemental schedules of [identify] are presented for the purpose of additional analysis and are
not a required part of the basic financial statements, but are supplementary information required by the
Department of Labor's Rules and Regulations for Reporting and Disclosure under the Employee Retirement
Income Security Act of 1974. These supplemental schedules are the responsibility of the Plan's management.
The supplemental schedules have been subjected to the auditing procedures applied in the audits of the basic
financial statements and, in our opinion, are fairly stated in all material respects in relation to the basic
financial statements taken as a whole.

The schedule of assets (held at end of year) that accompanies the Plan's financial statements does not disclose
the historical cost of certain nonparticipant directed plan assets held by the Plan trustee [or custodian].
Disclosure of this information is required by the Department of Labor's Rules and Regulations for Reporting
and Disclosure under the Employee Retirement Income Security Act of 1974.
or

The Plan has not presented the schedule of reportable transactions (transactions in excess of 5 percent of the
current value of plan assets at the beginning of the year). Disclosure of this information is required by the
Department of Labor's Rules and Regulations for Reporting and Disclosure under the Employee Retirement
Income Security Act of 1974.
[Signature of Firm]

[City and State]

[Date]
[Source: AICPA Audit and Accounting Guide Audits of Employee Benefit Plans, paragraph 13.17.]
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Qualified Opinion—Omitted or Incomplete Schedule or Material Inconsistency

The following paragraphs should be added to the auditor's report when the auditor concludes that his or
her opinion on the supplemental schedules should be qualified because a schedule, or information thereon,
was omitted (when the schedules are not covered by a trustee's certification as to completeness and accuracy),
or because information in a required schedule is materially inconsistent with the financial statements.

Independent Auditor's Report
Addressee:

[Same first, second, and third paragraphs as the standard report. See AAM section 10,600.01-.03.]
The schedule of assets (held at end of year) that accompanies the Plan's financial statements does not disclose
that the Plan had loans to participants which are considered assets held for investment purposes. Disclosure
of this information is required by the Department of Labor's Rules and Regulations for Reporting and
Disclosure under the Employee Retirement Income Security Act of 1974.

Our audits were performed for the purpose of forming an opinion on the financial statements taken as a
whole. The supplemental schedules of [identify] are presented for the purpose of additional analysis and are
not a required part of the basic financial statements, but are supplementary information required by the
Department of Labor's Rules and Regulations for Reporting and Disclosure under the Employee Retirement
Income Security Act of 1974. These supplemental schedules are the responsibility of the Plan's management.
The supplemental schedules have been subjected to the auditing procedures applied in the audits of the basic
financial statements and, in our opinion, except for the omission of the information discussed in the preceding
paragraph, are fairly stated in all material respects in relation to the basic financial statements taken as a
whole.
[Signature of Firm]
[City and State]

[Date]
[Source: AICPA Audit and Accounting Guide Audits of Employee Benefit Plans, paragraph 13.17.]
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Qualified Opinion—Disclosure of Material Prohibited Transaction With Party in Interest
Omitted
**

The following paragraphs should be added to the auditor's report on the plan's financial statements when
the auditor concludes that his or her opinion on the supplemental schedules should be qualified because
disclosure of a material prohibited transaction with a party in interest is omitted.

Independent Auditor's Report

Addressee:
[Same first, second, and third paragraphs as the standard report. See AAM section 10,600.01-03.]

The schedule of prohibited transactions that accompanies the plan's financial statements does not disclose
that the Plan [describe prohibited transaction]. Disclosure of this information is required by the Department of
Labor's Rules and Regulations for Reporting and Disclosure under the Employee Retirement Income Security
Act of 1974.
Our audits were performed for the purpose of forming an opinion on the financial statements taken as a
whole. The supplemental schedules [identify] are presented for the purpose of additional analysis and are
not a required part of the basic financial statements, but are supplementary information required by the
Department of Labor's Rules and Regulations for Reporting and Disclosure under the Employee Retirement
Income Security Act of 1974. These supplemental schedules are the responsibility of the Plan's management.
The supplemental schedules have been subjected to the auditing procedures applied in the audits of the basic
financial statements and, in our opinion, except for the omission of the information discussed in the preceding
paragraph, are fairly stated in all material respects in relation to the basic financial statements taken as a
whole.

[Signature of Firm]

[City and State]
[Date]
[Source: AICPA Audit and Accounting Guide Audits of Employee Benefit Plans, paragraph 13.18.]

Note: If a material party in interest transaction that is not disclosed in the supplementary schedule is also considered a relatedparty transaction and if that transaction is not properly disclosed in the notes to the financial statements, the auditor should express a
qualified or adverse opinion on the financial statements as well as on the supplemental schedule. See AAM section 10,600.12.
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.10 Adverse Opinion—Disclosure of Material Prohibited Transaction With Party in Interest Omitted
The following paragraphs should be added to the auditor's report on the plan's financial statements when
the auditor decides that an adverse opinion should be expressed on the supplemental schedules because
disclosure of a material prohibited transaction with a party in interest is omitted.

Independent Auditor's Report

Addressee:
[Same first, second, and third paragraphs as the standard report. See AAM section 10,600.01-.03.]

The schedule of prohibited transactions that accompanies the plan's financial statements does not disclose
that the Plan [describe prohibited transaction]. Disclosure of this information is required by the Department of
Labor's Rules and Regulations for Reporting and Disclosure under the Employee Retirement Income Security
Act of 1974.
Our audits were performed for the purpose of forming an opinion on the financial statements taken as a
whole. The supplemental schedules of [identify] are presented for the purpose of additional analysis and are
not a required part of the basic financial statements, but are supplementary information required by the
Department of Labor's Rules and Regulations for Reporting and Disclosure under the Employee Retirement
Income Security Act of 1974. These supplemental schedules are the responsibility of the Plan's management.
The supplemental schedules have been subjected to the auditing procedures applied in the audits of the basic
financial statements and, in our opinion, because of the omission of the information discussed in the
preceding paragraph are not fairly stated in all material respects in relation to the basic financial statements
taken as a whole.
[Signature of Firm]

[City and State]

[Date]
[Source: AICPA Audit and Accounting Guide Audits of Employee Benefit Plans, paragraph 13.18.]
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Modified Report—Disclosure of Immaterial Prohibited Transaction With Party in Interest
Omitted

The following paragraphs should be added to the auditor's report on the plan's financial statements when
the auditor decides to modify his or her report on the supplemental schedules because disclosure of a
prohibited transaction with a party in interest that is not material to the financial statements has been omitted.
Independent Auditor's Report

Addressee:
[Same first, second, and third paragraphs as the standard report. See AAM section 10,600.01-03.]
Our audits were performed for the purpose of forming an opinion on the financial statements taken as a
whole. The supplemental schedules of [identify] are presented for the purpose of additional analysis and are
not a required part of the basic financial statements, but are supplementary information required by the
Department of Labor's Rules and Regulations for Reporting and Disclosure under the Employee Retirement
Income Security Act of 1974. These supplemental schedules are the responsibility of the Plan's management.
The supplemental schedules have been subjected to the auditing procedures applied in the audits of the basic
financial statements and, in our opinion, are fairly stated in all material respects in relation to the basic
financial statements taken as a whole.
The schedule of prohibited transactions that accompanies the plan's financial statements does not disclose
that the Plan [describe prohibited transaction]. Disclosure of this information, which is not considered material
to the financial statements taken as a whole, is required by the Department of Labor's Rules and Regulations
for Reporting and Disclosure under the Employee Retirement Income Security Act of 1974.

[Signature of Firm]

[City and State]

[Date]
[Source: AICPA Audit and Accounting Guide Audits of Employee Benefit Plans, paragraph 13.18.]
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Qualified Opinion—Disclosure of Material Prohibited Transaction With Party in Interest
Omitted—Related-Party Transaction
Independent Auditor's Report

Addressee:
We have audited the accompanying statement of net assets available for benefits of XYZ Company ProfitSharing Plan as of December 31,20X1 and 20X0, and the related statement of changes in net assets available
for benefits for the year ended December 31, 20X1. These financial statements are the responsibility of the
Plan's management. Our responsibility is to express an opinion on these financial statements based on our
audits.
We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis
for our opinion.

The Plan's financial statements do not disclose that the Plan [describe related-party transaction]. Disclosure of
this information is required by accounting principles generally accepted in the United States of America.
In our opinion, except for the omission of the information discussed in the preceding paragraph, the financial
statements referred to above present fairly, in all material respects, the net assets available for benefits of the
Plan as of December 31,20X1 and 20X0, and the changes in net assets available for benefits for the year ended
December 31, 20X1 in conformity with accounting principles generally accepted in the United States of
America.

The schedule of prohibited transactions that accompanies the plan's financial statements does not disclose
that the plan [describe prohibited transaction]. Disclosure of this information is required by the Department of
Labor's Rules and Regulations for Reporting and Disclosure under the Employee Retirement Income Security
Act of 1974.
Our audits were performed for the purpose of forming an opinion on the financial statements taken as a
whole. The supplemental schedules of [identify] are presented for the purpose of additional analysis and are
not a required part of the basic financial statements, but are supplementary information required by the
Department of Labor's Rules and Regulations for Reporting and Disclosure under the Employee Retirement
Income Security Act of 1974. These supplemental schedules are the responsibility of the Plan's management.
The supplemental schedules have been subjected to the auditing procedures applied in the audits of the basic
financial statements and, in our opinion, except for the omission of the information discussed in the preceding
paragraph, are fairly stated in all material respects in relation to the basic financial statements taken as a
whole.

[Signature of Firm]

[City and State]

[Date]
[Source: AICPA Audit and Accounting Guide Audits of Employee Benefit Plans, paragraph 13.19.]
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.13 Adverse Opinion in a Full Scope Audit of a Health and Welfare Benefit Plan When the Auditor
Concludes That the Plan's Financial Statements Taken as a Whole Are Not Fairly Presented in
Accordance With GAAP Because the Financial Statements Do Not Present the Postretirement
Benefit Obligations in Accordance With SOP 92-6
Independent Auditor's Report

Addressee:
We have audited the accompanying financial statements and supplemental schedules of ABC Multiemployer
Health and Welfare Plan as of December 31, 20X2 and 20X1, and for the year ended December 31, 20X2, as
listed in the accompanying index. These financial statements and schedules are the responsibility of the Plan's
management. Our responsibility is to express an opinion on these financial statements based on our audits.
We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis
for our opinion.

As discussed in Note X to the financial statements, the Plan's financial statements do not present the plan's
obligations to provide health and welfare benefits to participants after retirement (postretirement benefit
obligations). Accounting principles generally accepted in the United States of America require that a Plan's
statement of benefit obligations and statement of changes in benefit obligations include the postretirement
benefit obligations.

The Plan administrator has not quantified the amount of, or change in, the Plan's postretirement benefit
obligation, and in the absence of an actuarial determination, such amounts are not reasonably determinable.
However, the effects of the omission of the postretirement benefit obligation information on the Plan's
financial statements are presumed to be material.
In our opinion, because of the effects of the matters discussed in the preceding paragraphs, the financial
statements referred to above do not present fairly, in conformity with accounting principles generally
accepted in the United States of America, the financial status of the Plan as of December 31, 20X2 and 20X1,
and the changes in its financial status for the year ended December 31, 20X2.

The supplemental schedules of [identify] are presented for the purpose of additional analysis and are not a
required part of the basic financial statements, but are supplementary information required by the Depart
ment of Labor's Rules and Regulations for Reporting and Disclosure under the Employee Retirement Income
Security Act of 1974. That information has been subjected to the auditing procedures applied in the audit of
the basic financial statements for the year ended December 31, 20X2; however, because the basic financial
statements are not presented fairly in conformity with generally accepted accounting principles, we do not
express an opinion on any of the supplemental schedules.
[Signature of Firm]
[City and State]
[Date]
[Source: AICPA Publication, Financial Statement Reporting and Disclosure Practices for Employee Benefit Plans.]
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Limited-Scope Audits Under DOL Regulations
Independent Auditor's Report

Addressee:
We were engaged to audit the financial statements and supplemental schedules of XYZ Pension Plan as of
December 31,20X1 and 20X0, and for the year ended December 31,20X1, as listed in the accompanying index.
These financial statements and supplemental schedules are the responsibility of the Plan's management.

As permitted by 29 CFR 2520.103-8 of the Department of Labor's Rules and Regulations for Reporting and
Disclosure under the Employee Retirement Income Security Act of 1974, the plan administrator instructed
us not to perform, and we did not perform, any auditing procedures with respect to the information
summarized in Note X, which was certified by ABC Bank, the trustee (or custodian) of the Plan, except for
comparing such information with the related information included in the financial statements and supple
mental schedules. We have been informed by the plan administrator that the trustee (or custodian) holds the
Plan's investment assets and executes investment transactions. The plan administrator has obtained a
certification from the trustee (or custodian) as of December 31, 20X1 and 20X0 and for the year ended
December 31, 20X1 that the information provided to the plan administrator by the trustee (or custodian) is
complete and accurate.
Because of the significance of the information that we did not audit, we are unable to, and do not, express
an opinion on the accompanying financial statements and supplemental schedules taken as a whole. The
form and content of the information included in the financial statements and supplemental schedules, other
than that derived from the information certified by the trustee, have been audited by us in accordance with
auditing standards generally accepted in the United States of America and, in our opinion, are presented in
compliance with the Department of Labor's Rules and Regulations for Reporting and Disclosure under the
Employee Retirement Income Security Act of 1974.

[Signature of Firm]
[City and State]
[Date]
[Source: AICPA Audit and Accounting Guide Audits of Employee Benefit Plans, paragraph 13.26.]

Note:

If the plan's financial statements are prepared on the cash basis or a modified cash basis of accounting,
the auditor's report should also include a paragraph stating the basis of presentation and that cash
basis is a comprehensive basis of accounting other than GAAP (see paragraph 13.22 of the AICPA
Audit and Accounting Guide Audits of Employee Benefit Plans for wording of such a paragraph).
[Source: AICPA Audit and Accounting Guide Audits of Employee Benefit Plans, paragraph 13.26,
footnote 6.]
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Limited-Scope Audit in Prior Year
Independent Auditor's Report

Addressee:
We have audited the accompanying statements of net assets available for benefits of XYZ Pension Plan as of
December 31, 20X2 and 20X1, and the related statement of changes in net assets available for benefits for the
year ended December 31, 20X2, and the statements of accumulated plan benefits as of December 31, 20X2
and 20X1, and the related statement of changes in accumulated plan benefits for the year ended December
31, 20X2. These financial statements are the responsibility of the Plan's management. Our responsibility is
to express an opinion on these financial statements based on our audits.

Except as explained in the following paragraph, we conducted our audits in accordance with auditing
standards generally accepted in the United States of America. Those standards require that we plan and
perform the audit to obtain reasonable assurance about whether the financial statements are free of material
misstatement. An audit includes examining; on a test basis, evidence supporting the amounts and disclosures
in the financial statements. An audit also includes assessing the accounting principles used and significant
estimates made by management, as well as evaluating the overall financial statement presentation. We
believe that our audits provide a reasonable basis for our opinion.
As permitted by 29 CFR 2520.103-8 of the Department of Labor's Rules and Regulations for Reporting and
Disclosure under the Employee Retirement Income Security Act of 1974, investment assets held by ABC Bank,
the trustee (or custodian) of the Plan, and transactions in those assets were excluded from the scope of our audit
of the Plan's 20X1 financial statements, except for comparing the information provided by the trustee (or
custodian), which is summarized in Note X, with the related information included in the financial statements.
Because of the significance of the information that we did not audit, we are unable to, and do not, express
an opinion on the Plan's financial statements as of December 31, 20X1. The form and content of the
information included in the 20X1 financial statements, other than that derived from the information certified
by the trustee (or custodian), have been audited by us and, in our opinion, are presented in compliance with
the Department of Labor's Rules and Regulations for Reporting and Disclosure under the Employee
Retirement Income Security Act of 1974.

In our opinion, the financial statements, referred to above, of XYZ Pension Plan as of December 31, 20X2,
and for the year then ended present fairly, in all material respects, the financial status of XYZ Pension Plan
as of December 31, 20X2, and changes in its financial status for the year then ended in conformity with
accounting principles generally accepted in the United States of America.
Our audit of the Plan's financial statements as of and for the year ended December 31, 20X2, was made for
the purpose of forming an opinion on the financial statements taken as a whole. The supplemental schedules
of (1) assets (held at end of year), (2) loans or fixed income obligations in default or classified or uncollectible,
(3) leases in default or classified as uncollectible, (4) reportable transactions, and (5) non-exempt transactions
as of or for the year ended December 31, 20X2, are presented for the purpose of additional analysis and are
not a required part of the basic financial statements, but are supplementary information required by the
Department of Labor's Rules and Regulations for Reporting and Disclosure under the Employee Retirement
Income Security Act of 1974. These supplemental schedules are the responsibility of the Plan's management.
The supplemental schedules have been subjected to the auditing procedures applied in the audit of the basic
financial statements for the year ended December 31, 20X2, and, in our opinion, are fairly stated in all material
respects in relation to the basic financial statements taken as a whole.

[Signature of Firm]

[City and State]
[Date]
[Source: AICPA Audit and Accounting Guide Audits of Employee Benefit Plans, paragraph 13.28.]
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Limited-Scope Audit in Current Year
Independent Auditor's Report

Addressee:
We were engaged to audit the accompanying statement of net assets available for benefits of XYZ Pension
Plan as of December 31, 20X2 and 20X1, and the related statement of changes in net assets available for
benefits for the year ended December 31, 20X2 and the supplemental schedules of (1) assets (held at end of
year), (2) transactions in excess of 5 percent of the current value of plan assets, and (3) investments in loans
and fixed income obligations in default or classified as uncollectible as of or for the year ended December
31, 20X2. These financial statements and supplemental schedules are the responsibility of the Plan's
management.

As permitted by 29 CFR 2520.103-8 of the Department of Labor's Rules and Regulations for Reporting and
Disclosure under the Employee Retirement Income Security Act of 1974, the plan administrator instructed
us not to perform, and we did not perform, any auditing procedures with respect to the information
summarized in Note X, which was certified by ABC Bank, the trustee (or custodian) of the Plan, except for
comparing the information with the related information included in the 20X2 financial statements and
supplemental schedules. We have been informed by the plan administrator that the trustee (or custodian)
holds the Plan's investment assets and executes investment transactions. The plan administrator has obtained
a certification from the trustee (or custodian) as of and for the year ended December 31, 20X2, that the
information provided to the plan administrator by the trustee (or custodian) is complete and accurate.
Because of the significance of the information in the Plan's 20X2 financial statements that we did not audit,
we are unable to, and do not, express an opinion on the accompanying financial statements and supplemental
schedules as of or for the year ended December 31, 20X2. The form and content of the information included
in the financial statements and supplemental schedules, other than that derived from the information
certified by the trustee (or custodian), have been audited by us in accordance with auditing standards
generally accepted in the United States of America and, in our opinion, are presented in compliance with the
Department of Labor's Rules and Regulations for Reporting and Disclosure under the Employee Retirement
Income Security Act of 1974.
We have audited the statement of net assets available for benefits of XYZ Pension Plan as of December 31,
20X1 and, in our report dated May 20,20X2, we expressed our opinion that such financial statement presents
fairly, in all material respects, the financial status of XYZ Pension Plan as of December 31,20X1, in conformity
with accounting principles generally accepted in the United States of America.

[Signature of Firm]
[City and State]

[Date]
[Source: AICPA Audit and Accounting Guide Audits of Employee Benefit Plans, paragraph 13.29.]
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.17 Multiemployer Defined Benefit Pension Plan Assuming Limited-Scope Audit
Independent Auditor's Report

Addressee:
We were engaged to audit the statements of (identify) of XYZ Multiemployer Pension Plan as of December
31, 20X2 and 20X1, and for the years then ended. These financial statements are the responsibility of the Plan's
management.

The Plan's records and procedures are not adequate to assure the completeness of participants' data on which
contributions and benefit payments are determined, and the Board of Trustees did not engage us to perform,
and we did not perform, any other auditing procedures with respect to participants' data maintained by the
sponsor companies or individual participants.
Because of the significance of the information that we did not audit, the scope of our work was not sufficient
to enable us to express, and we do not express, an opinion on these financial statements.

[Signature of Firm]

[City and State]

[Date]
[Source: AICPA Audit and Accounting Guide Audits of Employee Benefit Plans, paragraph 13.30.]
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Modified Report—Omitted Information or Omitted Schedule Required Under DOL Regulations
in a Limited Scope Engagement
Independent Auditor's Report

Addressee:
[Same first and second paragraphs as the limited-scope report. See AAM section 10,600.14.]
The schedule of assets (held at end of year) that accompanies the Plan's financial statements does not disclose
that the Plan has loans to participants which are considered assets held for investment purposes. Disclosure
of this information is required by the Department of Labor's Rules and Regulations for Reporting and
Disclosure under the Employee Retirement Income Security Act of 1974.
or

The Plan has not presented the schedule of reportable transactions (transactions in excess of 5 percent of the
current value of plan assets at the beginning of the year). Disclosure of this information is required by the
Department of Labor's Rules and Regulations for Reporting and Disclosure under the Employee Retirement
Income Security Act of 1974.
Because of the significance of the information that we did not audit, we are unable to, and do not, express
an opinion on the accompanying financial statements and schedules taken as a whole. The form and content
of the information included in the financial statements and schedules, other than that derived from the
information certified by the trustee, have been audited by us in accordance with auditing standards generally
accepted in the United States of America and, in our opinion, except for the omission of the information
discussed in the preceding paragraph, are presented in compliance with the Department of Labor's Rules
and Regulations for Reporting and Disclosure under the Employee Retirement Income Security Act of 1974.
[Signature of Firm]

[City and State]

[Date]
[Source: AICPA Audit and Accounting Guide Audits of Employee Benefit Plans, paragraph 13.17.]
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Trust Established Under an Employee Benefit Plan

Independent Auditor's Report

Addressee:
We have audited the accompanying statement of net assets of ABC Pension Trust as of December 31, 20X2,
and the related statement of changes in net assets and trust balance for the year then ended. These financial
statements are the responsibility of the Trust's management. Our responsibility is to express an opinion on
these financial statements based on our audit.

We conducted our audit in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audit provides a reasonable basis
for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the net assets
of ABC Pension Trust as of December 31, 20X2, and the changes in its net assets and trust balance for the year
then ended in conformity with accounting principles generally accepted in the United States of America.

The accompanying statements are those of ABC Pension Trust, which is established under XYZ Pension Plan;
the statements do not purport to present the financial status of XYZ Pension Plan. The statements do not
contain certain information on accumulated plan benefits and other disclosures necessary for fair presenta
tion of the financial status of XYZ Pension Plan in conformity with accounting principles generally accepted
in the United States of America. Furthermore, these statements do not purport to satisfy the Department of
Labor's Rules and Regulations for Reporting and Disclosure under the Employee Retirement Income Security
Act of 1974 relating to the financial statements of employee benefit plans.
[Signature of Firm]
[City and State]

[Date]

[Source: AICPA Audit and Accounting Guide Audits of Employee Benefit Plans, paragraph 13.31.]
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.20 Defined Benefit Plan Assuming Inadequate Procedures to Value Investments
Independent Auditor's Report

Addressee:
We have audited the accompanying statements of net assets available for benefits of XYZ Pension Plan as of
December 31, 20X2 and 20X1 and of accumulated plan benefits as of December 31, 20X2, and the related
statements of changes in net assets available for benefits and of changes in accumulated plan benefits for the
year ended December 31, 20X2. These financial statements are the responsibility of the Plan's management.
Our responsibility is to express an opinion on these financial statements based on our audits.
We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test basis,
evidence supporting the amounts and disclosures in the financial statements. An audit also includes assessing
the accounting principles used and significant estimates made by management, as well as evaluating the overall
financial statement presentation. We believe that our audits provide a reasonable basis for our opinion.

As discussed in Note X, investments amounting to $(percent of net assets available for benefits)
as of December 31, 20X2, have been valued at estimated fair value as determined by the Board of Trustees.
We have reviewed the procedures applied by the trustees in valuing the securities and have inspected the
underlying documentation. In our opinion, those procedures are not adequate to determine the fair value of
the investments in conformity with accounting principles generally accepted in the United States of America.
The effect on the financial statements and supplemental schedules of not applying adequate procedures to
determine the fair value of the securities is not determinable.
In our opinion, except for the effects of the procedures used by the Board of Trustees to determine the
valuation of investments as described in the preceding paragraph, the financial statements referred to above
present fairly, in all material respects, the financial status of XYZ Pension Plan as of December 31, 20X2, and
information regarding the plan's net assets available for benefits as of December 31, 20X1, and the changes
in its financial status for the year ended in December 31, 20X2 in conformity with accounting principles
generally accepted in the United States of America.
Our audits were performed for the purpose of forming an opinion on the financial statements taken as a whole.
The supplemental schedules of (1) assets (held at end of year), (2) loans or fixed income obligations in default or
classified or uncollectible, (3) leases in default or classified as uncollectible, (4) reportable transactions, and (5)
non-exempt transactions as of or for the year ended December 31, 20X2, are presented for the purpose of additional
analysis and are not a required part of the basic financial statements, but are supplementary information required
by the Department of Labor's Rules and Regulations for Reporting and Disclosure under the Employee
Retirement Income Security Act of 1974. These supplemental schedules are the responsibility of the Plan's
management. That additional information has been subjected to the auditing procedures applied in the audit of
the basic financial statements for the year ended December 31, 20X2; and in our opinion, except for the effects of
the valuation of investments, as described above, the additional information is fairly stated in all material respects
in relation to the basic financial statements taken as a whole.

[Signature of Firm]

[City and State]

[Date]
[Source: AICPA Audit and Accounting Guide Audits of Employee Benefit Plans, paragraph 13.36.]

[The next page is 10,851.]
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Reports on Financial Statements of
Brokers and Dealers in Securities
.01

Unqualified Opinion on Financial Statements and Supplementary Schedules Required by the SEC
Independent Auditor's Report

Addressee:
We have audited the accompanying consolidated statement of financial condition of Standard Stockbroker
age Co., Inc. and Subsidiaries (the Company) as of December 31, 20X1, and the related consolidated
statements of income, changes in stockholders' equity, changes in liabilities subordinated to claims of general
creditors, and cash flows for the year then ended that you are filing pursuant to rule 17a-5 under the Securities
Exchange Act of 1934. These financial statements are the responsibility of the Company's management. Our
responsibility is to express an opinion on these financial statements based on our audit.

We conducted our audit in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test basis,
evidence supporting the amounts and disclosures in the financial statements. An audit also includes assessing
the accounting principles used and significant estimates made by management, as well as evaluating the overall
financial statement presentation. We believe that our audit provides a reasonable basis for our opinion.
In our opinion, the financial statements referred to above present fairly, in all material respects, the
consolidated financial position of Standard Stockbrokerage Co., Inc. and Subsidiaries at December 31,20X1,
and the results of their operations and their cash flows for the year then ended in conformity with accounting
principles generally accepted in the United States of America.

Our audit was conducted for the purpose of forming an opinion on the basic financial statements taken as a
whole. The information contained in Schedules I, II, III, and IV is presented for purposes of additional analysis
and is not a required part of the basic financial statements, but is supplementary information required by
rule 17a-5 under the Securities Exchange Act of 1934. Such information has been subjected to the auditing
procedures applied in the audit of the basic financial statements and, in our opinion, is fairly stated in all
material respects in relation to the basic financial statements taken as a whole.
[Signature of Firm]

[City and State]

[Date]
[Source: AICPA Audit and Accounting Guide Brokers and Dealers in Securities, Appendix A.]

Notes: SEC Regulation S-X section 210.2-02 requires the accountant's report to be dated, signed manually,
indicate the city and state where issued, and identify without detailed enumeration the financial
statements covered by the report.
AAM section 10,250.150 and .160 contain illustrative reports on internal control required by SEC
Rule 17a-5.
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Qualified Opinion—Departure From GAAP
Independent Auditor's Report

Addressee:
We have audited the accompanying consolidated statement of financial condition of Standard Stockbroker
age Co., Inc. and Subsidiaries (the Company) as of December 31, 20X1, and the related consolidated
statements of income, changes in stockholders' equity, changes in liabilities subordinated to claims of general
creditors, and cash flows for the year then ended that you are filing pursuant to rule 17a-5 under the Securities
Exchange Act of 1934. These financial statements are the responsibility of the Company's management. Our
responsibility is to express an opinion on these financial statements based on our audit.
We conducted our audit in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audit provides a reasonable basis
for our opinion.

As discussed in Note 1 to the financial statements, investment securities not readily marketable amounting
to $10,730,685 (27 percent of stockholders' equity) at December 31, 20X1, have been valued at fair value as
determined by the Board of Directors. We have reviewed the procedures applied by the directors in valuing
such securities and investments and have inspected underlying documentation. In our opinion, those
procedures are not reasonable, and the documentation is not appropriate to determine the fair value of the
securities in conformity with accounting principles generally accepted in the United States of America. The
effect on the financial statements of not applying adequate valuation procedures is not readily determinable.*
In our opinion, except for the effects on the financial statements of the valuation of investment securities
determined by the Board of Directors, as described in the preceding paragraph, the financial statements
referred to above present fairly, in all material respects, the consolidated financial position of Standard
Stockbrokerage Co., Inc. and Subsidiaries as of December 31,20X1, and the results of their operations and
their cash flows for the year then ended in conformity with accounting principles generally accepted in the
United States of America.
Our audit was conducted for the purpose of forming an opinion on the basic financial statements taken as a
whole. The information contained in Schedules I, II, III, and IV is presented for purposes of additional analysis
and is not a required part of the basic financial statements, but is supplementary information required by
rule 17a-5 of the Securities Exchange Act of 1934. Such information has been subjected to the auditing
procedures applied in our audit of the basic financial statements and, in our opinion, except for the effects
on [identify the schedules affected] of the valuation of investment securities determined by the Board of
Directors, as described in the second preceding paragraph, the information is fairly stated in all material
respects in relation to the basic financial statements taken as a whole.

[Signature of Firm]
[City and State]

[Date]

[Source: AICPA Audit and Accounting Guide Brokers and Dealers in Securities, Appendix B.]
* SEC regulations require auditors to state if they have reviewed the procedures applied by the directors in valuing the securities,
if they have inspected the underlying documentation, and if they believe the procedures are reasonable and documentation
appropriate.
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Notes: In certain circumstances, depending on materiality, the qualification could apply only to the income
statement.

AAM section 10,250.150 and .160 contain illustrative reports on internal control required by SEC Rule
17a-5.
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Separate Report on Supplementary Schedules
Independent Auditor's Report on Supplementary Information
Required by Rule 17a-5 of the Securities and Exchange Commission

Addressee:
We have audited the accompanying consolidated financial statements of Standard Stockbrokerage Co., Inc.
and Subsidiaries as of and for the year ended December 31,20X1, and have issued our report thereon dated
February 15, 20X2. Our audit was conducted for the purpose of forming an opinion on the basic financial
statements taken as a whole. The information contained in Schedules I, II, III, and IV is presented for purposes
of additional analysis and is not a required part of the basic financial statements, but is supplementary
information required by rule 17a-5 under the Securities Exchange Act of 1934. Such information has been
subjected to the auditing procedures applied in the audit of the basic financial statements and, in our opinion,
is fairly stated in all material respects in relation to the basic financial statements taken as a whole.

[Signature of Firm]

[City and State]
[Date]
[Source: AICPA Audit and Accounting Guide Brokers and Dealers in Securities, Appendix C.]

Note: This paragraph can be shown separately in the auditor-submitted document or as a separate
paragraph, after the opinion paragraph, of the auditor's standard report.

[The next page is 10,901.]
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AAM Section 10,700
Reports for Investment Companies
.01

Unqualified Opinion on the Financial Statements of a Registered Investment Company
Independent Auditor's Report

Addressee:
We have audited the accompanying statement of assets and liabilities of XYZ Investment Company,
including the schedule of investments, as of December 31, 20X4, and the related statements of operations
and cash flows* for the year then ended, the statements of changes in net assets for each of the two years in
the period then ended, and the financial highlights for each of the five years in the period then ended. These
financial statements and financial highlights are the responsibility of the Company's management. Our
responsibility is to express an opinion on these financial statements and financial highlights based on our
audits.
We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements and financial highlights are free of material misstatement. An audit includes
examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements. Our
procedures included confirmation of securities owned as of December 31,20X4, by correspondence with the
custodian and brokers. An audit also includes assessing the accounting principles used and significant
estimates made by management, as well as evaluating the overall financial statement presentation. We
believe that our audits provide a reasonable basis for our opinion.

In our opinion, the financial statements and financial highlights referred to above present fairly, in all material
respects, the financial position of XYZ Investment Company as of December 31, 20X4, the results of its
operations and its cash flows* for the year then ended, the changes in its net assets for each of the two years
in the period then ended, and the financial highlights for each of the five years in the period then ended, in
conformity with accounting principles generally accepted in the United States of America.

[Signature of Firm]
[City and State]

[Date]
[Source: AICPA Audit and Accounting Guide Audits of Investment Companies, paragraph 11.05.]

Note:

The reference to "and brokers" in the fourth sentence of the scope paragraph is not normally
required if the investment company's financial statements do not show an amount payable for
securities purchased. Also, if securities were "verified by examination," the report should be
modified to state that.

FASB Statement No. 102, Statement of Cash Flows—Exemption of Certain Enterprises and Classification of Cash Flows from Certain
Securities Held for Resale, amends FASB Statement No. 95, Statement ofCash Flows, to exempt highly liquid companies that meet specified
conditions from the requirement to provide a statement of cash flows.
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Unqualified Opinion on the Financial Statements for a Multicolumnar Presentation of the
Portfolios Constituting the Series
Independent Auditor's Report

Addressee:
We have audited the accompanying statements of assets and liabilities, including the schedules of invest
ments, of XYZ Series Investment Company comprising the Foreign, Domestic Common Stock, Long-Term
Bond, and Convertible Preferred Portfolios as of December 31,20X4, and the related statements of operations
and cash flows* for the year then ended, the statements of changes in net assets for each of the two years in
the period then ended, and the financial highlights for each of the five years in the period then ended. These
financial statements and financial highlights are the responsibility of the Company's management. Our
responsibility is to express an opinion on these financial statements and financial highlights based on our
audits.

We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements and financial highlights are free of material misstatement. An audit includes
examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements. Our
procedures included confirmation of securities owned as of December 31,20X4, by correspondence with the
custodian and brokers. An audit also includes assessing the accounting principles used and significant
estimates made by management, as well as evaluating the overall financial statement presentation. We
believe that our audits provide a reasonable basis for our opinion.
In our opinion, the financial statements and financial highlights referred to above present fairly, in all material
respects, the financial position of each of the portfolios constituting the XYZ Series Investment Company as
of December 31,20X4, the results of their operations and their cash flows* for the year then ended, the changes
in their net assets for each of the two years in the period then ended, and the financial highlights for each of
the five years in the period then ended, in conformity with accounting principles generally accepted in the
United States of America.
[Signature of Finn]

[City and State]

[Date]
[Source: AICPA Audit and Accounting Guide Audits of Investment Companies, paragraph 11.08.]

* FASB Statement No. 102, Statement of Cash Flows—Exemption of Certain Enterprises and Classification of Cash Flows from Certain
Securities Held for Resale, amends FASB Statement No. 95, Statement of Cash Flows, to exempt highly liquid companies that meet specified
conditions from the requirement to provide a statement of cash flows.
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Unqualified Opinion on the Financial Statements Presenting One of the Portfolios or Entities
Constituting the Series
Independent Auditor's Report

Addressee:
We have audited the accompanying statement of assets and liabilities, including the schedule of investments,
of the Convertible Preferred Portfolio (one of the portfolios constituting the XYZ Series Investment Company
[the Company]) as of December 31, 20X4, and the related statements of operations and cash flows* for the
year then ended, the statements of changes in net assets for each of the two years in the period then ended,
and the financial highlights for each of the five years in the period then ended. These financial statements
and financial highlights are the responsibility of the Company's management. Our responsibility is to express
an opinion on these financial statements and financial highlights based on our audits.
We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements and financial highlights are free of material misstatement. An audit includes
examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements. Our
procedures included confirmation of securities owned as of December 31,20X4, by correspondence with the
custodian and brokers. An audit also includes assessing the accounting principles used and significant
estimates made by management, as well as evaluating the overall financial statement presentation. We
believe that our audits provide a reasonable basis for our opinion.

In our opinion, the financial statements and financial highlights referred to above present fairly, in all material
respects, the financial position of the Convertible Preferred Portfolio of the XYZ Series Investment Company
as of December 31,20X4, and the results of its operations and cash flows* for the year then ended, the changes
in its net assets for each of the two years in the period then ended, and the financial highlights for each of
the five years in the period then ended, in conformity with accounting principles generally accepted in the
United States of America.

[Signature of Firm]
[City and State]

[Date]
[Source: AICPA Audit and Accounting Guide Audits of Investment Companies, paragraph 11.09.]

FASB Statement No. 102, Statement of Cash Flows—Exemption of Certain Enterprises and Classification of Cash Flows from Certain
Securities Held for Resale, amends FASB Statement No. 95, Statement ofCash Flows, to exempt highly liquid companies that meet specified
conditions from the requirement to provide a statement of cash flows.
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Qualified Opinion on the Financial Statements Due to Absence of Ascertainable Market Values
(Documentation Does Not Support Valuation)
Independent Auditor's Report

Addressee:
We have audited the accompanying statement of assets and liabilities of XYZ Investment Company,
including the schedule of investments, as of December 31, 20X4, and the related statements of operations
and cash flows
*
for the year then ended, the statement of changes in net assets for each of the two years in
the period then ended, and the financial highlights for each of the five years in the period then ended. These
financial statements and financial highlights are the responsibility of the Company's management. Our
responsibility is to express an opinion on these financial statements and financial highlights based on our
audits.

We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements and financial highlights are free of material misstatement. An audit includes
examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements. Our
procedures included confirmation of securities owned as of December 31,20X4, by correspondence with the
custodian and brokers. An audit also includes assessing the accounting principles used and significant
estimates made by management, as well as evaluating the overall financial statement presentation. We
believe that our audits provide a reasonable basis for our opinion.

As explained in Note 2, the financial statements include securities valued at $____ (_____ % of net assets),
whose fair values have been estimated by the Board of Directors in the absence of readily ascertainable values.
We have reviewed the procedures used by the Board of Directors in arriving at its estimate of fair value of
such securities and have inspected underlying documentation. In our opinion, those procedures are not
reasonable, and the documentation is not appropriate to determine the securities' estimated fair values. The
effect on the financial statements of not applying adequate valuation procedures is not readily determinable.
In our opinion, except for the effects on the financial statements and financial highlights of the valuation of
investment securities determined by the Board of Directors, as described in the preceding paragraph, that
financial statements and financial highlights referred to above present fairly, in all material respects, the
financial position of XYZ Investment Company as of December 31,20X4, the results of its operations and its
cash flows
*
for the year then ended, the changes in its net assets for each of the two years in the period then
ended, and the financial highlights for each of the five years in the period then ended, in conformity with
accounting principles generally accepted in the United States of America.
[Signature of Firm]

[City and State]

[Date]
[Source: AICPA Audit and Accounting Guide Audits of Investment Companies, paragraph 11.10.]

[The next page is 11,001.]
* FASB Statement No. 102, Statement of Cash Flows—Exemption of Certain Enterprises and Classification of Cash Flows from Certain
Securities Held for Resale, amends FASB Statement No. 95, Statement ofCash Flows, to exempt highly liquid companies that meet specified
conditions from the requirement to provide a statement of cash flows.
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Quality Control
These sample quality control documents are presented for illustrative purposes only.
They are intended as an aid for users of this Manual who may want points of departure
when establishing their own quality control policies and procedures. These
illustrations are neither all inclusive nor are they prescribed minimums. Auditors and
accountants should rely on professional standards and their individual professional
judgment in determining what may be needed in individual circumstances.

TABLE OF CONTENTS
Section

Paragraph

11,100 Quality Control—General............................................................................................................................... 0
. 1-.03
AICPA Requirements.................................................................................................................................. 0
. 1-.03

11,200 Guide for Establishing and Maintaining a System of Quality Control for a CPA Firm's
Accounting and Auditing Practice.......................................................................................... 0
. 1-.193
Chapter 1—Overview of Statements on Quality Control Standards.............................................01-.17
Independence, Integrity, and Objectivity.......................................................................................07-.08
Personnel Management..................................................................................................................... 0
. 9-.10
Acceptance and Continuance of Clients and Engagements.......................................................11-.12
Engagement Performance.................................................................................................................. 1
. 3-.14
Monitoring............................................................................................................................................ 1
. 5-.16
Illustrative Examples .................................................................................................................
.17
Chapter 2—National CPA Firm's System of Quality Control for its Accounting and
Auditing Practice................................................................................................................................... 1
. 8-.62
Independence, Integrity, and Objectivity.......................................................................................19-.26
Personnel Management..................................................................................................................... 2
. 7-36
Acceptance and Continuance of Clients and Engagements..................................................... 3
. 7-.44
Engagement Performance.................................................................................................................. 4
. 5-.32
Monitoring............................................................................................................................................ 5
. 3-.62
Chapter 3—Regional Accountants' System of Quality Control for its Accounting and
Auditing Practice................................................................................................................................. 63-.107
Independence, Integrity, and Objectivity.......................................................................................64-.71
Personnel Management.......................................................................................................................72-.81
Acceptance and Continuance of Clients and Engagements.......................................................82-.89
Engagement Performance.................................................................................................................. 9
. 0-.97
Monitoring.......................................................................................................................................... 9
. 8-.107
Chapter 4—AnyCity CPAs' System of Quality Control for its Accounting and
Auditing Practice ................................................................................................................................108-.155
Independence, Integrity, and Objectivity.................................................................................109-.116
Personnel Management................................................................................................................ 1
. 17-.126
Acceptance and Continuance of Clients and Engagements.................................................127-.134
Engagement Performance..............................................................................................................135-.142
Monitoring........................................................................................................................................143-.155
AICPA Audit and Accounting Manual

Contents

11,002

Table of Contents

46

9-00

Paragraph

Section

11,200 Guide for Establishing and Maintaining a System of Quality Control for a CPA Firm's
Accounting and Auditing Practice—continued
Chapter 5—Jane Brown, CPA's System of Quality Control for Her Accounting
Practice.................................................................................................................................................. 1
. 56-.192
Independence, Integrity, and Objectivity................................................................................. 1
. 57-.160
Personnel Management................................................................................................................. 1
. 61-.166
Acceptance and Continuance of Clients and Engagements................................................ 1
. 67-.174
Engagement Performance.............................................................................................................. 1
. 75-.182
Monitoring.........................................................................................................................................183-.192
Glossary of Selected Terms ............................................................
.193

11,250 SQCS No. 5, The Personnel Management Element of a Firm's System of Quality Control—
Competencies Required by a Practitioner-in-Charge of an Attest Engagement......................... 01-.05
Competencies.......................................................................................................................................
Gaining Competencies .......................................................................................................................
Competencies Expected in Performing Accounting, Auditing, and
Attestation Engagements..............................................................................................................
Further Guidance................................................................................................................................

.02
.03
.04
.05

11,300 Sample Quality Control Forms.......................................................................................................................01-.25
Sample Quality Control Document for a Sole Practitioner Without
Professional Staff..........................................................................................................................
.04
Sample Quality Control Document for a Multipartner Local CPA Firm.............................
.05
Independence and Representation Checklist for Other Auditors :.......................................
.06
Scheduling Request.............................................................................................................................
.07
History of Staff Assignments ..........................................................................................................
.08
Client History of Personnel Assigned ..........................................................................................
.09
Scheduling Master Plan ...................................................................................................................
.10
Consultation Log................................................................................................................................
.11
Consultation Worksheet...................................................................................................................
.12
Pre-Employment Application..........................................................................................................
.13
Interview Report ................................................................................................................................
.14
Record of Professional Development.............................................................................................
.15
Professional Development Summary
In Hours..................................................................................................................................
.16
In Dollars.......................................................................................................................................
.17
Performance Evaluation...................................................................................................................
.18
Job Evaluation Report .......................................................................................................................
.19
Knowledge and Skill Form......................................................................................................
.20
Employee Annual Performance Appraisal...................................................................................
.21
Client/Engagement Acceptance and Continuation Checklist................................................
.22
Summary Control Checklist.............................................................................................................
.23
Summary Monitoring/Inspection Report...................................................................................
.24
New Pronouncements Checklist ...................................................................................................
.25

[The next page is 11,101.]

Contents

Copyright © 2000, American Institute of Certified Public Accountants, Inc.

46

9-00

Quality Control—General

11,101

AAM Section 11,100
Quality Control—General
AICPA Requirements
.01 Article VI—Scope and Nature of Services—of the AICPA's Principles of Professional Conduct (ET section
57), requires that "members should practice in firms that have in place internal quality-control procedures
to ensure that services are competently delivered and adequately supervised." Because of the public interest
in the services provided by and the reliance placed on the objectivity and integrity of CPA's, a CPA firm
should have a system of quality control for its practice.

.02 The AICPA has issued four statements on quality control standards to give firms improved guidance
for establishing and maintaining a quality control system for their accounting and auditing practices. The
four statements are: Statement on Quality Control Standards (SQCS) No. 2, System of Quality Control for a
CPA Firm's Accounting and Auditing Practice (QC section 20), SQCS No. 3, Monitoring a CPA Firm's Accounting
and Auditing Practice (QC section 30), SQCS No. 4, System of Quality Control for a CPA Firm's Accounting and
Auditing Practice (QC section 20), and SQCS No. 5, The Personnel Management Element of a Firm's System of
Quality Control—Competencies Required by a Practitioner-in-Charge of an Attest Engagement (QC section 40).
SQCS No. 2 (QC section 20) supersedes SQCS No. 1, System of Quality Control for a CPA Firm, issued in 1979.
SQCS No. 4 amends paragraph 18 of SQCS No. 2.

.03 Presented in AAM section 11,200 is a Guide for Establishing and Maintaining a System of Quality Control
for a CPA Firm's Accounting and Auditing Practice. Following the guide, in AAM section 11,300, are sample
quality control forms to aid practitioners in implementing a quality control system.

[The next page is 11,201.]
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Quality Control Guide

AAM Section 11,200
Guide for Establishing and
Maintaining a System of Quality
Control for a CPA Firm’s Accounting
and Auditing Practice
NOTICE TO READERS
This Guide presents recommendations of the AICPA Joint Task Force on Quality Control Standards (task
force) on the application of Statements on Quality Control Standards. This Guide has not been approved,
disapproved, or otherwise acted on by the Auditing Standards Board, the membership, or the governing
body of the American Institute of Certified Public Accountants. Therefore, the contents of the Guide,
including the recommendations, are not authoritative.

The suggested policies and procedures presented herein are illustrative only and firms are encouraged
to consider these examples in designing and maintaining a quality control system that is appropriate for
their accounting and auditing practice. A firm's policies and procedures should be sufficient for it to obtain
reasonable assurance of complying with the requirements of Statements on Quality Control Standards,
which, in turn, should be sufficient for a firm to obtain reasonable assurance of complying with
professional standards. In considering an appropriate quality control system for its accounting and
auditing practice, a firm should be aware that although some of the illustrative procedures are not
explicitly required by professional standards, they present the views of the task force regarding an
appropriate quality control system. The views of the task force are provided through illustrative examples
of four hypothetical firms and their systems of quality control.

Note: This Guide is currently being updated to reflect the provisions of Statement on Quality Control
Standard (SQCS) No. 5, The Personnel Management Element of a Firm's System of Quality Control—
Competencies Required by a Practitioner-in-Charge of an Attest Engagement. In the interim, the provisions of
SQCS No. 5 are enumerated in AAM section 11,250.

For handy paperback version of this guide call the AICPA Order Department at (888) 777-7077.
AICPA Audit and Accounting Manual
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Chapter 1

OVERVIEW OF STATEMENTS ON QUALITY CONTROL STANDARDS
.01 Statement on Quality Control Standards (SQCS) No. 2, System of Quality Control for a CPA Firm's
Accounting and Auditing Practice (QC section 20), provides that a CPA firm shall have a system of quality
control for its accounting and auditing practice and describes the elements of quality control and other
matters essential to the effective implementation and maintenance of the system. A system of quality control
is broadly defined as a process to provide the firm with reasonable assurance that its personnel comply with
applicable professional standards and the firm's standards of quality.
.02 SQCS No. 2, paragraph 4 (QC section 20.04), provides that the nature, extent, and formality of a firm's
quality control policies and procedures depend on a number of factors, such as its size, the number of its
offices, the degree of authority allowed its personnel and its offices, the knowledge and experience of its
personnel, the nature and complexity of its practice, and appropriate cost-benefit considerations.
.03 A firm should establish a system of quality control that includes policies and procedures related to
each of the five elements of quality control identified in SQCS No. 2 (QC section 20), which are as follows:

a. Independence, Integrity, and Objectivity
b. Personnel Management

c.

Acceptance and Continuance of Clients and Engagements

d. Engagement Performance

e.

Monitoring

.04 The monitoring element of quality control is further described in SQCS No. 3, Monitoring a CPA Firm's
Accounting and Auditing Practice (QC section 30). The personnel management element of quality control is
further described in SQCS No. 5, The Personnel Management Element of a Firm's System of Quality Control—
Competencies Required by a Practitioner-in-Charge of an Attest Engagement.

.05 The elements of quality control are interrelated. For example, the maintenance of Integrity, Objectivity,
and, where required, Independence requires a continuing assessment of client relationships that affect policies
and procedures for the acceptance and continuance of clients and engagements. Similarly, the element of
Personnel Management encompasses criteria for professional development, hiring, advancement, and assign
ment of the firm's personnel to engagements, which affect policies and procedures developed to meet the
objectives of the quality control element of Engagement Performance. Similarly, policies and procedures for
the quality control element of Monitoring evaluate whether the policies and procedures that are required by
the firm related to each of the other four elements of quality control are suitably designed and are being
effectively applied.

.06 When a firm merges, acquires, sells or otherwise changes a portion of its practice, the surviving firm
should evaluate and, as necessary, revise, implement, and maintain firm-wide quality control policies and
procedures appropriate in light of the changed circumstances.

Independence, Integrity, and Objectivity
.07 The objective of the Independence, Integrity, and Objectivity element of a system of quality control is to
provide the firm with reasonable assurance that personnel maintain independence (in fact and in appearance)
in all required circumstances, perform all professional responsibilities with integrity, and maintain objectiv
ity in discharging professional responsibilities.
AAM §11,200.01
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This objective ordinarily would be satisfied by establishing and maintaining policies such as—

•

Requiring that personnel adhere to applicable independence, integrity, and objectivity requirements.
Regulations, interpretations, and rulings of the AICPA, state CPA societies, state boards of account
ancy, state statutes, the Securities and Exchange Commission (SEC), and other regulatory agencies
should be considered where applicable.

•

Communicating policies and procedures relating to independence, integrity, and objectivity to
personnel.

•

Confirming the independence of another firm engaged to perform part (or parts) of an engagement,
or when acting as principal auditor.

Personnel Management
. 09 The objective of the Personnel Management element of a system of quality control is to provide the
firm with reasonable assurance that all personnel have the proficiency to perform their assigned
responsibilities. Attributes or qualities that enhance the proficiency of personnel who perform, super
vise, or review work include integrity, objectivity, intelligence, judgment, competence, experience, and
motivation.

.

10

This objective ordinarily would be satisfied by establishing and maintaining policies such as—

•

Hiring personnel who possess the appropriate characteristics to enable them to perform competently.

•

Assigning personnel who have the degree of technical training and proficiency required in the
circumstances. In making assignments, the nature and extent of supervision to be provided should
be considered. Generally, the more qualified and experienced the personnel assigned to a particular
engagement, the less direct supervision is needed. Conversely, the less qualified and less experienced
the personnel assigned, the more direct supervision generally is needed.

•

Having personnel participate in general and industry-specific continuing professional education
and professional development activities that enable them to fulfill responsibilities assigned, and
satisfy applicable continuing professional education requirements of the AICPA and regulatory
agencies.

•

Selecting for advancement only those who have the qualifications necessary for fulfillment of the
responsibilities they will be called on to assume.

Acceptance and Continuance of Clients and Engagements
. 11 The objective of the Acceptance and Continuance of Clients and Engagements element of a system of
quality control is to establish criteria for deciding whether to accept or continue a client relationship and
whether to perform a specific engagement for that client. Such policies and procedures should provide the
firm with reasonable assurance that (a) the likelihood of association with a client whose management lacks
integrity is minimized, (b) the firm undertakes only those engagements that can be completed with
professional competence, (c) the risks associated with providing professional services in particular circum
stances are appropriately considered, and (d) an understanding is reached with the client regarding the
services to be performed.

This Guide is currently being updated to reflect the provisions of Statement on Quality Control Standard (SQCS) No. 5, The
Personnel Management Element of a Firm's System of Quality Control—Competencies Required by a Practitioner-in-Charge of an Attest
Engagement. In the interim, the provisions of SQCS No. 5 are enumerated in AAM section 11,250. SQCS No. 5 provides additional
guidance on the personnel management element of a system of quality control. As such, readers should be familiar with the
requirements of SQCS No. 5.
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. 12 These objectives ordinarily would be satisfied, both with respect to the initial period for which
the firm is performing its service and for subsequent periods, by establishing and maintaining policies
such as—
•

Evaluating factors that have a bearing on management's integrity.

•

Evaluating whether the engagement the firm will perform can be completed with professional
competence and, accordingly, undertaking only those engagements that can be completed with
professional competence; and appropriately considering the risk associated with providing profes
sional services in particular circumstances.

•

Obtaining an understanding with the client regarding the services to be performed.

Engagement Performance
.13 The objective of the Engagement Performance element of a system of quality control is to provide the
firm with reasonable assurance that the work performed by engagement personnel meets the applicable
professional standards, regulatory requirements, and the firm's standards of quality. Policies and procedures
for engagement performance encompass all phases of the design and execution of the engagement. To the
extent appropriate and as required by applicable professional standards, these policies and procedures
should cover planning, performing, supervising, reviewing, documenting, and communicating the results
of each engagement. Where applicable, these policies and procedures should also address the concurring
partner review requirements applicable to SEC engagements as set forth in membership requirements of the
SEC Practice Section of the AICPA. Policies and procedures should also provide that personnel refer to
authoritative literature or other sources and consult, on a timely basis, with individuals within or outside
the firm, when appropriate.

.14 This objective ordinarily would be satisfied by establishing and maintaining policies such as—
•

Requiring that all engagements be planned to meet professional, regulatory, and the firm's requirements.

•

Requiring that the work performed and the reports and other communications issued meet profes
sional, regulatory, and the firm's requirements.

•

Identifying areas and specialized situations where consultation is necessary and requiring personnel
to refer to authoritative literature or other sources or consult, on a timely basis, with individuals
within or outside the firm, when appropriate (for example, when dealing with complex, unusual, or
unfamiliar issues).

Monitoring
. 15 The objective of the Monitoring element of a system of quality control is to provide the firm with
reasonable assurance that the policies and procedures relating to the other elements of quality control are
suitably designed and being effectively applied. Monitoring is an ongoing consideration and evaluation
process.
. 16 This objective ordinarily would be satisfied by establishing and maintaining policies for considering
and evaluating, on an ongoing basis—
•

The relevance and adequacy of the firm's quality control policies and procedures.

•

The appropriateness of the firm's guidance materials and any practice aids.

•

The effectiveness of professional development activities.

•

Compliance with the firm's policies and procedures.

AAM §11,200.12
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Illustrative Examples
.17 The remainder of this Guide provides illustrative examples of the types of policies a firm should
consider for each of the elements of quality control. Each chapter provides examples of procedures that a
firm might consider in implementing and maintaining such policies. The specific policies and procedures
used by a firm would not necessarily include all those described or be limited to those illustrated. Most firms
will find it appropriate to communicate their policies and procedures in writing. These examples are based
on the assumption that each firm's quality control policies and procedures are in writing and distributed to
all personnel. The illustrative examples are provided through four hypothetical firms—National CPA Firm,
Regional Accountants, AnyCity CPAs, and Jane Brown, CPA—with the following characteristics:
a. National CPA Firm is one of the largest firms in the country. It has sixty offices, eight hundred
partners, five thousand professionals, five hundred publicly held clients, and it performs services for
clients in a variety of industries. (Chapter 2)

b. Regional Accountants has ten offices in three states and is centrally managed. Regional has thirty-five
partners, two hundred professionals, and twenty-five SEC clients. In addition to servicing SEC
clients, it has a concentration in audit and attest services for financial institutions. (Chapter 3)
c.

AnyCity CPAs is a local, one-office firm with three partners and ten professionals. Its accounting and
auditing practice includes a concentration in employee benefit plan audits. AnyCity CPAs has no
SEC clients. (Chapter 4)

d. Jane Brown, CPA, is a sole owner without any professional staff, who occasionally hires per diem
professionals. Her accounting practice consists only of services performed under Statements on
Standards for Accounting and Review Services (SSARSs). (Chapter 5)

AICPA Audit and Accounting Manual
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Chapter 2

NATIONAL CPA FIRM'S SYSTEM OF QUALITY CONTROL FOR ITS
ACCOUNTING AND AUDITING PRACTICE
.18 This chapter describes how National CPA Firm implements each element of quality control for its
accounting and auditing practice. National CPA Firm is a hypothetical firm. It is presumed to be one of the
largest firms in the country. It has sixty offices, eight hundred partners, five thousand professionals, and five
hundred publicly held clients, and performs services for clients in a variety of industries.

Independence, Integrity, and Objectivity
.19 The objective of the Independence, Integrity, and Objectivity element of a system of quality control is to
provide the firm with reasonable assurance that personnel maintain independence (in fact and in appearance)
in all required circumstances, perform all professional responsibilities with integrity, and maintain objectiv
ity in discharging professional responsibilities.
.20 National CPA Firm satisfies this objective by establishing and maintaining the following policies and
procedures.
.21

Policy 1

Personnel will adhere to applicable independence, integrity, and objectivity requirements. These
requirements include regulations, interpretations, and rulings of the AICPA, state CPA societies, state
boards of accountancy, state statutes, the Securities and Exchange Commission, and other regulatory
agencies where applicable.
.22 National CPA Firm implements this policy by—

a. Developing and maintaining a Professional Practice Manual that contains policies and procedures
relating to independence, integrity, and objectivity. Such policies and procedures contain the firm's
interpretations of professional and regulatory requirements, and guidance for identifying and
resolving potential issues.
b. Designating a quality assurance partner in each office to provide guidance, answer questions, and
resolve matters.

c.

Designating a partner in its national office to answer more complex matters and determine the
circumstances that might require consultation with sources outside the firm.

d.

Identifying circumstances where documentation of the resolution of matters is appropriate.

e.

Obtaining written representations from personnel, upon hire and on an annual basis, stating whether
they are familiar with and are in compliance with professional standards and the firm's policies and
procedures regarding independence, integrity, and objectivity. The quality assurance partner in each
office is responsible for obtaining such representations and reviewing compliance files for complete
ness. A partner in its national office is responsible for resolving reported exceptions.

f.

Requiring the managing partner in each office to periodically review unpaid fees from clients to
ascertain whether any outstanding amounts impair the firm's independence.

.23

Policy 2

Personnel will be familiar with policies and procedures relating to independence, integrity, and
objectivity.

AAM §11,200.18
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.24 National CPA Firm implements this policy by—
a. Providing each of its personnel with access to a personal computer and software that has access to
databases containing professional and regulatory literature and advising them that they are expected
to be familiar with that literature.
b. Emphasizing the concepts of independence, integrity, and objectivity in its professional development
meetings, in the acceptance and continuance of clients and engagements, and in the performance of
engagements, including discussing the types of nonattest services that could impact independence.

c.

Informing personnel on a timely basis of those entities to which independence policies apply, by—

1.

Preparing and maintaining lists of entities to which independence policies apply.

2.

Making the lists available to personnel who need them to determine their independence (includ
ing personnel new to the firm or to an office, and certain former partners1).

3.

Notifying personnel of changes in the lists on a timely basis via a memorandum or the firm's
E-mail system.

.25 Policy 3
Confirm the independence of another firm performing parts of an engagement, or when we act as
principal auditor.

.26 National CPA Firm implements this policy by—
a. Describing in its Professional Practice Manual the form, content, and frequency of independence
representations that are to be obtained.
b.

Requiring that such representations be documented.

Personnel Management*
.27 The objective of the Personnel Management element of a system of quality control is to provide the
firm with reasonable assurance that all personnel have the proficiency to perform their assigned responsi
bilities. Attributes or qualities that enhance the proficiency of personnel who perform, supervise, or review
work include integrity, objectivity, intelligence, judgment, competence, experience, and motivation.
.28 National CPA Firm satisfies this objective by establishing and maintaining the following policies and
procedures.

.29

Policy 1

Personnel who are hired will possess the appropriate characteristics to enable them to perform
competently.

.30 National CPA Firm implements this policy by—
a. Maintaining a national human resource function that establishes the firm's hiring objectives and
evaluates the firm's personnel needs, including—
1 AICPA's Professional Standards, volume 2, ET section 101.04, discusses circumstances when activities of a former practitioner could
affect the firm's independence.
*This Guide is currently being updated to reflect the provisions of Statement on Quality Control Standard (SQCS) No. 5, The
Personnel Management Element of a Firm's System of Quality Control—Competencies Required by a Practitioner-in-Charge of an Attest
Engagement. In the interim, the provisions of SQCS No. 5 are enumerated in AAM section 11,250. SQCS No. 5 provides additional
guidance on the personnel management element of a system of quality control. As such, readers should be familiar with the
requirements of SQCS No. 5.
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•

Designating a partner in its national office to be responsible for evaluating the firm's overall
personnel needs and establishing hiring objectives based on factors such as clientele, anticipated
growth, personnel turnover, and individual advancement.

•

Developing and maintaining a Human Resource Manual that identifies attributes, achievements,
and experiences desired in entry-level and experienced personnel.

•

Establishing criteria to evaluate personal characteristics such as integrity, competence, and
motivation.

•

Setting guidelines for additional procedures that are necessary when hiring experienced personnel,
such as performing background checks and inquiring about any outstanding regulatory actions.

b. Designating a qualified individual in each practice office to be responsible for managing the human
resource function. This individual's responsibilities include—

.31

•

Preparing budgets of personnel needs for all levels.

•

Identifying sources of employment candidates such as universities and executive recruiters, and
coordinating the hiring process within the practice office.

•

Selecting and training those individuals who will be interviewing candidates or otherwise
participating in the hiring process.

•

Summarizing and evaluating the results of the hiring process for each candidate and providing
final approval for hiring.

Policy 2

The firm will make personnel assignments based on the degree of technical training and proficiency
required in the circumstances and the nature and extent of supervision to be provided.
.32 National CPA Firm implements this policy by designating an appropriate person in each office to be
responsible for assigning personnel to engagements based on such factors as—

•

Engagement size and complexity.

•

Specialized experience or expertise required.

•

Personnel availability and involvement of supervisory personnel.

•

Timing of the work to be performed.

•

Continuity and rotation of personnel.

•

Opportunities for on-the-job training.

•

Situations where independence or objectivity concerns exist.

For partner and manager assignments, such person shall be a partner, and in the case of high-risk engagements,
approval of the partner assignment is to be obtained from the industry partner or the quality assurance partner.

.33

Policy 3

Personnel will participate in general and industry-specific continuing professional education and
professional development activities that enable them to satisfy responsibilities assigned and fulfill
applicable continuing professional education requirements of the AICPA and regulatory agencies.

AAM §11,200.31
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National CPA Firm implements this policy by—

a. Maintaining a national professional development group to develop firm requirements and program
materials for professional development and assigning responsibility for the professional develop
ment function to the Director of Professional Development. The group's responsibilities include—
•

Setting guidelines for participation by personnel in professional development programs and
considering the requirements of the AICPA, state boards of accountancy, and regulatory agencies
in establishing the firm's CPE requirements.

•

Maintaining appropriate documentation evidencing that personnel have met the professional
educational requirements of the firm, the AICPA, and other regulatory bodies.

•

Providing an orientation program and training for newly employed personnel to inform them
of their professional responsibilities and the firm's policies.

•

Preparing publications and programs designed to inform personnel of their responsibilities and
opportunities.

•

Developing in-house staff training programs that focus on general and industry-specific account
ing and auditing subject matter.

b. Assigning responsibility to an office or industry partner to establish a professional development
program that provides that personnel in the office or those serving clients in an industry participate
in professional development activities in accordance with firm guidelines and in subjects that are
relevant to their responsibilities.

c.

Communicating and distributing to personnel changes in accounting, auditing, and independence,
integrity, and objectivity requirements and the firm's guidance with respect to them.

d. Encouraging participation in other professional development activities for personnel at each level
within the firm, such as participation in external professional development programs, including
graduate-level university and self-study courses, membership in professional organizations, serving
on professional committees, and writing for professional publications.

.35

Policy 4

Personnel selected for advancement will have the qualifications necessary to fulfill the responsibilities
they will be called on to assume.
.36

National CPA Firm implements this policy by—

a. Maintaining a national human resource function to identify and communicate, in the firm's Human
Resource Manual, the qualifications necessary to fulfill responsibilities at each professional level
within the firm by—

b.

1.

Establishing the criteria for evaluating personnel at each professional level and for advancement
to the next higher level of responsibility.

2.

Developing evaluation forms for each professional staff classification.

Assigning responsibility to a partner in each office for making advancement and termination
decisions for staff and recommendations for manager- and partner-level advancements and termi
nations to the firm's management committee. Such responsibilities should include—

1.

Identifying responsibilities and requirements for evaluations at each level indicating who will
prepare the evaluations and when they will be prepared.

2.

Reviewing evaluations with the individual being evaluated on a timely basis.

AICPA Audit and Accounting Manual
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Counseling personnel regarding their progress and career opportunities by—

1.

Annually summarizing and reviewing with personnel the evaluation of their performance,
including an assessment of their progress with the firm. Considerations should include perform
ance, future objectives of the firm and the individual, assignment preferences, and career
opportunities.

2.

Annually evaluating partners by means of counseling, peer evaluation, or self-appraisal, as
appropriate, regarding whether they continue to have the qualifications to fulfill their responsi
bilities or to assume added responsibilities.

Acceptance and Continuance of Clients and Engagements
.37 The objective of the Acceptance and Continuance of Clients and Engagements element of a system of
quality control is to establish criteria for deciding whether to accept or continue a client relationship and
whether to perform a specific engagement for that client. Such policies and procedures should provide the
firm with reasonable assurance that (a) the likelihood of association with a client whose management lacks
integrity is minimized, (b) the firm undertakes only those engagements that can be completed with profes
sional competence, (c) the risks associated with providing professional services in particular circumstances
are appropriately considered, and (d) an understanding with the client regarding the services to be performed
is reached.
.38 National CPA Firm satisfies this objective, both with respect to the initial period for which the firm
is performing its service and for subsequent periods, by establishing and maintaining the following policies
and procedures.

.39

Policy 1

The firm will evaluate factors that have a bearing on management's integrity.

.40 National CPA firm implements this policy by—
a. Developing and maintaining a Professional Practice Manual that contains policies and procedures
relating to the acceptance of prospective clients and the continuance of current clients. Such policies
and procedures state that the firm's clients should not present undue risks to the firm, including
damage to the firm's reputation.
b. Advising personnel that they are expected to be familiar with the firm's policies and procedures for
acceptance and continuance of clients.

c.

Obtaining and evaluating information before accepting or continuing a client, as applicable:
1.

Available information regarding the client and its operations from sources such as annual reports,
interim financial statements, registration statements, Form 10-K, Form 8-K, other reports to
regulatory agencies, enforcement actions by regulatory agencies, and income tax returns.

2.

The nature and purpose of the services to be provided by making inquiries of client management.

3.

Information regarding the client and its management and principals that may have a bearing on
evaluating the client by making inquiries of third parties such as bankers, legal counsel, invest
ment bankers, underwriters, and other members of the financial or business community who
may have appropriate knowledge. Inquiries might also be made about management's attitude
toward compliance with outside regulatory or legislative requirements and the presence of
reportable conditions, especially those that management is unwilling to correct. In certain
circumstances, background checks by investigative firms are required.
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d. Communicating with the predecessor accountant when required or suggested by professional standards.
This communication also includes inquiries regarding the nature of any disagreements, and other events
required to be reported by Form 8-K, and whether evidence of "opinion shopping" exists.
e.

.41

Evaluating the information obtained regarding management's integrity.
Policy 2

The firm will evaluate whether the engagement can be completed with professional competence and
accordingly undertake only those engagements that can be completed with professional competence
and appropriately consider the risk associated with providing professional services in particular
circumstances.

.42 National CPA Firm implements this policy by—
a. Evaluating whether the practice office has obtained or can reasonably expect to obtain the knowledge
and expertise necessary to enable it to perform the engagement, for example, through use of other
practice offices' resources.

b. Specifying conditions that require evaluation of a specific client or engagement, obtaining relevant
information to determine whether the relationship should be continued, and establishing a time
period for evaluations to be made (for example, continuance decisions should be made at least
annually). Conditions include the following:

c.

•

Significant changes in the client, for example, a major change in ownership, senior personnel,
directors, advisors, the nature of its business, or its financial stability.

•

Changes in the nature or scope of the engagement, including requests for additional services.

•

Changes in the strategic focus or composition of the firm, for example, a decision to discontinue
services to clients in a particular industry.

•

The existence of conditions that would have caused the firm to reject the engagement had such
conditions existed at the time of the initial acceptance. These conditions may include unreliable
processes for making accounting estimates, questionable estimates by management, questions
regarding the entity's ability to continue as a going concern, or other factors that may increase
the risk of being associated with the client.

•

Client delinquent in paying fees. (This may also affect the firm's independence.)

•

Engagements for entities operating in highly specialized or regulated industries, including
financial institutions, governmental entities, and engagements for employee benefit plans.

•

Engagements for entities in the development stage.

Evaluating the information obtained regarding the acceptance or continuance of the client or
engagement.
1.

All information obtained about the client or the specific engagement is to be evaluated by the
engagement partner and a recommendation is made regarding whether the client or engagement
should be accepted or continued.

2.

The engagement partner completes a client acceptance form and submits it to the practice office
managing partner for approval.

3.

The engagement partner signs a step in the planning program noting client continuance, and a
form documenting client continuance is completed if conditions identified in b. above exist.
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The managing partner of the practice office is responsible for evaluating and approving the
recommendation made by the engagement partner. In certain defined circumstances, such as
new SEC engagements and high-risk engagements, documented acceptance may also require the
approval of the national office.

Policy 3

The firm will obtain an understanding with the client regarding the services to be performed.
.44 National CPA Firm implements this policy by requiring that all understandings with the client be in
writing by obtaining an engagement letter for all engagements, thus minimizing the risk of misunderstand
ings regarding the nature, scope, and limitations of the services to be performed.

Engagement Performance
.45 The objective of the Engagement Performance element of a system of quality control is to provide the firm
with reasonable assurance that the work performed by engagement personnel meets the applicable professional
standards, regulatory requirements, and the firm's standards of quality. Policies and procedures for engagement
performance encompass all phases of the design and execution of the engagement. To the extent appropriate and
as required by applicable professional standards, these policies and procedures should cover planning, perform
ing, supervising, reviewing, documenting, and communicating the results of each engagement. Where applicable,
these policies and procedures should also address the concurring partner review requirements applicable to SEC
engagements as set forth in membership requirements of the SEC Practice Section of the AICPA. Policies and
procedures should also provide that personnel refer to authoritative literature or other sources and consult, on a
timely basis, with individuals within or outside the firm, when appropriate.
.46 National CPA Firm satisfies this objective by establishing and maintaining the following policies and
procedures.

.47 Policy 1

Planning for engagements will meet professional, regulatory, and the firm's requirements.
.48 National CPA Firm implements this policy by developing, maintaining, and providing personnel
with the firm's Professional Practice Manual, which prescribes the factors to be considered in the planning
process by the engagement team and the extent of documentation of the considerations which may vary
depending on the size and complexity of the engagement. Planning considerations include—
•

Making the engagement partner or another qualified individual responsible for planning an engage
ment and assigning responsibilities to appropriate personnel during the planning phase.

•

Developing or updating background information.

•

Requiring planning documentation that includes—

— Development of proposed work program, tailored to the specific engagement.
— Staffing requirements and the need for specialized knowledge, which may have to be obtained
from another practice office.

— Considering economic conditions affecting the client or its industry and their potential impacts
on the conduct of the engagement.
— Considering risks and how they may affect the procedures to be performed.

— Preparing a budget that allocates a sufficient amount of time so the engagement will be performed
in accordance with professional standards and the firm's quality control policies and procedures.
AAM §11,200.43
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Policy 2

The engagement will be performed, supervised, reviewed, documented, and communicated in
accordance with the requirements of professional standards, regulatory authorities, and the firm.

.50 National CPA Firm implements this policy by—
a.

Providing personnel with the firm's Professional Practice Manual, which—
1.

Prescribes the form and content of working papers, including firm-generated forms, checklists,
and questionnaires that are to be used in the performance of engagements, the form in which
instructions are given to other offices or correspondents, and the extent to which their work is
reviewed and documented.

2.

Specifies the extent of overall engagement review at all professional levels so that the financial
statements meet professional and firm presentation and disclosure standards.

3.

Specifies the extent of review that should be performed of communications to be made to
management and the board of directors.

b. Assigning responsibility for the review of all reports, financial statements, and working papers to a
reviewer senior to the preparer in accordance with procedures outlined in the firm's Professional
Practice Manual to obtain reasonable assurance that—

c.

1.

The nature, timing, and extent of procedures performed are consistent with risk assessments
made and the approach described in the planning documentation and that exceptions are
appropriately investigated. The appropriateness of planned procedures should be reconsidered
when significant changes in risk factors occur or are identified between the planning phase of
the engagement and the execution of substantive procedures.

2.

Firm-prescribed forms, checklists, and questionnaires, tailored as appropriate, are used in the
performance of the engagement and reporting on it.

Requiring a second review of the report, financial statements, and selected working papers by a
partner or manager as prescribed in the firm's Professional Practice Manual. The extent of review
varies based on the type of engagement; for example, audits of SEC clients and high-risk engage
ments, as defined by the firm, receive the most extensive review.

d. Complying with the concurring partner review requirements applicable to SEC engagements as set
forth in membership requirements of the SEC Practice Section of the AICPA.

e.

f.

Adhering to the following guidelines set up by the firm regarding the review of working papers,
financial statements, and for documentation of the review process:
1.

All reviewers are to have appropriate experience, competence, and responsibility.

2.

All work performed and the reports and financial statements issued are to be complete and
comply with professional standards and firm policy.

3.

Appropriate documentation is required on all engagements evidencing review of working
papers, financial statements, and reports. Necessary documentation includes completion of the
firm's review and approval documentation.

Requiring that differences of professional judgment within an engagement team or with consultants
be resolved with the assistance of the office's quality assurance partner and a designated partner in
the firm's national office, where applicable. The resolution of the differences must be appropriately
documented. If a member of the team continues to disagree with the resolution, he or she may
disassociate himself or herself from the resolution of the matter and will be offered the opportunity
to document that a disagreement still exists.
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Policy 3

The firm will identify areas and specialized situations where consultation is required and will require
personnel to refer to authoritative literature and practice aids and to consult, on a timely basis, with
individuals within or outside the firm when appropriate (for example, when dealing with complex,
unusual, or unfamiliar issues).

.52 National CPA Firm implements this policy by—

a. Providing personnel with the firm's Professional Practice Manual, which specifies the firm's consult
ation policies and procedures. Areas or specialized situations that may require consultation
include—
•

Application of newly issued technical pronouncements.

•

Industries with special accounting, auditing, or reporting requirements.

•

Emerging practice problems.

•

Choices among alternative generally accepted accounting principles upon initial adoption or
when an accounting change is made.

•

Reissuance of a report, consideration of omitted procedures after a report has been issued, or
subsequent discovery of facts that existed at the time a report was issued.

•

Filing requirements of regulatory agencies.

•

Meetings with the SEC and other regulators, at which the firm is to be called on to support the
applications of generally accepted accounting principles which have been questioned.

b. Designating individuals within the firm as consultants in certain areas. Personnel are to consult with
the appropriate individual when issues arise, as specified in the firm's manuals. When differences
arise between the engagement partner and the consultant, all resolutions are determined by the
office quality assurance partner and, if it continues to be unresolved, a designated national office
partner.

c. Maintaining or providing access to adequate and up-to-date reference libraries in each office, which
include materials related to specific industries and regulatory requirements.
d. Requiring that documentation of consultation include all relevant facts and circumstances,
reference to professional literature used in the determination, the conclusions reached, and
signatures of the engagement partner and consultant. This documentation is to be retained in the
engagement working papers and, at the discretion of the consultant, entered in a retrievable
database to promote consistency in the application of generally accepted accounting principles
in similar circumstances.

Monitoring
.5 3 The objective of the Monitoring element of a system of quality control is to provide the firm with
reasonable assurance that the policies and procedures relating to the other elements of quality control are
suitably designed and being effectively applied. Monitoring is an ongoing consideration and evaluation
process.
.5 4 National CPA Firm satisfies this objective by establishing and maintaining the following policies and
procedures.
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Policy 1

The firm will consider and evaluate, on an ongoing basis, the relevance and adequacy of its quality
control policies and procedures.

.5 6 National CPA Firm implements this policy by designating a partner or group in its national office to
be responsible for quality assurance, including—
a.

Assuring that the firm's quality control policies and procedures and its audit methodology remain
relevant and adequate. Factors to be considered include—
•

Mergers and divestitures of portions of the practice.

•

Changes in professional standards and SEC or other regulatory requirements applicable to the
firm's practice.

•

Results of annual inspections and peer reviews.

•

Review of litigation and regulatory enforcement actions against the firm and others.

•

The impact that changes in technology may have on clients' methods of doing business.

•

Changes in clients' industries that impact their operations.

•

Changes in applicable AICPA membership requirements.

b.

Determining whether personnel have been appropriately informed of their responsibilities for
maintaining the firm's standards of quality in performing their duties.

c.

Identifying the need to—
1.

Revise policies and procedures related to the other elements of quality control because they are
ineffective or inappropriately designed.

2.

Improve compliance with firm policies and procedures that are related to the other elements of
quality control.

.57 Policy 2
The firm will consider and evaluate, on an ongoing basis, the appropriateness of its guidance materials
and any practice aids.
.58

National CPA Firm implements this policy by—

a.

Reviewing and updating firm practice aids, such as audit programs, forms, and checklists, based on
the issuance of new professional pronouncements.

b.

Issuing professional practice alerts to notify and provide guidance to personnel regarding new
professional standards, regulatory requirements, and related changes to firm policy.

c.

Having national office personnel periodically visit offices and interview partners and managers
regarding the effectiveness of practice aids and tools.

.59

Policy 3

The firm will consider and evaluate, on an ongoing basis, the effectiveness of professional
development programs.
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.60 National CPA Firm implements this policy by—
a. Having the National Professional Development Group review the summary of evaluations of
national training programs to determine whether the national professional development programs
are achieving their objectives.
b. Having the National Professional Development Group review the overall professional development
plan to determine whether professional staff are receiving the appropriate mix of in-house training,
AICPA or state society classroom training, and self-study programs.

c. Having the National Professional Development Group review summaries of CPE records for the
firm's professional staff to determine that each practice office has established a means of tracking
each professional's compliance with the requirements of the firm, the AICPA, and other regulatory
bodies.

d. Interviewing selected professional personnel regarding the effectiveness of training programs.
e. Considering the results of the firm's inspection procedures in connection with the effectiveness of
the firm's professional development program.

f. Ascertaining whether inquiries received by individuals consulted within the firm indicate the need
for additional CPE programs.

.61

Policy 4

The firm will consider and evaluate, on an ongoing basis, compliance with its policies and procedures.

.6 2 National CPA Firm implements this policy by making its national quality assurance partner respon
sible for the preparation of checklists and practice aids to be used in performing monitoring and inspection
procedures. These procedures include—

•

Developing and coordinating the firm's inspection program to achieve feedback about the effective
ness of the firm's policies and procedures.

•

Developing a plan for an appropriate test of compliance with the firm's policies and procedures on
a sample of engagements. Such a review could be preissuance or postissuance.

•

Reviewing correspondence prepared by national office personnel regarding consultation on inde
pendence, integrity, and objectivity matters, acceptance and continuance decisions, and engagement
performance.

•

Reviewing the resolution of matters reported by professional personnel on independence circulari
zation forms to determine that matters have been appropriately considered and resolved.

•

Interviewing personnel at all professional management and staff levels to obtain information regard
ing operating procedures in practice offices and to determine whether personnel are knowledgeable
of firm policies and procedures and whether they are being effectively communicated.

•

Reviewing the following documentation to determine compliance with firm policies and procedures:
a.

Personnel evaluations, including documentation of hiring and advancement decisions

b.

Documentation of client acceptance and continuance decisions

c.

Participants' evaluations of training programs

d.

Professional development records of professional personnel

e.

Correspondence regarding the resolution of independence matters within the practice office
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Reviewing a cross-section of engagements that have had a preissuance or postissuance review from
selected practice offices using the following criteria:
a.

All partners and those managers who have significant accounting and auditing responsibilities
in the selected offices

b.

Significant specialized industries with emphasis given to high-risk industries

c.

First-year engagements

d.

Level of service performed (that is, audit, review, compilation, and agreed-upon procedures)

e.

Level of attestation services performed (that is, examination, review, and agreed-upon proce
dures)

•

Periodically summarizing and communicating inspection findings to firm personnel on a timely
basis.

•

Communicating findings to practice office personnel and determining the corrective actions to be
taken on the engagements reviewed. These findings are discussed and communicated in a report
issued to each office. The practice office responds regarding the specific corrective actions or steps to
be taken to improve compliance with the firm's policies and procedures and professional standards.

•

Communicating the need for improved compliance with or changes to the system of quality control
in training programs, partner or manager meetings, and firm policy correspondence.

•

Preparing a summary inspection report that evaluates the overall results of the inspection to
determine whether—

•

a.

The firm as a whole needs to improve compliance with the firm's policies and procedures.

b.

Revisions to the firm's quality control policies and procedures are necessary.

Periodically reviewing the system of personnel evaluation and counseling to ascertain that—
a.

Procedures for evaluation and documentation are being followed on a timely basis.

b.

Requirements established for advancement are being achieved.

c.

Personnel decisions are consistent with evaluations.

d.

Recognition is given to outstanding performance.
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Chapter 3

REGIONAL ACCOUNTANTS' SYSTEM OF QUALITY CONTROL FOR ITS
ACCOUNTING AND AUDITING PRACTICE
.63 This chapter describes how Regional Accountants implements each element of quality control for its
accounting and auditing practice. Regional Accountants is a hypothetical firm. It is presumed to have ten
offices in three states and to be centrally managed. Regional has thirty-five partners, two hundred profes
sionals and twenty-five SEC clients. In addition to servicing SEC clients, it has a concentration in audit and
attest services for financial institutions.

Independence, Integrity, and Objectivity
.64 The objective of the Independence, Integrity, and Objectivity element of a system of quality control is to
provide the firm with reasonable assurance that personnel maintain independence (in fact and in appearance)
in all required circumstances, perform all professional responsibilities with integrity, and maintain objectiv
ity in discharging professional responsibilities.
.65 Regional Accountants satisfies this objective by establishing and maintaining the following policies
and procedures.

.66 Policy 1

Personnel will adhere to applicable independence, integrity, and objectivity requirements. These
requirements include regulations, interpretations, and rulings of the AICPA, state CPA societies, state
boards of accountancy, state statutes, the Securities and Exchange Commission, and other regulatory
agencies where applicable.
.67 Regional Accountants implements this policy by—

a. Developing and maintaining a manual that contains the firm's policies and procedures relating to
independence, objectivity, and integrity. Such policies and procedures contain the firm's interpreta
tions of professional and regulatory requirements, and guidance for identifying and resolving
potential issues or situations.
b. Designating one of its partners to provide guidance, answer questions and resolve matters, and
determine the circumstances that might require consultation with sources outside the firm.

c.

Identifying circumstances where documentation of the resolution of matters is appropriate.

d. Obtaining written representations from personnel, upon hire and on an annual basis, stating whether
they are familiar with and are in compliance with professional standards and the firm's policies and
procedures regarding independence, integrity, and objectivity.

e.

Assigning responsibility for obtaining such representations, reviewing compliance files for complete
ness, and resolving reported exceptions to the firm's quality control partner.

f.

Requiring the managing partner in each office to periodically review unpaid fees from clients to
ascertain whether any outstanding amounts impair the firm's independence.

.68 Policy 2
Personnel will be familiar with policies and procedures relating to independence, integrity, and
objectivity.
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Regional Accountants implements this policy by—

a. Providing personnel with access to a computer and software that has access to databases containing
professional and regulatory literature and advising them that they are expected to be familiar with
that literature.

b. Emphasizing the concepts of independence, integrity, and objectivity in its professional development
meetings, in the acceptance and continuance of clients and engagements, and in the performance of
engagements, including discussing the implications regarding engagements for financial institutions,
such as the prohibition of any member of the engagement team having a loan with the institution,
and the types of nonattest services that could affect independence.
c.

.70

Informing personnel on a timely basis of those entities to which independence policies apply, by—
1.

Preparing and maintaining lists of entities to which independence policies apply.

2.

Making the lists available to personnel who need them to determine their independence (includ
ing personnel new to the firm or to an office, and certain former partners2).

3.

Notifying personnel of changes in the lists on a timely basis via a memorandum or the firm's
E-mail system.

Policy 3

Confirm the independence of another firm performing parts of an engagement, or when we act as
principal auditor.

.71

Regional Accountants implements this policy by—

a. Describing in its policies and procedures manual the form, content, and frequency of independence
representations that are to be obtained.
b.

Requiring that such representations be documented.

Personnel Management*
.72 The objective of the Personnel Management element of a system of quality control is to provide the
firm with reasonable assurance that all personnel have the proficiency to perform their assigned responsi
bilities. Attributes or qualities that enhance the proficiency of personnel who perform, supervise, or review
work include integrity, objectivity, intelligence, judgment, competence, experience, and motivation.
.73 Regional Accountants satisfies this objective by establishing and maintaining the following policies
and procedures.

.74 Policy 1
Personnel who are hired will possess the appropriate characteristics to enable them to perform
competently.

2 AICPA's Professional Standards, volume 2, ET section 101.04, discusses circumstances when activities of a former practitioner could
affect the firm's independence.

This Guide is currently being updated to reflect the provisions of Statement on Quality Control Standard (SQCS) No. 5, The
Personnel Management Element of a Firm's System of Quality Control—Competencies Required by a Practitioner-in-Charge of an Attest
Engagement. In the interim, the provisions of SQCS No. 5 are enumerated in AAM section 11,250. SQCS No. 5 provides additional
guidance on the personnel management element of a system of quality control. As such, readers should be familiar with the
requirements of SQCS No. 5.
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.75 Regional Accountants implements this policy by maintaining firm-wide hiring objectives and evalu
ating the firm's personnel needs, including—
•

Designating a partner or a qualified individual in each office to be responsible for evaluating that
practice office's overall personnel needs and establishing hiring objectives based on factors such as
clientele, anticipated growth, personnel turnover, and individual advancement.

•

Developing and maintaining personnel policies and procedures that identify attributes, achieve
ments, and experiences desired in entry-level and experienced personnel.

•

Establishing criteria to evaluate personal characteristics such as integrity, competence, and motivation.

•

Setting guidelines as to additional procedures that are necessary when hiring experienced personnel,
such as performing background checks and inquiring about any outstanding regulatory actions.

•

Identifying sources of employment candidates such as universities and executive recruiters, and
coordinating the hiring process within the practice office.

•

Selecting and training the individuals who will be interviewing candidates or otherwise participating
in the hiring process.

•

Summarizing and evaluating the results of the hiring process for each candidate and providing final
approval for hiring.

.76 Policy 2

The firm will make personnel assignments based on the degree of technical training and proficiency
required in the circumstances and the nature and extent of supervision to be provided.
77 Regional Accountants implements this policy by—

.

a.

b.

.78

Designating an appropriate person in each office to be responsible for assigning personnel to
engagements based on such factors as—
•

Engagement size and complexity.

•

Specialized experience and expertise required.

•

Personnel availability and involvement of supervisory personnel.

•

Timing of the work to be performed.

•

Continuity and rotation of personnel.

•

Opportunities for on-the-job training.

•

Situations where independence or objectivity concerns exist.

Designating the quality control partner as the person responsible for approval of the partner
assignments on high-risk engagements.
Policy 3

Personnel will participate in general and industry-specific continuing professional education and
professional development activities that enable them to satisfy responsibilities assigned and fulfill
applicable continuing professional education requirements of the AICPA and regulatory agencies.

.79

Regional Accountants implements this policy by—
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a. Designating one partner responsible for developing firm requirements and program materials for
professional development. These responsibilities include—
•

Setting guidelines for participation by personnel in professional development programs, and
considering requirements of the AICPA, state boards of accountancy, and regulatory agencies in
establishing the firm's CPE requirements.

•

Maintaining appropriate documentation evidencing that personnel have met the professional
education requirements of the firm, the AICPA, and other regulatory bodies.

•

Providing an orientation program and training for newly employed personnel to inform them
of their professional responsibilities and firm policies.

•

Preparing publications and programs designed to inform personnel of their responsibilities and
opportunities.

•

Developing in-house staff training programs that focus on general and industry-specific account
ing and auditing subject matter, including audits of financial institutions.

b.

Assigning responsibility to an office or industry partner to maintain a professional development
program that provides that personnel in the office or those serving clients in an industry participate
in professional development activities in accordance with firm guidelines and in subjects that are
relevant to their responsibilities.

c.

Communicating and distributing to personnel changes in accounting, auditing, and independence,
integrity, and objectivity requirements and the firm's guidance with respect to them.

d. Encouraging participation in other professional development activities for personnel at each level
within the firm, such as participation in external professional development programs, including
graduate level and self-study courses, membership in professional organizations, serving on profes
sional committees, and writing for professional publications.

.80

Policy 4

Personnel selected for advancement will have the qualifications necessary to fulfill the responsibilities
they will be called on to assume.

.81

Regional Accountants implements this policy by—

a. Appointing a Director of Human Resources to identify and communicate in the firm's policies and
procedures manual the qualifications necessary to fulfill responsibilities at each professional level
within the firm by—

b.

c.

1.

Establishing the criteria for evaluating personnel at each professional level and for advancement
to the next higher level of responsibility.

2.

Developing evaluation forms for each professional staff classification.

Assigning responsibility to one of its partners for making advancement and termination decisions
for staff and recommendations for manager- and partner-level advancements and terminations to
the firm's management committee. Such responsibilities should include—
1.

Identifying responsibilities and requirements for evaluation at each level and indicating who will
prepare evaluations and when they will be prepared.

2.

Reviewing evaluations with the individual being evaluated on a timely basis.

Counseling personnel regarding their progress and career opportunities by—
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1.

Annually summarizing and reviewing with personnel the evaluation of their performance,
including an assessment of their progress with the firm. Considerations should include perform
ance, future objectives of the firm and the individual, assignment preferences, and career
opportunities.

2.

Periodically evaluating partners by means of counseling, peer evaluation, or self-appraisal, as
appropriate, regarding whether they continue to have the qualifications to fulfill their responsi
bilities or assume added responsibilities.

Acceptance and Continuance of Clients and Engagements
.82 The objective of the Acceptance and Continuance of Clients and Engagements element of a system of
quality control is to establish criteria for deciding whether to accept or continue a client relationship and
whether to perform a specific engagement for that client. Such policies and procedures should provide the
firm with reasonable assurance that (a) the likelihood of associations with a client whose management lacks
integrity is minimized, (b) the firm undertakes only those engagements that can be completed with profes
sional competence, (c) the risks associated with providing professional services in particular circumstances
are appropriately considered, and (d) an understanding with the client regarding the services to be performed
is reached.
.83 Regional Accountants satisfies this objective, both with respect to the initial period for which the firm
is performing its service and for subsequent periods, by establishing and maintaining the following policies
and procedures.

.84 Policy 1

The firm will evaluate factors that have a bearing on management's integrity.

.85 Regional Accountants implements this policy by—
a. Developing and maintaining a policies and procedures manual that contains policies and procedures
relating to acceptance of prospective clients and the continuance of current clients. Such policies and
procedures state that the firm's clients should not present undue risks to the firm, including damage
to the firm's reputation.

b. Advising personnel that they are expected to be familiar with the firm's policies and procedures for
acceptance and continuance of clients.
c.

Obtaining and evaluating information before accepting or continuing a client, as applicable:
1.

Available information regarding the client and its operations from sources such as annual reports,
interim financial statements, registration statements, Form 10-K, Form 8-K, other reports to
regulatory agencies, enforcement actions by regulatory agencies, and income tax returns.

2.

The nature and purpose of the services to be provided by making inquiries of client manage
ment.

3.

Information regarding the client and its management and principals that may have a bearing on
evaluating the client by making inquiries of third parties such as bankers, legal counsel, invest
ment bankers, underwriters, and other members of the financial or business community who
may have appropriate knowledge. Inquiries might also be made about management's attitude
toward compliance with outside regulatory or legislative requirements and the presence of
reportable conditions, especially those that management is unwilling to correct. In certain
circumstances, background checks by investigative firms are required.
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d. Communicating with the predecessor accountant when required or suggested by professional standards.
This communication also includes inquiries regarding the nature of any disagreements and other events
required to be reported by Form 8-K, and whether evidence of "opinion shopping" exists.

e.
.86

Evaluating the information obtained regarding management's integrity.
Policy 2

The firm will evaluate whether the engagement can be completed with professional competence and
accordingly undertake only those engagements that can be completed with professional competence
and appropriately consider the risk associated with providing professional services in particular
circumstances.

.87 Regional Accountants implements this policy by—
a. Evaluating whether the practice office has obtained or can reasonably expect to obtain the knowledge
and expertise necessary to enable it to perform the engagement, for example, through the use of
another practice office's resources.

b. Specifying conditions that require evaluation of a specific client or engagement, obtaining relevant
information to determine whether the relationship should be continued, and establishing a time
period for evaluations to be made (for example, continuance decisions should be made at least
annually). Conditions include the following:

c.

•

Significant changes in the client, for example, a major change in ownership, senior client
personnel, directors, advisors, the nature of its business, or its financial stability.

•

Changes in the nature or scope of the engagement, including requests for additional services.

•

Changes in the strategic focus or composition of the firm, for example, the inability to replace the
loss of key personnel who are particularly knowledgeable about a specialized industry, or the
decision to discontinue services to clients in a particular industry.

•

The existence of conditions that would have caused the firm to reject the engagement had such
conditions existed at the time of the initial acceptance. These conditions may include unreliable
processes for making accounting estimates, questionable estimates by management, questions
regarding the entity's ability to continue as a going concern, and other factors that may increase
the risk of being associated with the client.

•

Client delinquent in paying fees. (This may also affect the firm's independence.)

•

Engagements for entities operating in highly specialized or regulated industries, including
financial institutions and governmental entities, and engagements for employee benefit plans.

•

Engagements for entities in the development stage.

Evaluating the information obtained regarding the acceptance or continuance of the client or
engagement.
1.

All information obtained about the client or the specific engagement is evaluated by the engage
ment partner and a recommendation is made regarding whether the client or engagement should
be accepted or continued.

2.

The engagement partner completes a client acceptance form and submits it to the practice office
managing partner for approval.

3.

The engagement partner signs a step in the planning program noting client continuance, and a
form documenting client continuance is completed if conditions identified in b. above exist.
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The firm's quality control partner is responsible for evaluating and approving the recommenda
tion made by the engagement partner. In certain defined circumstances> such as new SEC
engagements or high-risk engagements, documented acceptance or continuance decisions may
also require the approval of the firm's managing partner.

.88 Policy 3

The firm will obtain an understanding with the client regarding the services to be performed.
.89 Regional Accountants implements this policy by requiring that all understandings with the client be
in writing by obtaining an engagement letter for all engagements, thus minimizing the risk of misunder
standings regarding the nature, scope, and limitations of the services to be performed.

Engagement Performance
.90 The objective of the Engagement Performance element of a system of quality control is to provide the
firm with reasonable assurance that the work performed by engagement personnel meets the applicable
professional standards, regulatory requirements, and the firm's standards of quality. Policies and procedures
for engagement performance encompass all phases of the design and execution of the engagement. To the
extent appropriate and as required by applicable professional standards, these policies and procedures
should cover planning, performing, supervising, reviewing, documenting, and communicating the results
of each engagement. Where applicable, these policies and procedures should also address the concurring
partner review requirements applicable to SEC engagements as set forth in membership requirements of the
SEC Practice Section of the AICPA. Policies and procedures should also provide that personnel refer to
authoritative literature or other sources and consult, on a timely basis, with individuals within or outside
the firm when appropriate (for example, when dealing with complex, unusual, or unfamiliar issues).
.91 Regional Accountants satisfies this objective by establishing and maintaining the following policies
and procedures.

.92 Policy 1

Planning for engagements will meet professional, regulatory, and the firm's requirements.
.93 Regional Accountants implements this policy by developing, maintaining, and providing personnel
with the firm's policies and procedures manual which prescribes the factors to be considered in the planning
process by the engagement team and the extent of documentation of the considerations which may vary
depending on the size and complexity of the engagement. Planning considerations include—
•

Making the engagement partner responsible for planning an engagement and assigning responsibili
ties to appropriate personnel during the planning phase.

•

Developing or updating background information.

•

Requiring planning documentation that includes—
— Development of proposed work program, tailored to the specific engagement.
— Staffing requirements and the need for specialized knowledge, which may have to be obtained
from another practice office.
— Considering the economic conditions affecting the client or its industry and their potential
impacts on the conduct of the engagement.
— Considering the risks and how they may affect the procedures to be performed.
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— Preparing a budget that allocates a sufficient amount of time so the engagement will be performed
in accordance with professional standards and the firm's quality control policies and procedures.
.94

Policy 2

The engagement will be performed, supervised, reviewed, documented, and communicated in
accordance with the requirements of professional standards, regulatory authorities, and the firm.

.95 Regional Accountants implements this policy by—
a.

Providing personnel with the firm's policies and procedures manual, which—
1.

Prescribes the form and content of working papers, including firm-generated or purchased forms,
checklists, questionnaires that are to be used in the performance of engagements, the form in
which instructions are given to other offices or correspondents, and the extent to which their
work is reviewed and documented.

2.

Specifies the extent of overall engagement review, at all professional levels, so the financial
statements meet professional and firm presentation and disclosure standards.

3.

Specifies the extent of review that should be performed of communications to be made to
management and the board of directors.

b. Assigning responsibility for the review of all reports, financial statements, and working papers to a
reviewer senior to the preparer in accordance with procedures outlined in the firm's manual to obtain
reasonable assurance that—

c.

1.

The nature, timing, and extent of procedures performed are consistent with risk assessments
made and the approach described in the planning documentation and that exceptions are
appropriately investigated. The appropriateness of planned procedures should be reconsidered
when significant changes in risk factors occur or are identified between the planning phase of
the engagement and the execution of substantive procedures.

2.

Firm-prescribed forms, checklists, and questionnaires, tailored as appropriate, are used in the
performance of the engagement and reporting on it.

Requiring a second review of the report, financial statements, and selected working papers by a
partner or manager as prescribed in the firm's policies and procedures manual. The extent of review
varies based on the type of engagement; for example, audits of SEC clients, engagements for financial
institutions and high-risk engagements, as defined by the firm, receive the most extensive review.

d. Complying with the concurring partner review requirements applicable to SEC engagements as set
forth in membership requirements of the SEC Practice Section of the AICPA.

e.

f.

Adhering to guidelines set up by the firm regarding the review of working papers, financial
statements, and for documentation of the review process:

1.

All reviewers are to have appropriate experience, competence and responsibility.

2.

All work performed and the reports and financial statements issued are to be complete and
comply with professional standards and firm policy.

3.

Appropriate documentation is required on all engagements evidencing review of working
papers, financial statements, and reports. Necessary documentation includes completion of the
firm's review and approval documentation.

Requiring that all differences of professional judgment within an engagement team be resolved by
the engagement and quality control partner. The resolution of the differences must be appropriately
documented. If a member of the engagement team continues to disagree with the resolution, he or
she may disassociate himself or herself from the resolution of the matter and will be offered the
opportunity to document that a disagreement still exists.
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.96 Policy 3

The firm will identify areas and specialized situations where consultation is required and will require
personnel to refer to authoritative literature and practice aids and to consult, on a timely basis, with
individuals within or outside the firm when appropriate (for example, when dealing with complex,
unusual, or unfamiliar issues).

.97 Regional Accountants implements this policy by—
a. Providing personnel with the firm's policies and procedures manual, which specifies the firm's
consultation policies and procedures. Areas or specialized situations that may require consultation
include—

•

Application of newly issued technical pronouncements.

•

Industries with special accounting, auditing, or reporting requirements.

•

Emerging practice problems.

•

Choices among alternative generally accepted accounting principles upon initial adoption or
when an accounting change is made.

•

Reissuance of a report, consideration of omitted procedures after a report has been issued or
subsequent discovery of facts that existed at the time a report was issued.

•

Filing requirements of regulatory agencies.

•

Meetings with the SEC and other regulators at which the firm is to be called upon to support the
application of generally accepted accounting principles which have been questioned.

b. Designating individuals within the firm as consultants in certain areas. Personnel are to consult with
the appropriate individual when issues arise. When differences arise between the engagement
partner and the consultant, the matter is resolved by the firm's quality control partner.

c.

Maintaining or providing access to adequate and up-to-date reference libraries in each office which
include materials related to specific industries, specialties, and regulatory requirements.

d. Requiring that documentation of consultation include, all relevant facts and circumstances,
reference to professional literature used in the determination, the conclusion reached, and
signatures of the engagement partner and consultant. This documentation is to be retained in the
engagement working papers, and at the discretion of the consultant, entered in a retrievable
database to promote consistency in the application of generally accepted accounting principles
in similar circumstances.

Monitoring
.9 8 The objective of the Monitoring element of a system of quality control is to provide the firm with
reasonable assurance that the policies and procedures relating to the other elements of quality control are
suitably designed and being effectively applied. Monitoring is an ongoing consideration and evaluation
process.
.9 9 Regional Accountants satisfies this objective by establishing and maintaining the following policies
and procedures.
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Policy 1

.100

The firm will consider and evaluate, on an ongoing basis, the relevance and adequacy of its quality
control policies and procedures.

.101 Regional Accountants implements this policy by designating a partner or a management-level
individual with appropriate authority to be responsible for quality assurance, including—
a.

Assuring that the firm's quality control policies and procedures and its audit methodology remain
relevant and adequate. Factors to be considered include—
•

Mergers and divestitures of portions of the practice.

•

Changes in professional standards, and SEC or other regulatory requirements applicable to the
firm's practice.

•

Results of annual inspections and peer reviews.

•

Review of litigation and regulatory enforcement actions against the firm and others.

•

Impact that changes in technology may have on clients' methods of doing business.

•

Changes in clients' industries that impact their operations.

•

Changes in applicable AICPA membership requirements.

b.

Determining whether personnel have been appropriately informed of their responsibilities for
maintaining the firm's standards of quality in performing their duties.

c.

Identifying the need to—
1.

Revise policies and procedures related to the other elements of quality control because they are
ineffective or inappropriately designed.

2.

Improve compliance with firm policies and procedures that are related to the other elements of
quality control.

.102 Policy 2
The firm will consider and evaluate, on an ongoing basis, the appropriateness of its guidance materials
and any practice aids.

103

Regional Accountants implements this policy by—

a.

Reviewing and updating firm practice aids, such as audit programs, forms, and checklists, based on
the issuance of new professional pronouncements.

b.

Issuing guidance regarding new professional standards, regulatory requirements, and related
changes to firm policy.

c.

Soliciting comments from partners and managers as to the effectiveness of practice aids and tools.

.104

Policy 3

The firm will consider and evaluate, on an ongoing basis, the effectiveness of professional
development programs.
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.105 Regional Accountants implements this policy by—
a.

Designating a partner or qualified individual in each office to review the summary of evaluations of
in-house training programs to determine whether the programs are achieving their objectives.

b.

Designating a partner or qualified individual in each office to review summaries of CPE records for
that office's professional staff to determine that the office has established a means of tracking each
individual's compliance with the requirements of the AICPA and other regulatory bodies.

c.

Interviewing selected professional personnel regarding the effectiveness of training programs.

d.

Considering the results of the firm's inspection in connection with the effectiveness of the firm's
professional development program.

e.

Ascertaining whether inquiries received by individuals consulted within the firm indicate the need
for additional CPE programs.

.106 Policy 4
The firm will consider and evaluate, on an ongoing basis, compliance with its policies and procedures.

.107 Regional Accountants implements this policy by making its quality control partner responsible for
preparing inspection checklists and guidance materials, or using materials prepared by the AICPA for
performing inspection procedures. These procedures include—
•

Developing and coordinating the firm's inspection program to achieve feedback about the effective
ness of the firm's policies and procedures.

•

Developing a plan for an appropriate test of compliance with the firm's policies and procedures on
a sample of engagements. Such a review could be preissuance or postissuance.

•

Reviewing the resolution of matters reported by professional personnel on independence circulari
zation forms to determine that matters have been appropriately considered and resolved.

•

Interviewing personnel at all professional management and staff levels to obtain information regard
ing operating procedures in practice offices and to determine whether personnel are knowledgeable
of firm policies and procedures and whether they are being effectively communicated.

•

Reviewing the following documentation to determine compliance with firm policies and procedures:

•

a.

Personnel evaluations, including documentation of hiring and advancement decisions

b.

Documentation of client acceptance and continuance decisions

c.

Participants' evaluations of practice office training programs

d.

Professional development records of personnel

e.

Correspondence regarding the resolution of independence matters within the practice office

Reviewing a cross-section of engagements from selected practice offices using the following criteria:

a.

All partners and managers who have significant accounting and auditing responsibilities in the
selected offices

b.

Engagements for financial institutions

c.

First-year engagements

d.

Significant specialized industries with emphasis given to high-risk industries
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e.

Level of service performed (that is, audit, review, compilation, and attestation)

f.

Level of attestation services performed (that is, examination, review, and agreed-upon proce
dures)

•

Summarizing findings resulting from the inspection procedures.

•

Communicating findings to practice office personnel and determining the corrective actions to be
taken on the engagements reviewed. These findings are discussed and communicated in a report
issued to each office. The practice office responds regarding the specific corrective actions or steps to
be taken to improve compliance with the firm's policies and procedures and professional standards.

•

Preparing a summary inspection report to the firm's senior management that evaluates the overall
results of the inspection to determine whether—
a.

The firm as a whole needs to improve compliance with the firm's policies and procedures.

b.

Revisions to the firm's quality control policies and procedures are necessary.

•

Communicating the need for improved compliance with or changes to the system of quality control
in training programs, partner manager meetings, and firm policy correspondence.

•

Periodically reviewing the system of personnel evaluation and counseling to ascertain that—

a.

Procedures for evaluation and documentation are being followed on a timely basis.

b.

Requirements established for advancement are being achieved.

c.

Personnel decisions are consistent with evaluations.

d.

Recognition is given to outstanding performance.
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Chapter 4
ANYCITY CPAS' SYSTEM OF QUALITY CONTROL FOR ITS
ACCOUNTING AND AUDITING PRACTICE
.108 This chapter describes how AnyCity CPAs implements each element of quality control for its
accounting and auditing practice. AnyCity CPAs is a hypothetical firm. It is presumed to be a local, one-office
firm with three partners and a total of ten professionals. Its accounting and auditing practice has a
concentration of five employee benefit plan audits. AnyCity CPAs has no SEC clients. The firm uses
purchased practice aids that have been subjected to peer review in accordance with standards established
by the AICPA. These practice aids are supplemented by oral and written communications from the firm's
partners. To enhance communications, the firm has chosen to provide its personnel with a written summary
of its quality control policies and procedures that contains statements incorporated by reference to policies
and procedures from its purchased practice aids, tailored to the specific needs of its practice.

Independence, Integrity, and Objectivity
.109 The objective of the Independence, Integrity, and Objectivity element of a system of quality control is
to provide the firm with reasonable assurance that personnel maintain independence (in fact and in
appearance) in all required circumstances, perform all professional responsibilities with integrity, and
maintain objectivity in discharging professional responsibilities.
.110 AnyCity CPAs satisfies this objective by establishing and maintaining the following policies and
procedures.
.111

Policy 1

Personnel will adhere to applicable independence, integrity, and objectivity requirements. These
requirements include regulations, interpretations, and rulings of the AICPA, state CPA societies, state
boards of accountancy, state statutes, and other regulatory agencies where applicable.

.112

AnyCity CPAs implements this policy by—

a.

Designating a partner to provide guidance, answer questions, and resolve matters.

b.

Identifying circumstances where documentation of the resolution of matters is appropriate.

c.

Obtaining written representations from personnel, upon hire and on an annual basis, stating whether
they are familiar with and are in compliance with professional standards and the firm's policies and
procedures regarding independence, integrity, and objectivity.

d. Assigning responsibility for obtaining representations, reviewing compliance files for completeness,
and resolving reported exceptions to a partner.

e.

.113

Having a partner periodically review unpaid fees from clients to ascertain whether any outstanding
amounts impair the firm's independence.

Policy 2

Personnel will be familiar with policies and procedures relating to independence, integrity, and
objectivity.
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.114

11,231

AnyCity CPAs implements this policy by—

a. Subscribing to and updating the AICPA Professional Standards loose-leaf service and other services
pertaining to its practice, including a service that contains the Department of Labor's rules and
regulations, and making these available in its office library.
b. Emphasizing the concepts of independence, integrity, and objectivity during its staff meetings, in the
acceptance and continuance of clients and engagements, and in the performance of engagements,
including discussing implications of auditing employee benefit plans and the types of nonattest
services that could affect independence.

c.

.115

Informing personnel on a timely basis of those entities to which independence policies apply, by—
1.

Preparing and maintaining a list of entities to which independence applies.

2.

Making the list available to personnel who need it to determine their independence (including
personnel new to the firm and certain former partners3).

3.

Notifying personnel of changes in the list on a timely basis via memorandum or the firm's E-mail
system.

Policy 3

Confirm the independence of another firm performing parts of an engagement, or when we act as
principal auditor.

.116

AnyCity CPAs implements this policy by—

a. Using its purchased practice aids, which prescribe the form, content, and frequency of independence
representations that are to be obtained.
b.

Requiring that such representations be documented.

Personnel Management
*
.117 The objective of the Personnel Management element of a system of quality control is to provide the
firm with reasonable assurance that all personnel have the proficiency to perform their assigned responsi
bilities. Attributes or qualities that enhance the proficiency of personnel who perform, supervise, or review
work include integrity, objectivity, intelligence, judgment, competence, experience, and motivation.
.118 AnyCity CPAs satisfies this objective by establishing and maintaining the following policies and
procedures.

.119

Policy 1

Personnel who are hired will possess the appropriate characteristics to enable them to perform
competently.

3 AICPA's Professional Standards, volume 2, ET section 101.04, discusses circumstances when activities of a former practitioner could
affect the firm's independence.

This Guide is currently being updated to reflect the provisions of Statement on Quality Control Standard (SQCS) No. 5, The
Personnel Management Element of a Firm's System of Quality Control—Competencies Required by a Practitioner-in-Charge of an Attest
Engagement. In the interim, the provisions of SQCS No. 5 are enumerated in AAM section 11,250. SQCS No. 5 provides additional
guidance on the personnel management element of a system of quality control. As such, readers should be familiar with the
requirements of SQCS No. 5.
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.120 AnyCity CPAs implements this policy by—

a. Establishing a general understanding among the partners of the attributes, achievements, and
experiences desired in entry-level and experienced personnel.
b. Establishing criteria to evaluate personal characteristics such as integrity, competence, and motivation.
c. Setting guidelines as to additional procedures that are necessary when hiring experienced
personnel such as performing background checks and inquiring about any outstanding regula
tory actions.

d. Designating a qualified individual in the firm to be responsible for managing the human resource
function.
.121

Policy 2

The firm will make personnel assignments based on the degree of technical training and proficiency
required in the circumstances and the nature and extent of supervision to be provided.
.122 AnyCity CPAs implements this policy by conducting periodic partner and manager meetings to
discuss the assignment of personnel to engagements. The factors to be considered in making such decisions
include—

•

Engagement size and complexity.

•

Specialized experience and expertise required.

•

Personnel availability and involvement of supervisory personnel.

•

Timing of the work to be performed.

•

Continuity and rotation of personnel.

•

Opportunities for on-the-job training.

•

Situations where independence or objectivity concerns exist.

.123

Policy 3

Personnel will participate in general and industry-specific continuing professional education and
professional development activities that enable them to satisfy responsibilities assigned and fulfill
applicable continuing professional education requirements of the AICPA and regulatory agencies.

.124 AnyCity CPAs implements this policy by—
a. Assigning responsibility to a partner to maintain an office professional development program that—

1.

Provides that personnel in the office participate in professional development programs in
accordance with firm guidelines and in subjects that are relevant to their responsibilities.

2.

Considers requirements of the AICPA, state boards of accountancy, and regulatory agencies in
establishing the firm's CPE requirements.

b. Encouraging participation in other professional development activities for personnel at each level
within the firm, such as participation in external professional development programs, including
graduate-level and self-study courses, membership in professional organizations, serving on profes
sional committees, and writing for professional publications.

c. Communicating and distributing to personnel, when applicable, changes in accounting, auditing,
and independence requirements and the firm's guidance with respect to them.
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Policy 4

.125

Personnel selected for advancement will have the qualifications necessary to fulfill the responsibilities
they will be called on to assume.

.126 AnyCity CPAs implements this policy by—

a. Assigning responsibility to a partner for making advancement and termination decisions. Such
responsibilities include—

b.

•

Identifying responsibilities and requirements for evaluation at each level and indicating who will
prepare evaluations and when they will be prepared.

•

Using forms for evaluating the performance of personnel.

•

Reviewing evaluations with the individual being evaluated on a timely basis.

Counseling personnel regarding their progress and career opportunities by—
1.

Annually summarizing and reviewing with personnel the evaluation of their performance,
including an assessment of their progress with the firm. Considerations should include perform
ance, future objectives of the firm and the individual, assignment preferences, and career
opportunities.

2.

Periodically evaluating partners by means of counseling, peer evaluation, or self-appraisal, as
appropriate.

Acceptance and Continuance of Clients and Engagements
.127 The objective of the Acceptance and Continuance of Clients and Engagements element of a system of
quality control is to establish criteria for deciding whether to accept or continue a client relationship and
whether to perform a specific engagement for that client. Such policies and procedures should provide the
firm with reasonable assurance that (a) the likelihood of association with a client whose management lacks
integrity is minimized, (b) the firm undertakes only those engagements that can be completed with profes
sional competence, (c) the risks associated with providing professional services in particular circumstances
are appropriately considered, and (d) an understanding with the client regarding the services to be performed
is reached.

.128 AnyCity CPAs satisfies this objective, both with respect to the initial period for which the firm is
performing its service and for subsequent periods, by establishing and maintaining the following policies
and procedures.
.129

Policy 1

The firm will evaluate factors that have a bearing on management's integrity.
.130

AnyCity CPAs implements this policy by—

a. Informing personnel of the firm's policies and procedures, including those outlined in the firm's
purchased practice aids, for accepting and continuing clients.
b. Obtaining and evaluating available financial information regarding the client and its operations such
as annual reports, interim financial statements, reports to regulatory agencies, income tax returns,
and credit reports before accepting or continuing a client.
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Making inquiries of the client management about the nature and purpose of services to be provided.

d. Making inquiries of the client's bankers, factors, attorneys, credit services, and others having business
relationships with the entity.

e.

Communicating with the predecessor accountant when required or suggested by professional
standards.

f.

Evaluating the information obtained regarding management's integrity.

.131

Policy 2

The firm will evaluate whether the engagement can be completed with professional competence and
accordingly undertake only those engagements that can be completed with professional competence
and appropriately consider the risk associated with providing professional services in particular
circumstances.

AnyCity CPAs implements this policy by—

.132

a. Evaluating whether the firm has obtained or can reasonably expect to obtain the knowledge and
expertise necessary to enable it to perform the engagement.
b. Specifying conditions that require evaluation of a specific client or engagement, obtaining relevant
information to determine whether the relationship should be continued, and establishing a time
period for evaluations to be made (for example, continuance decisions should be made at least
annually). Conditions include the following:

c.

•

Significant changes in the client, for example, a major change in senior client personnel, owner
ship, advisors, the nature of its business, or the financial stability of the client.

•

Changes in the nature or scope of the engagement, including requests for additional services.

•

Changes in the composition of the firm, for example, the inability to replace the loss of key
personnel who are particularly knowledgeable about a specialized industry, or the decision to
discontinue services to clients in a particular industry.

•

The existence of conditions that would have caused the firm to reject the client or engagement
had such conditions existed at the time of the initial acceptance.

•

Client delinquent in paying fees. (This may also affect the firm's independence.)

•

Engagements for entities operating in highly specialized or regulated industries, including
financial institutions, governmental entities, and engagements for employee benefit plans.

•

Where there is a burdensome amount of hours required to complete the engagement.

•

Engagements for entities in the development stage.

Evaluating the information obtained regarding acceptance or continuance of the client or engage
ment.

1.

All information obtained about the client or the specific engagement is evaluated by the engage
ment partner, who makes a recommendation regarding whether the client or engagement is to
be accepted or continued.

2.

The engagement partner completes a client acceptance form and submits it to the managing
partner for approval.

3.

The engagement partner signs a step in the planning program noting client continuance, and a
form documenting client continuance is completed if conditions identified above in b. above exist.
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The managing partner is responsible for evaluating and approving the recommendation made
by the engagement partner. If the managing partner recommends not accepting or discontinuing
a client relationship, all partners in the firm will review all of the information and participate in
the acceptance or continuance decision.

Policy 3

The firm will obtain an understanding with the client regarding the services to be performed.
.134 AnyCity CPAs implements this policy by requiring that all understandings with the client be in
writing by obtaining an engagement letter on all engagements, thus minimizing the risk of misunderstanding
regarding the nature, scope, and limitations of the services to be performed.

Engagement Performance
.135 The objective of the Engagement Performance element of a system of quality control is to provide the
firm with reasonable assurance that the work performed by engagement personnel meets the applicable
professional standards, regulatory requirements, and the firm's standards of quality. Policies and procedures
for engagement performance encompass all phases of the design and execution of the engagement. To the
extent appropriate and as required by applicable professional standards, these policies and procedures
should cover planning, performing, supervising, reviewing, documenting, and communicating the results
of each engagement. Policies and procedures should also provide that personnel refer to authoritative
literature or other sources and consult, on a timely basis, with individuals within or outside the firm, when
appropriate.
.136 AnyCity CPAs satisfies this objective by establishing and maintaining the following policies and
procedures.

.137 Policy 1

Planning for engagements will meet professional, regulatory, and the firm's requirements.
.138 AnyCity CPAs implements this policy by maintaining and providing personnel with the firm's
purchased practice aids which prescribe the factors to be considered in the planning process by the
engagement team and the extent of documentation of the considerations which may vary depending on the
size and complexity of the engagement. Planning considerations include—
•

Assigning responsibilities to appropriate personnel during the planning phase.

•

Developing or updating background information.

•

Developing a planning document that includes—
— Proposed work programs, tailored to the specific engagement.
— Staffing requirements and the need for specialized knowledge.
— Considering the economic conditions affecting the client or its industry and their potential
impacts on the conduct of the engagement.

— Considering the risks and how they may affect the procedures to be performed.
— Preparing a budget that allocates a sufficient amount of time so the engagement will be
performed in accordance with professional standards and the firm's quality control policies
and procedures.
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.139 Policy 2
The engagement will be performed, supervised, reviewed, documented, and communicated in
accordance with the requirements of professional standards, regulatory authorities, and the firm.
.140 AnyCity CPAs implements this policy by—

a. Providing adequate supervision during the course of an engagement. This supervision is based on
the training, ability, and experience of the personnel assigned.
b. Adhering to the guidelines set forth by the firm and in its purchased practice aids for the form and
content of working papers.

c.

Utilizing appropriately tailored forms, checklists, and questionnaires to assist in the performance of
the specific engagement.

d. Adhering to documentation guidelines set by the firm regarding the review of working papers,
financial statements, and reports:

.141

1.

All reviewers are to have appropriate experience, competence, and responsibility.

2.
>

All work performed and the reports and financial statements issued are to be complete and
comply with professional standards and firm policy.

3.

All engagements require appropriate evidence of review of working papers, financial statements,
and reports.

4.

All differences of professional judgment within an engagement team are to be resolved by the
engagement and the managing partner. The resolution of the differences must be appropriately
documented. If a member of the team continues to disagree with the resolution, he or she may
disassociate himself or herself from the resolution of the matter and will be offered the opportu
nity to document that a disagreement still exists.

Policy 3

The firm will identify areas and specialized situations where consultation is required and will require
personnel to refer to authoritative literature and practice aids and to consult, on a timely basis, with
individuals within or outside the firm when appropriate (for example, when dealing with complex,
unusual, or unfamiliar issues).
.142
a.

AnyCity CPAs implements this policy by—
Informing personnel of the firm's consultation policies and procedures.

b. Consulting with appropriate individuals within and outside the firm when issues arise in certain
areas.

c.

Requiring consultation in specialized areas or specialized situations, which may include—

•

Application of newly issued technical pronouncements.

•

Industries with special accounting, auditing, or reporting requirements, including unusually
complex employee benefit plans.

•

Emerging practice problems.

•

Choices among alternative generally accepted accounting principles upon initial adoption or
when an accounting change is made.
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•

Reissuance of a report, consideration of omitted procedures after a report has been issued or
subsequent discovery of facts that existed at the time a report was issued.

•

Filing requirements of regulatory agencies.

d. Maintaining an adequate and up-to-date reference library that is accessible to all professional
personnel and that includes materials related to clients served.
e. Documenting all relevant facts, circumstances, professional literature used, and conclusions reached
in the engagement working papers.

f.

Documenting the resolution of differences of opinion. If on some occasions there is an unresolved
disagreement, an outside source may be consulted to assist in determining the appropriate applica
tion of accounting principles.

Monitoring
.143 The objective of the Monitoring element of a system of quality control is to provide the firm with
reasonable assurance that the policies and procedures relating to the other elements of quality control are
suitably designed and being effectively applied. Monitoring is an ongoing consideration and evaluation
process.
.144 AnyCity CPAs satisfies this objective by establishing and maintaining the following policies and
procedures.
.145

Policy 1

The firm will consider and evaluate, on an ongoing basis, the relevance and adequacy of its quality
control policies and procedures.

.146 AnyCity CPAs implements this policy by designating a partner or a management-level individual
with appropriate authority to be responsible for quality assurance, including—

•

Assuring that the firm's quality control policies and procedures and its audit methodology remain
relevant and adequate. Factors to be considered include—
— Mergers and divestitures of portions of the practice.
— Changes in professional standards or other regulatory requirements applicable to the firm's
practice.
— Results of annual inspections and peer reviews.
— Review of litigation and regulatory enforcement actions against the firm and others.
— Impact that changes in technology may have on clients' methods of doing business.

— Changes in clients' industries that impact their operations.
— Changes in applicable AICPA membership requirements.
•

Determining whether personnel have been appropriately informed of their responsibilities for
maintaining the firm's standards of quality in performing their duties.

•

Identifying the need to—
a.

Revise policies and procedures related to the other elements of quality control because they are
ineffective or inappropriately designed.
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Improve compliance with firm policies and procedures that are related to the other elements of
quality control.

.147 Policy 2

The firm will consider and evaluate, on an ongoing basis, the appropriateness of its guidance materials
and any practice aids.

.148 AnyCity CPAs implements this policy by—
a. Reviewing and evaluating firm practice aids, such as audit programs, forms, and checklists, based
on the issuance of new professional pronouncements.

b.

.149

Providing guidance during staff meetings regarding new professional standards, regulatory require
ments, and related changes to firm practice aids.
Policy 3

The firm will consider and evaluate, on an ongoing basis, the effectiveness of professional
development programs.

.150 AnyCity CPAs implements this policy by—
a. Designating a management-level individual with the responsibility for reviewing the professional
development policies and procedures to determine whether they are appropriate, effective, and
meeting the needs of the firm.
b.

Designating a management-level individual to review summaries of CPE records for the firm's
personnel to determine that the office has established a means of tracking each individual's compli
ance with the requirements of the AICPA and other regulatory bodies.

c.

Soliciting information from the firm's personnel during staff meetings regarding the effectiveness of
training programs.

.151

Policy 4

The firm will consider and evaluate, on an ongoing basis, compliance with its policies and procedures.

.152 For purposes of illustration, two scenarios are described. Scenario I illustrates how AnyCity CPAs
satisfies the objective of Policy 4 without performing an inspection of individual engagements. Scenario II
illustrates how AnyCity CPAs implements Policy 4 through the use of engagement inspection.
.153 In determining which scenario is appropriate, consideration should be given to SQCS No. 3,
Monitoring a CPA Firm's Accounting and Auditing Practice, paragraphs 3-7 (QC section 30.03-.07), which
sets forth guidance that should be consulted in determining the extent of inspection procedures to be
performed, including those related to individual engagements. Also, consideration should be given to
time pressures such as report due dates and time budgets when considering whether a firm can
effectively monitor its compliance with its policies and procedures through preissuance or postissuance
engagement reviews.
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Scenario I
.154 AnyCity CPAs implements Policy 4 by—
a. Designating a partner or management-level individual not previously associated with the engage
ment to perform a preissuance review of the engagement or a postissuance review of the engagement
shortly after the release of the report. Deficiencies identified as a result of this process will be
continuously summarized and evaluated to determine whether—
1.

Additional emphasis should be placed on the specific areas or industries in future engagements.

2.

Existing policies and procedures should be modified so any deficiencies noted do not recur.

b. Reviewing correspondence regarding consultation on independence, integrity, and objectivity mat
ters, and acceptance and continuance decisions.

c.

Reviewing the resolution of matters reported by professional personnel on independence circulari
zation forms to determine that matters have been appropriately considered and resolved.

d.

Summarizing the deficiencies noted resulting from the preissuance and postissuance reviews.

e.

Preparing a summary of the deficiencies noted for the partner or management group in order to set
forth any recommended changes to the firm's policies and procedures.

f.

Communicating the deficiencies noted and the agreed-upon quality control changes to all profes
sional personnel.

Scenario II
.155 AnyCity CPAs implements Policy 4 by—
a. Designating a partner to be responsible for performing an annual inspection using guidance prepared
by the AICPA for performing inspection procedures. These procedures include reviewing a cross
section of engagements using the following criteria:

1.

Significant specialized industries with emphasis given to high-risk engagements

2.

Engagements for employee benefits

3.

First-year engagements

4.

Level of service performed (that is, audit, review, compilation, and attest)

5.

All partners and other management level personnel having accounting and auditing responsi
bilities

b. Reviewing correspondence regarding consultation on independence, integrity, and objectivity mat
ters, and acceptance and continuance decisions.

c.

Reviewing the resolution of matters reported by professional personnel on independence circulari
zation forms to determine that matters have been appropriately considered and resolved.

d.

Summarizing findings resulting from the inspection procedures.

e.

Preparing a summary inspection report for the partner or management group that evaluates the
overall results of the inspection and that sets forth any recommended changes to the firm's policies
and procedures.

f.

Communicating inspection findings and agreed-upon quality control changes to all professional
personnel.
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Ch apter 5
JANE BROWN, CPA'S SYSTEM OF QUALITY CONTROL FOR HER
ACCOUNTING PRACTICE
.156 This chapter describes how Jane Brown, CPA implements each element of quality control for her
accounting practice. Jane Brown, CPA is a hypothetical firm that is presumed to be a sole owner without any
professional staff who occasionally hires per diem professionals. Her accounting practice consists only of
engagements subject to the Statements on Standards for Accounting and Review Services. She uses pur
chased practice aids that have been subjected to peer review in accordance with standards established by the
AICPA. Jane Brown, CPA recognizes that her policies and procedures will have to be changed if she hires
full-time or part-time professional staff.

Independence, Integrity, and Objectivity
.157 The objective of the Independence, Integrity, and Objectivity element of a system of quality control is
to provide the firm with reasonable assurance that personnel maintain independence (in fact and in
appearance), in all required circumstances, perform all professional responsibilities with integrity, and
maintain objectivity in discharging professional responsibilities.
.158 Jane Brown, CPA satisfies this objective by establishing and maintaining the following policy and
procedures.
.159 Policy 1

I will adhere to applicable independence, integrity, and objectivity requirements. These requirements
include regulations, interpretations, and rulings of the AICPA, state CPA societies, state boards of
accountancy, state statutes, and other regulatory agencies where applicable.
.160 Jane Brown, CPA implements this policy by—
a.

Purchasing AICPA Professional Standards annually.

b. Reviewing unpaid fees from clients to ascertain whether any outstanding amounts impair the firm's
independence.

c. Reviewing relevant pronouncements relating to independence, integrity, and objectivity in the
Journal of Accountancy and retaining copies of them.
d. Signing a step on each engagement program attesting to her independence and requiring per diem
personnel to do the same.

e.

Complying with Statements on Standards for Accounting and Review Services with respect to disclosing
instances where the firm is not independent in the accountant's compilation report.

Personnel Management*
.161 The objective of the Personnel Management element of a system of quality control is to provide the
firm with reasonable assurance that all personnel have the proficiency to perform their assigned responsi
bilities. Attributes or qualities that enhance the proficiency of personnel who perform, supervise, or review
work include integrity, objectivity, intelligence, judgment, competence, experience, and motivation.
This Guide is currently being updated to reflect the provisions of Statement on Quality Control Standard (SQCS) No. 5, The
Personnel Management Element of a Firm's System of Quality Control—Competencies Required by a Practitioner-in-Charge of an Attest
Engagement. In the interim, the provisions of SQCS No. 5 are enumerated in AAM section 11,250. SQCS No. 5 provides additional
guidance on the personnel management element of a system of quality control. As such, readers should be familiar with the
requirements of SQCS No. 5.
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.162 Jane Brown, CPA satisfies this objective by establishing and maintaining the following policies and
procedures.
.163

Policy 1

I will maintain the degree of technical training and proficiency required in the circumstances.

.164 Jane Brown, CPA implements this policy by—
a. Evaluating the knowledge and expertise required to perform the engagement prior to accepting the
client or engagement.
b.

.165

Accepting only those engagements that can be performed with professional competence.
Policy 2

I will participate in general and industry-specific continuing professional education and professional
development activities that enable me to satisfy my responsibilities and fulfill applicable continuing
professional education requirements of the AICPA and regulatory agencies.

.166 Jane Brown, CPA implements this policy by—
a. Developing a professional development program and considering the requirements of the AICPA
and state boards of accountancy.
b. Participating in external professional development programs, including graduate-level and self
study courses.

c.

Joining and becoming an active member of professional organizations.

d. Serving on professional committees, writing for professional publications, when appropriate, and
participating in other professional activities.
e.

Considering changes in the applicable professional standards when determining her professional
development program.

Acceptance and Continuance of Clients and Engagements
.167 The objective of the Acceptance and Continuance of Clients and Engagements element of a system of
quality control is to establish criteria for deciding whether to accept or continue a client relationship and
whether to perform a specific engagement for that client. Such policies and procedures should provide the
firm with reasonable assurance that (a) the likelihood of association with a client whose management lacks
integrity is minimized, (b) the firm undertakes only those engagements that can be completed with profes
sional competence, (c) the risks associated with providing professional services in particular circumstances
are appropriately considered, and (d) an understanding with the client regarding the services to be performed
is reached.
.168 Jane Brown, CPA satisfies this objective, both with respect to the initial period for which the firm is
performing its service and for subsequent periods, by establishing and maintaining the following policies
and procedures.
.169

Policy 1

I will evaluate factors that have a bearing on management's integrity.
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.170 Jane Brown, CPA implements this policy by—
a.

Obtaining information such as the following before accepting or continuing a client:

•

Available information regarding the client and its operations from sources such as prior-year
reports, internally generated financial statements (if applicable), income tax returns, and credit
reports.

•

The nature and purpose of the services to be provided.

b.

Inquiring of third parties such as bankers, factors, legal counsel.

c.

Communicating with the predecessor accountant when required or suggested by professional
standards.

d. Evaluating the information obtained regarding management's integrity.
.171

Policy 2

I will evaluate whether the engagement can be completed with professional competence and
accordingly undertake only those engagements that can be completed with professional competence
and appropriately consider the risk associated with providing professional services in particular
circumstances.

.172 Jane Brown, CPA implements this policy by—
a. Considering conditions that require evaluation of a client or specific engagement and obtaining the
relevant information to determine whether the relationship should be continued. Conditions in
clude—
•

Establishing a time period for evaluations to be made (before the current-year engagement work
begins).

•

Significant changes in the client, for example, a major change in ownership, senior client
personnel, directors, advisors, the nature of the business, or the financial stability of the client.

•

Changes in the nature or scope of the engagement, including requests for additional services.

•

The existence of conditions that would have caused the firm to reject the client or engagement
had such conditions existed at the time of the initial acceptance.

•

Client delinquent in paying fees. (This may also affect the firm's independence.)

b. Determining if the knowledge and expertise necessary to perform the engagement exists or can
reasonably be obtained.

c.

Evaluating the information obtained regarding the engagement and making the acceptance decision
and documenting her evaluation or conclusion in a memorandum.

d. Evaluating the information obtained regarding the engagement and making the continuance deci
sion.
.173

Policy 3

I will obtain an understanding with the client regarding services to be performed.
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.174 Jane Brown, CPA implements this policy by—

a. Adhering to all requirements set forth in professional standards regarding obtaining an under
standing with the client.
b. Requiring that the understanding with the client be documented either through an engagement letter
or in a memorandum.
Engagement Performance

.175 The objective of the Engagement Performance element of a system of quality control is to provide the
firm with reasonable assurance that the work performed by engagement personnel meets the applicable
professional standards, regulatory requirements, and the firm's standards of quality. Policies and procedures
for engagement performance encompass all phases of the design and execution of the engagement. To the
extent appropriate and as required by applicable professional standards, these policies and procedures
should cover planning, performing, supervising, reviewing, documenting, and communicating the results
of each engagement. Policies and procedures should also provide that personnel refer to authoritative
literature or other sources and consult, on a timely basis, with individuals within or outside the firm, when
appropriate (for example, when dealing with complex, unusual, or unfamiliar issues).

.176 Jane Brown, CPA satisfies this objective by establishing and maintaining the following policies and
procedures.

.177 Policy 1
I will plan engagements to meet professional and the firm's requirements.

.178 Jane Brown, CPA implements this policy by adhering to professional standards regarding the
planning process and the extent of documentation, if applicable. Engagement planning considerations may
include, when applicable—
•

Developing or updating background information.

•

Obtaining an engagement letter.

•

Reviewing prior financial statements and accountant's report.

•

Using work programs.

.179

Policy 2

I will perform, supervise, review, document, and communicate in accordance with the requirements
of professional standards and the firm.

.180 Jane Brown, CPA implements this policy by requiring the use of purchased practice aids on all
appropriate engagements including—
•

Maintaining availability of purchased practice aids and AICPA professional standards.

•

Preparing all working papers and checklists in accordance with firm policy in order to document
work performed in accordance with professional standards.

•

Reviewing and initialing all engagement working papers in situations where per diem staff are
utilized.
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Policy 3

I will identify areas and specialized situations where consultation is required and I will require
personnel to refer to authoritative literature and practice aids and will consult, on a timely basis, with
individuals outside the firm when appropriate (for example, when dealing with complex, unusual, or
unfamiliar issues).

.182 Jane Brown, CPA implements this policy by—
a. Maintaining a technical reference library to assist in resolving practice problems. The library is
updated as needed.

b. Referring to the AICPA's Technical Hotline when a practice problem arises for which the firm needs
additional expertise.

c.

Requiring that documentation of consultation include all relevant facts and circumstances and
references to professional literature used in the determination and conclusion reached. This docu
mentation is to be retained in the engagement working papers.

Monitoring
.183 The objective of the Monitoring element of a system of quality control is to provide the firm with
reasonable assurance that the procedures relating to the other elements of quality control are suitably
designed and being effectively applied. Monitoring is an ongoing consideration and evaluation process.
.184 Jane Brown, CPA satisfies this objective by establishing and maintaining the following policies and
procedures.
.185 Policy 1

I will consider and evaluate, on an ongoing basis, the relevance and adequacy of my quality control
policies and procedures.
,186 Jane Brown, CPA implements this policy by reviewing procedures that identify the need to—

a. Revise policies and procedures that are ineffective due to changes in professional standards or the
nature of the practice.
b.

Improve compliance with firm policies and procedures that are related to the other elements of
quality control.

.187 Policy 2
I will consider and evaluate, on an ongoing basis, the appropriateness of my guidance materials and
any practice aids.

.188 Jane Brown, CPA implements this policy by reviewing and determining that the firm's purchased
practice aids are up-to-date based on the issuance of new professional pronouncements.
.189 Policy 3

1 will consider and evaluate, on an ongoing basis, the effectiveness of professional development
activities.
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.190 Jane Brown, CPA implements this policy by—
a.

Reviewing CPE records to determine whether the programs (AICPA or state society classroom
training and self-study programs) are appropriate for the firm's practice.

b.

Reviewing CPE records to determine compliance with the requirements of the AICPA and other
regulatory bodies.

.191

Policy 4

I will consider and evaluate, on an ongoing basis, compliance with my policies and procedures.

.192 Jane Brown, CPA implements this policy by performing a postissuance review of selected engage
ments, in order to—

a.

Summarize findings resulting from such reviews.

b.

Place additional emphasis on certain deficient areas in future engagements.

c.

Determine if existing policies and procedures should be modified so any deficiencies noted do not
recur.
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.193

Glossary of Selected Terms
Accounting and auditing practice. All audit, attest, accounting and review, and other services for which
standards have been established by the AICPA Auditing Standards Board or the AICPA Accounting and
Review Services Committee under Rule 201 or 202 of the AICPA Code of Professional Conduct (ET
sections 201.01 and 202.01). Standards may be also established by other AICPA technical committees;
engagements that are performed in accordance with those standards are not encompassed in the
definition of an accounting and auditing practice.

Firm. Defined in the AICPA Code of Professional Conduct as "a form of organization permitted by state
law or regulation whose characteristics conform to resolutions of Council that is engaged in the practice
of public accounting, including the individual owners thereof" (ET section 92.05).
Personnel. All individuals who perform professional services for which the firm is responsible, whether or
not they are CPAs.
Policy. A definite course or method of action to guide and determine present and future decisions. It is a
guide to decision making under a given set of circumstances within the framework of a firm's objectives,
goals, and management philosophies.

Procedure. A particular way of accomplishing something, an established way of doing things, a series of
steps followed in a definite regular order. It provides for the consistent and repetitive approach to actions.

[The next page is 11,261.]
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AAM Section 11,250
SQCS No. 5, The Personnel Management
Element of a Firm’s System of Quality
Control—Competencies Required by
a Practitioner-in-Charge of an
Attest Engagement
.01 SQCS No. 5 (QC section 40) clarifies the requirements of the personnel management element of a
firm's system of quality control. In light of the significant responsibilities during the planning and perform
ance of accounting, auditing, and attestation engagements of individuals who are responsible for supervising
accounting, auditing, and attestation engagements and signing or authorizing an individual to sign the
accountant's report on such engagements, a firm's policies and procedures related to the personnel manage
ment element of quality control should be designed to provide a firm with reasonable assurance that such
individuals possess the kinds of competencies that are appropriate given the circumstances of individual
client engagements. For purposes of SQCS No. 5 (QC section 40), such an individual is referred to as the
practitioner-in-charge of the engagement.

Competencies
.02 Competencies are the knowledge, skills, and abilities that enable a practitioner-in-charge to be
qualified to perform an accounting, auditing, or attestation engagement. A firm is expected to determine the
kinds of competencies that are necessary in the individual circumstances.

Gaining Competencies
.03 A firm's policies and procedures would ordinarily require a practitioner-in-charge of an engagement
to gain the necessary competencies through recent experience in accounting, auditing, and attestation
engagements. In a number of cases, however, a practitioner-in-charge will have obtained the necessary
competencies through disciplines other than the practice of public accounting, such as in relevant industry,
governmental, and academic positions. If necessary, the experience of the practitioner-in-charge should be
supplemented by continuing professional education (CPE) and consultation.

Competencies Expected in Performing Accounting, Auditing, and
Attestation Engagements
.04 In practice, the kinds of competency requirements that a firm should establish for the practitioner
in-charge of an engagement are necessarily broad and varied in both their nature and number. However, the
firm's quality control policies and procedures should ordinarily address the following competencies for the
practitioner-in-charge of an engagement. Firm policies and procedures should also address other competen
cies as necessary in the circumstances.
•

Understanding the role of a system of quality control and the AICPA Code of Professional Conduct

•

Understanding of the service to be performed
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Technical proficiency

•

Familiarity with the industry

•

Professional judgment

•

Understanding the organization's information technology systems
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Further Guidance
.05 Readers should refer to the full text of SQCS No. 5 (QC section 40) for complete guidance and an
explanation of the material presented above. SQCS No. 5 (QC section 40) was printed in the May 2000 edition
of the AICPA Journal of Accountancy and can also be obtained at www.cpa2biz.com.

[The next page is 11,301.]

AAM §11,250.05

Copyright © 2001, American Institute of Certified Public Accountants, Inc.

46

Sample Quality Control Forms

9-00

11,301

AAM Section 11,300
Sample Quality Control Forms
.01 In determining the need for—and the extent of—documenting the firm's quality control policies and
procedures, the size, structure, and nature of the practice should be considered. The quality control standards
do not require documentation of the quality control system; however, documentation of the monitoring of
compliance with the quality control system is required. Whenever a firm performs monitoring procedures,
it should document them.

.02 To meet the requirement to document the monitoring of a firm's quality control system, a small firm
should set up a quality control system monitoring file to record its performance of the monitoring procedures.
AAM section 11,300.23 contains an example of a summary control checklist a firm could use as the control
document in such a file. Naturally, the form and content of the documentation are a matter of judgment. The
extent of the documentation may vary from firm to firm based on firm size, number of offices, degree of
authority allowed its personnel, nature and complexity of the firm's practice, firm organization, and
appropriate cost-benefit. Documentation of compliance with the firm's policies and procedures must be
retained long enough to enable those performing the firm's monitoring procedures and peer review to
evaluate its compliance with its system of quality control.
.03 Presented below is a sample quality control document for a sole practitioner with no professional
staff and a sample quality control document for a multipartner, local, CPA firm. Also presented below are
sample quality control forms. These sample documents and forms will help practitioners maintain docu
mentation evidencing the monitoring of a quality control system.
.04

Sample Quality Control Document for a Sole Practitioner Without Professional Staff1

Independence, Integrity, and Objectivity
Policy 1

I will adhere to applicable independence, integrity, and objectivity requirements. These requirements
include regulations, interpretations, and rulings of the AICPA, state CPA societies, state boards of
accountancy, state statutes, and other regulatory agencies where applicable.
1.1 A current edition of the AICPA's Professional Standards, which contains the profession's interpreta
tions related to potential issues or situations related to independence, integrity, and objectivity, is maintained
in my library.

1.2 A subscription to the AICPA's Journal of Accountancy is maintained. The magazine is reviewed
monthly for relevant pronouncements related to independence, integrity, and objectivity.
1.3 My per diem staff and I document our independence on each engagement on a program step
maintained in the workpapers. In addition, my per diem staff completes an independence checklist when
they are hired. When completing the checklist, staff are made aware that the following financial or other
relationships may be prohibited:
1 Per diem professionals are occasionally hired.
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Business relationships with clients or with nonclients that have investor or investee relationships
with clients.
Loans from client financial institutions.
Family members in director, officer, manager or audit sensitive positions with client entities,
including not-for-profit organizations.

d.

Past due fees for professional services.

e.

Accounting or advisory services that have evolved into situations where the CPA has assumed some
of the responsibilities of management.

f.

Bookkeeping services to SEC clients.

1.4 Accounts receivable that are past due are reviewed monthly to ascertain whether any outstanding
amounts take on some of the characteristics of loans and may, therefore, impair the firm's independence.
1.5 In situations where another CPA firm audits segments of an engagement, the independence of that
other CPA firm is confirmed for every reporting engagement using a standard form maintained in my library.
(See AAM section 11,300.06.)
1.6 I communicate with the AICPA Ethics Division in resolving independence questions. A memoran
dum documenting the resolution of independence matters is prepared and retained. Per diem staff reviews
and initials the memorandum, as appropriate.
Personnel Management

Policy 1
I will maintain the degree of technical training and proficiency required in the circumstances.

1.1 I evaluate the knowledge and expertise required to perform the engagement prior to accepting an
engagement, and accept only those engagements that can be performed with professional competence.
1.2 Per diem staff are interviewed and their backgrounds are investigated to reasonably ensure the
employment of people with qualifications adequate to perform engagements competently. (See AAM section
11,300.13 and .14.)
Policy 2
I will participate in general and industry-specific continuing professional education and professional
development activities that enable me to satisfy my responsibilities and fulfill applicable continuing
professional education requirements of the AICPA and regulatory agencies.

2.1 I am a member of the AICPA and the [state] CPA Society and participate in professional activities.

2.2 I have a professional development program in which I complete a minimum of 40 hours of formal
continuing professional education each year in areas related to my practice. [Firms should determine
the specific requirements of their State Board of Accountancy and other bodies, as appropriate.] A record
This Guide is currently being updated to reflect the provisions of Statement on Quality Control Standard (SQCS) No. 5, The
Personnel Management Element of a Firm's System of Quality Control—Competencies Required by a Practitioner-in-Charge of an Attest
Engagement. In the interim, the provisions of SQCS No. 5 are enumerated in AAM section 11,250. SQCS No. 5 provides additional
guidance on the personnel management element of a system of quality control. As such, readers should be familiar with the
requirements of SQCS No. 5.

AAM §11,300.04

Copyright © 2000, American Institute of Certified Public Accountants, Inc.

46

Sample Quality Control Forms

9-00

11,303

of professional development hours is maintained, updated, and periodically reviewed. (See AAM section
11,300.15-.17.) The types of programs qualifying for the fulfillment of the forty-hour requirement include:

a. Continuing professional education programs of the AICPA and the [state] CPA Society. These
include sessions attended and (with written evidence of completion) video cassette/workbook, or
workbook programs.

b. College courses related to the profession.

2.3 I receive and review statements relating to current developments in accounting and auditing
including statements and interpretations issued by the Financial Accounting Standards Board, the Govern
mental Accounting Standards Board, the AICPA Auditing Standards Board, and other AICPA technical
committees. Changes to professional standards are considered in developing my professional development
program.

2.4 When per diem staff are utilized on an engagement, my background investigation into such staff
includes a determination of whether they are in compliance with the professional education requirements
of the AICPA and the [state] CPA Society [and other bodies as appropriate].

Acceptance and Continuance of Clients and Engagements
Policy 1

I will evaluate factors that have a bearing on management's integrity.

1.1 I obtain and review available information, such as prior-year reports, internally generated financial
statements, income tax returns, and credit reports, about a prospective client and its operations.
1.2 I obtain and review information about the nature and purpose of the services to be provided to the
prospective client by making inquiries of client management.
1.3 I make inquiries about a potential client and its management to bankers, attorneys, credit services,
and others having business relationships with the company.

1.4 I contact predecessor auditors, where applicable, and make inquiries in accordance with generally
accepted auditing standards, including the nature of any disagreements. I document these communications
and whether evidence of "opinion shopping" exists.
I obtain and evaluate information regarding management's integrity.

1.5

Policy 2

I will evaluate whether the engagement can be completed with professional competence and accordingly
undertake only those engagements that can be completed with professional competence and appropriately
consider the risk associated with providing professional services in particular circumstances.
2.1 Clients are evaluated at the end of specific periods or upon the occurrence of certain events to
determine whether the relationship should be continued. Evaluations of existing clients are made:

a. Every three years, unless the following conditions exist, in which case the evaluation is made
annually.
1.

When significant changes in the client occur (such as change in ownership, senior personnel,
directors, nature of business, or the financial stability of the client).

2.

When the client is delinquent in paying fees.
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3.

When the client operates in a specialized industry.

4.

When the engagement requires a burdensome number of hours to complete.

5.

When the client is in the development stage.

6.

When there are changes in the nature or scope of the engagement, including requests for
additional services.

7.

When conditions arise that would have caused the firm to reject the client or engagement had
such conditions existed at the time of initial acceptance.

2.2 I determine if the knowledge and expertise necessary to perform the engagement exists or if it can
be reasonably obtained.
2.3 I evaluate the information obtained regarding the engagement and make the acceptance or continu
ance decision. The evaluation and conclusion are documented in a memorandum. (See AAM section
11,300.22.)
Policy 3
I will obtain an understanding with the client regarding services to be performed.

3.1 All requirements set forth in professional standards are adhered to regarding obtaining an under
standing with the client. Professional standards are maintained in my library and are reviewed as necessary.
3.2 An engagement letter is obtained for every engagement annually. This letter documents my under
standing with the client regarding the services to be performed.

Engagement Performance

Policy 1
I will plan engagements to meet professional and the firm's requirements.

1.1 Every engagement will be planned in accordance with professional standards. Planning considera
tions will include:
a.

Developing or updating background information on the client.

b.

Obtaining an engagement letter.

c.

Reviewing prior financial statements and accountant's report.

d.

Using audit programs, as necessary.

Policy 2

I will perform, supervise, review, document, and communicate in accordance with the requirements
of professional standards and the firm.
2.1 Purchased practice aids (including audit programs, disclosure checklists, etc.) are utilized on all
engagements. These practice aids are available, together with AICPA professional standards in my library.

2.2 Workpapers, checklists, and other practice aids are prepared on all engagements, in accordance with
firm policy, to document the work performed in accordance with professional standards.
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The following items are required to be documented in the workpapers on all engagements:

2.3
a.

Consideration of internal control in planning and performing the engagement.

b.

Assessment of control risk.

c.

Consideration of audit risk and materiality when planning and performing an audit.

d.

Audit sampling techniques.

e.

Consideration of fraud in the financial statement audit.

f.

Conduct of and degree of reliance placed on analytical procedures.

2.4 All engagement workpapers prepared by per diem staff are reviewed and initialed prior to issuing
the report.
Policy 3

I will identify areas and specialized situations where consultation is required and I will require
personnel to refer to authoritative literature and practice aids and will consult, on a timely basis, with
individuals outside the firm when appropriate (for example, when dealing with complicated, unusual,
or unfamiliar issues).
3.1 A technical reference library is maintained, and I have made arrangements to use the libraries of
other practicing CPAs. The AICPA library is also used.

3.2 When presented with a practice question or problem that I may lack the expertise to resolve, I refer
to the AICPA's Technical Hotline.
I consult with other practicing CPAs based on the following factors:

3.3
a.

The materiality of the matter.

b.

My experience in a particular industry or functional area.

c.

Whether generally accepted accounting principles or generally accepted auditing standards in the
area:
1.

Are based on authoritative pronouncements that are subject to varying interpretations.

2.

Are based on varied interpretations of prevailing practice.

3.

Have yet to be developed.

4.

Are under active consideration by an authoritative body.

5.

Have not previously been interpreted by the firm.

3.4 All consultations are documented, including all relevant facts and circumstances and references to
professional literature used in the determination of the conclusion reached. This documentation is retained
in the engagement workpapers.
Monitoring
Policy 1
I will consider and evaluate, on an ongoing basis, the relevance and adequacy of my quality control
policies and procedures.
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1.1 Every year I evaluate the firm's quality control policies and procedures for compliance with
professional standards. (See AAM section 11,300.23.) Ineffective policies and procedures are revised.

1.2 During the evaluation, I review administrative, personnel, and engagement files in order to obtain
reasonable assurance that quality control policies and procedures are being complied with. Compliance with
firm policies and procedures that are related to the other elements of quality control are improved.
Policy 2
I will consider and evaluate, on an ongoing basis, the appropriateness of my guidance materials and
any practice aids.

2.1 I keep abreast of recently issued authoritative pronouncements (see AAM section 11,300.25) and
periodically evaluate my purchased practice aids to determine that they reflect new guidance. New practice
aids are purchased every year to keep them up-to-date.

Policy 3
I will consider and evaluate, on an ongoing basis, the effectiveness of professional development
activities.
3.1 Every year I review my CPE records and determine whether the courses I took and the courses I plan
to take are appropriate in consideration of the firm's practice.

3.2 Every year I review my CPE records to determine that I am in compliance with the requirements of
the AICPA and my State Board of Accountancy.
Policy 4
I will consider and evaluate, on an ongoing basis, compliance with my policies and procedures.

4.1

I perform timely postissuance reviews of selected engagements. (See AAM section 11,300.24.)

4.2

I summarize any findings noted on the postissuance reviews.

4.3

Areas which are identified as deficient are targeted for improvement on future engagements.

4.4 When deficiencies are identified, I review the related policies and procedures to determine if they
should be modified, in light of the deficiencies.

4.5 On an ongoing basis, I review the firm's policies and procedures for independence, integrity, and
objectivity, personnel management, acceptance and continuance of clients and engagements, and engage
ment performance.
.05

Sample Quality Control Document for a Multipartner Local CPA Firm

Independence, Integrity, and Objectivity

Policy 1
Personnel will adhere to applicable independence, integrity, and objectivity requirements. These
requirements include regulations, interpretations, and rulings of the AICPA, state CPA societies, state
boards of accountancy, state statutes, and other regulatory agencies where applicable.
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1.1 The managing partner is responsible for resolving questions relating to independence matters and
is available to provide guidance when needed.
1.2 A memorandum documenting the resolution of independence questions is prepared and retained by the
managing partner. The other firm personnel involved in the questions review and initial the memorandum.
1.3 Written representations are obtained upon hire and annually from firm personnel by the adminis
trative partner confirming that:
•

They are familiar with and are in compliance with professional standards and the firm's policies and
procedures regarding independence, integrity, and objectivity.

•

Prohibited investments are not held and were not held during the period.

•

Prohibited relationships do not exist.

•

Transactions prohibited by the firm have not occurred.

1.4 The managing partner is responsible for the resolution of exceptions to the firm's independence
policies and procedures.
1.5 The managing partner designates a partner to perform an annual review each July of the inde
pendence compliance files for completeness and the firm's independence policies and procedures for
compliance with professional standards. A report of findings is presented to all the partners.

1.6 Accounts receivable that are past due are reviewed monthly by the managing partner to ascertain
whether any outstanding amounts take on some of the characteristics of loans and may, therefore, impair
the firm's independence.
Policy 2
Personnel will be familiar with policies and procedures relating to independence, integrity, and objectivity.

2.1 The firm's library will maintain a subscription to the AICPA's Professional Standards loose-leaf service,
and other services pertaining to its practice, including a service that contains the Department of Labor's rules
and regulations.

2.2 Independence of mental attitude, integrity, and objectivity are emphasized during training sessions,
in the supervision and review of engagements, and in the acceptance and continuance of clients.
2.3 In engagements involving employee benefit plans and in engagements involving nonattest services
that could affect independence, any special implications attendant to those types of engagements are
discussed in training sessions, during the acceptance and continuance of the client phase, and during the
performance of the engagement.

2.4 The client list, which is updated and distributed to all professional personnel biannually, is reviewed by
all partners and professional employees to ensure that they are aware of those entities to which our independence
policies apply. The managing partner is responsible for maintenance and distribution of the list.
Policy 3
Confirm the independence of another firm performing parts of an engagement, or when the firm acts
as principal auditor.

3.1 The form and content of the independent representation that is to be obtained from a firm that has
been engaged to perform segments of an engagement is part of the firm's accounting and auditing manual.
(See AAM section 11,300.06.)
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3.2 An annual representation of independence should be obtained from an affiliate or associate on a
repeat engagement.

Personnel Management
Policy 1

Personnel who are hired will possess the appropriate characteristics to enable them to perform competently.

1.1 The firm seeks to employ individuals who possess high levels of intelligence, integrity, honesty,
motivation, and aptitude for the profession.
1.2 The firm normally employs college and business college graduates with a concentration in account
ing as full-time and part-time members of our professional and paraprofessional staff.
1.3 Newly employed staff members are from the top half of their college class, unless other factors such
as personal achievements, work experience, and personal interests indicate the likelihood of adequate
professional development.

1.4 The firm requires a professional staff applicant to have the academic background that will enable him to
meet the requirements to sit for the CPA examination administered by the (state) Board of Accountancy.
1.5 The approval of the managing partner is required before making an employment offer in atypical
situations, such as hiring relatives of personnel or clients, rehiring former employees, or hiring clients'
employees.

1.6 The background of new employees is appropriately investigated to reasonably insure the hiring of
persons with acceptable qualifications. Background investigations include, but are not limited to, obtaining
completed application forms, obtaining college transcripts, receiving personal references, and inquiring
about any outstanding regulatory actions. (See AAM section 11,300.13.)

1.7 The administrative partner is responsible for managing the firm's personnel function. All applicants
for positions at the firm are interviewed by him. Applicants for positions above entry level are interviewed
and approved by the managing partner in addition to the administrative partner before an employment
decision is made.
1.8 When applicants for a professional position in the firm are evaluated on their personal characteristics,
such as integrity, competence, motivation, etc., the rating system and interview forms maintained in the
Personnel Manual shall be utilized for all applicants. (See AAM section 11,300.14.)
Policy 2

The firm will make personnel assignments based on the degree of technical training and proficiency
required in the circumstances and the nature and extent of supervision to be provided.
2.1 On a quarterly basis all partners submit to the administrative partner a projection containing
anticipated manpower requirements for engagements during the coming quarter for which they have client
responsibilities. (See AAM section 11,300.07.) Such projections are detailed as to number and classification
of individuals required and are supported by preliminary engagement time estimates. The administrative
partner prepares a summary schedule of assignments to be made for approval by the partners.
* This Guide is currently being updated to reflect the provisions of Statement on Quality Control Standard (SQCS) No. 5, The
Personnel Management Element of a Firm's System of Quality Control—Competencies Required by a Practitioner-in-Charge of an Attest
Engagement. In the interim, the provisions of SQCS No. 5 are enumerated in AAM section 11,250. SQCS No. 5 provides additional
guidance on the personnel management element of a system of quality control. As such, readers should be familiar with the
requirements of SQCS No. 5.
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2.2 For every engagement where the anticipated time exceeds five man-days, a time budget is normally
prepared under the direction of the engagement partner at least two weeks prior to the scheduled commence
ment of field work. Time budgets for smaller engagements are prepared as considered necessary by the
engagement partners. The budgets provide detail as to appropriate staff level and time required by function
such as cash, accounts receivable, inventory, and so forth.

2.3 The engagement partner considers the following factors to achieve a balance of engagement man
power requirements, personnel skills, individual development, and utilization:
•

Engagement size and complexity.

•

Specialized experience and expertise required.

•

Personnel availability and involvement of supervisory personnel.

•

Timing of the work to be performed.

•

Continuity and rotation of personnel.

•

Opportunities for on-the-job training.

•

Situations where independence or objectivity concerns exist.

Policy 3
Personnel will participate in general and industry-specific continuing professional education and
professional development activities that enable them to satisfy responsibilities assigned and
fulfill applicable continuing professional education requirements of the AICPA and regulatory
agencies.

3.1 The administrative partner is responsible for the formulation and implementation of firm policy
regarding the guidelines and requirements for the firm's professional development programs.

3.2
Each partner and professional employee is required to complete a minimum of_hours of
continuing professional education each year. (Firms should consider the requirements of the AICPA, state
boards of accountancy, and regulatory agencies in establishing the firm's CPE requirements.) Partners and
professional employees will participate in courses that are relevant to their responsibilities.

3.3 Partners and professional personnel complete the record of professional development form and
forward it to the administrative partner. The administrative partner is responsible for having the personnel
files of every partner and professional employee updated to include a current record of hours of professional
development completed. (See AAM section 11,300.15-.17.)

3.4

The types of courses qualifying for the firm's professional development program include:

•

Continuing professional education programs of the AICPA and the (State) Society of CPAs. This
includes both sessions attended and cassette/workbook or workbook programs.

•

Other accredited courses related to the profession.

3.5 As part of their orientation, newly employed personnel are informed of their professional responsi
bilities and opportunities by the administrative partner.
3.6 Newly employed personnel with limited experience are sent to introductory level training sessions
of the AICPA or the (state) CPA Society during their first year of employment with the firm.

3.7 Personnel are reimbursed for membership dues paid to the AICPA, the (state) Society of CPAs and
the local chapter of the state society.
AICPA Audit and Accounting Manual

AAM §11,300.05

11,310

Quality Control

46

9-00

3.8 Personnel are encouraged to participate in external professional development programs, including
graduate-level and self-study courses, membership in professional organizations, serving on professional
committees, and writing for professional publications.

3.9 It is the responsibility of the administrative partner to distribute information about current develop
ments in accounting, auditing, and independence requirements to all personnel who do not receive them
directly. This distribution includes statements and interpretations issued by the Financial Accounting
Standards Board, Governmental Accounting Standards Board, the AICPA Auditing Standards Board, and
other AICPA technical committees.
3.10 Pronouncements relating to areas of specific interest, such as those issued by the Securities and
Exchange Commission, Internal Revenue Service, and other regulatory agencies are distributed by the
appropriate specialist to persons who have responsibilities in such areas.
3.11 The administrative partner, as the firm's lead technician, is responsible for maintaining an account
ing and auditing manual containing firm policies and procedures on technical matters. Updates are prepared
and issued to the staff as new developments and conditions arise.

3.12 The firm does not, at present, conduct formal in-house training programs other than in specialized
areas. However, from time to time personnel participate in the training programs of the AICPA and (firm
name) CPAs.
3.13 A library of staff training cassette / workbook programs published by the AICPA and (state) Society
of CPAs is maintained by the administrative partner for self-study and reference purposes and is available
to all personnel.

Policy 4
Personnel selected for advancement will have the qualifications necessary to fulfill the responsibilities
they will be called on to assume.

4.1 The administrative partner is responsible for making advancement and termination recommenda
tions, determining who conducts the evaluation interviews, documenting the results of the interviews, and
maintaining appropriate records. The administrative partner also ensures that the appropriate evaluation
forms maintained in the firm's Personnel Manual are utilized and that the evaluation is completed no later
than one month after an individual completes his particular engagement. (See AAM section 11,300.18-21.)

4.2 The responsibilities and requirements for evaluation at each level are enumerated in the firm's staff
classification guidelines contained in the Personnel Manual. The administrative partner is responsible for
identifying those responsibilities and requirements.
4.3 The firm's Personnel Manual provides the staff with information regarding the firm's advancement
policies and procedures. The administrative partner issues updates from time to time to reflect changes made
by the partnership in the policies and procedures.
4.4 Professional employees assigned to an engagement for a period in excess of five days must be
evaluated by their immediate superior on the engagement by use of the appropriate evaluation form. These
evaluation forms are reviewed with the employee at the end of the engagement and are approved by the
engagement partner. (See AAM section 11,300.18.)
4.5 Personnel with the responsibility for the preparation of evaluations are counseled (at least annually)
by the administrative partner to ensure that they understand the firm's objectives.

4.6 All professional employees receive an evaluation of their performance at least once a year. (See AAM
section 11,300.21.) Such counseling interviews are conducted by the administrative partner. These evalua
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tions summarize the evaluations received on engagements during the year. The individual's progress,
strengths, weaknesses, future objectives, and the firm's future objectives are among the items discussed. The
interviews are documented in each individual's personnel file.

4.7 Annually, each partner completes a partner evaluation form evaluating each of the partners,
including himself. The completed forms are submitted to the managing partner who summarizes and
reviews them with each partner.

Acceptance and Continuance of Clients and Engagements
Policy 1

The firm will evaluate factors that have a bearing on management's integrity.

1.1 All professional personnel are informed annually of the firm's policies and procedures for accepting
and continuing clients.
1.2 Available financial information regarding new and continuing clients will be obtained and reviewed.
Such information may include annual reports, interim financial statements, reports to regulatory agencies,
income tax returns, and credit reports. This information will be used in determining whether to accept or
continue a client relationship.

1.3 Inquiries will be made of a client's or a potential client's bankers, attorneys, credit services, factors,
and others having business relationships with the entity.
1.4 Predecessor auditors (if applicable) are contacted and inquiries are made in accordance with
generally accepted auditing standards.
1.5 When deciding to accept a new client or continue an existing client relationship, an evaluation of the
information obtained regarding management's integrity is made and documented. (See AAM section 11,300.22.)

Policy 2
The firm will evaluate whether the engagement can be completed with professional competence and
accordingly undertake only those engagements that can be completed with professional competence
and appropriately consider the risk associated with providing professional services in particular
circumstances.
2.1 The firm's independence and ability to adequately serve a potential or existing client are evaluated
prior to acceptance or continuance. In evaluating the firm's ability, consideration is given to the requirements
for technical skills, knowledge of the industry, and availability of qualified personnel.

2.2 Reevaluations of existing client relationships occur every three years, or annually if any of the
conditions listed in 2.3 below exist.

2.3 Consideration is given to circumstances that would cause the firm to regard the engagement as one
requiring special attention. These circumstances include:

•
•
•

Significant changes in the client, for example, a major change in senior client personnel, ownership,
advisors, the nature of its business, or the financial stability of the client.
Changes in the nature or scope of the engagement, including requests for additional services.

Changes in the composition of the firm, for example, the inability to replace the loss of key personnel
who are particularly knowledgeable about a specialized industry, or the decision to discontinue
services to clients in a particular industry.
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•

The existence of conditions that would have caused the firm to reject the client or engagement had
such conditions existed at the time of the initial acceptance.

•

Client delinquent in paying fees.

•

Engagements for entities operating in highly specialized or regulated industries, including financial
institutions, governmental entities, and engagements for employee benefit plans.

•

Engagements where the expected man-hour requirement exceeds 300 hours.

2.4 Procedures for acceptance of a new engagement or continuance of an existing engagement are as
follows:
•

All information obtained about the client or the specific engagement is evaluated by the engagement
partner, who makes a recommendation regarding whether the client or engagement is to be accepted
or continued.

•

The engagement partner completes a client acceptance form and submits it to the managing partner
for approval.

•

The engagement partner signs a step in the planning program noting client continuance, and a client
continuance form is completed if circumstances identified in 2.3 above exist.

•

The managing partner is responsible for evaluating and approving the recommendation made by the
engagement partner. If the managing partner recommends not accepting or discontinuing a client
relationship, all partners in the firm will review all of the information and participate in the acceptance
or continuance decision.

2.5 A review is made to ensure that acceptance of a new client or continuance of an existing client
relationship would not violate applicable regulatory agency requirements and the Code of Professional
Conduct of the AICPA and/or the (state) CPA Society.
Policy 3

The firm will obtain an understanding with the client regarding the services to be performed.
3.1 A written engagement letter is obtained on all engagements. Additionally, all significant under
standings with clients are to be obtained in writing.

3.2 Engagement letters for continuing clients should be updated every three years, unless significant
changes (like those described in 2.2 above) to the engagement circumstances have occurred, in which case
an annual engagement letter is required.
Engagement Performance

Policy 1
Planning for engagements will meet professional, regulatory, and the firm's requirements.

1.1 The firm maintains and provides its professional personnel with an Audit and Accounting Manual
and various other practice aids. Professional personnel involved in the planning for an engagement will
follow the planning procedures discussed in the Manual and practice aids and will follow the factors to be
considered in the planning process, which are prescribed in the Manual and practice aids.

1.2 For all engagements (unless the manpower requirements are below five man-days), the in-charge
accountant or manager reviews with the engagement partner the following documents from the prior year's
files to help determine the current year's activities.
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•

Engagement letter.

•

Time budget compared with actual time expended.

•

Evaluation of internal control.

•

Audit or work programs.

•

Engagement memoranda.

•

Financial statements and report.

•

Management letters.

•

Planning memorandum.

11,313

1.3 For all engagements (unless the manpower requirements are below five man-days), the in-charge
accountant or manager submits to the engagement partner the following (as applicable) for his written
approval:

•

Engagement letter.

•

Time budget.

•

Preliminary evaluation of internal control.

•

Audit or work programs.

•

Planning memorandum.

1.4

The planning memorandum includes the following:

•

Staffing requirements and the need for specialized knowledge.

•

Consideration of the economic conditions affecting the client or its industry and their potential
impacts on the conduct of the engagement.

•

Consideration of risks and how they may affect the procedures to be performed.

Policy 2
The engagement will be performed, supervised, reviewed, documented, and communicated in
accordance with the requirements of professional standards, regulatory authorities, and the firm.
2.1 Depending upon every individual's background in relationship to his assignment, varying degrees
of supervision are provided by proper engagement staffing.

2.2 Every staff member receives an Accounting and Auditing Manual upon joining the firm and is
responsible for the proper filing of updates as they are issued.
2.3 The form and content of all workpapers will adhere to the guidelines established in the firm's
Accounting and Auditing Manual. Furthermore, all applicable checklists, questionnaires and other forms
prepared and maintained by the firm will be utilized during an engagement.

2.4 The in-charge accountant and/or manager reviews and initials all working papers he did not prepare
(including those prepared by a partner). The engagement partner reviews the overall engagement (initialing all
working papers not reviewed by a manager and working papers dealing with difficult and complex subjects)
including financial statements and the report. The engagement partner discusses with the in-charge accountant
and/or manager any critical areas and unusual accounting matters encountered during the engagement. These
discussions are documented by a memorandum to the working papers, when appropriate.
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2.5 In certain circumstances (as described in the firm's policies and procedures manual) prior to the
issuance of the financial statements and the auditor's report thereon, a second partner not otherwise
associated with the engagement evaluates the appropriateness of financial statement disclosures and the
report.

2.6 On all SEC engagements, the engagement team follows the concurring partner review requirements
as set forth in the membership requirements of the SEC Practice Section of the AICPA.
2.7 The manager and partner on the engagement, when reviewing the working papers, will determine
that all of the work performed and all the reports and financial statements are complete and comply with
professional standards and firm policy.

2.8 Differences of professional judgment within an engagement team are to be resolved by the engage
ment partner, and the managing partner, if necessary. The resolution of the matter must be documented in
a memorandum to the working papers. If a member of the team continues to disagree with the resolution,
he may disassociate himself from the resolution of the matter and will be offered the opportunity to
document, in the working papers, that a disagreement still exists.

Policy 3
The firm will identify areas and specialized situations where consultation is required and will require
personnel to refer to authoritative literature and practice aids and to consult, on a timely basis, with
individuals within or outside the firm when appropriate (for example, when dealing with complex,
unusual, or unfamiliar issues).

3.1 All personnel are advised of the firm's consultation policies and procedures. These policies and
procedures are incorporated into the firm's Accounting and Auditing Manual.

3.2 A listing of certain areas or specialized situations, which because of the nature or complexity of the
subject have been identified as requiring consultation, is updated semiannually by the administrative partner
for inclusion in the Accounting and Auditing Manual. The following areas and situations receive special
consideration in preparing the list:

•

Application of newly issued technical pronouncements.

•

Industries with special accounting, auditing, or reporting requirements, including unusually com
plex employee benefit plans.

•

Emerging practice problems.

•

Choices among alternative generally accepted accounting principles upon initial adoption or when
an accounting change is made.

•

Reissuance of a report, consideration of omitted procedures after a report has been issued or
subsequent discovery of facts that existed at the time a report was issued.

•

Filing requirements of regulatory agencies.

3.3 A technical reference library is maintained to assist personnel in resolving practice problems. The
administrative partner is responsible for reviewing semiannually the library contents and making necessary
additions to ensure that the library is up-to-date and includes material related to the clients served.

3.4 The engagement working papers includes all relevant facts, circumstances, professional literature
used, and conclusions reached on an engagement.

3.5 A listing of firm designated specialists and their areas of expertise is updated semiannually and
included in the Accounting and Auditing Manual.
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The following procedures are used to resolve differences of opinion on practice problems:

• Differences of opinion between a professional employee and an engagement partner are brought
before the appropriate designated specialist.
• If the specialist agrees with the engagement partner, the matter is resolved.
• If the specialist disagrees with the engagement partner and they are unable to agree on an appropriate
resolution, the managing partner is consulted in order to resolve the matter.

3.7 The engagement partner is responsible for the preparation of a memorandum documenting the
considerations involved in the resolution of differences of opinion. The original memorandum is filed with
the engagement working papers and a reference copy without identification of the client is placed in the
subject file maintained in the library. Any party to the discussion who disagrees with the conclusion has the
option of preparing a memorandum and filing it with the working papers.

3.8 Supervisory personnel are encouraged to seek advice from partners and managers the firm has
designated as specialists in particular areas when confronted with a situation in the specialist's area of
expertise.
3.9 When expertise is not available within the firm, a practice question or problem is referred by the
engagement partner to the AICPA's Technical Hotline or other outside expertise for consultation.

3.10 The firm maintains a consultation agreement with the local office of (firm name) CPAs to provide
the firm with additional expertise. Inquiries to that firm are channeled through the administrative partner.
3.11 The results of outside consultation are reviewed by the engagement partner and the managing
partner before a decision is reached on the matter in question. (See AAM section 11,300.11 and .12.)
3.12 The Accounting and Auditing Manual is used to inform personnel of documentation required and
the responsibility for its preparation.

Monitoring
Policy 1

The firm will consider and evaluate, on an ongoing basis, the relevance and adequacy of its quality
control policies and procedures.

1.1 Every year a partner and manager, not otherwise directly involved in firm administration, are
appointed by the managing partner as a monitoring team to evaluate the firm's quality control policies and
procedures for compliance with professional standards.
1.2 While monitoring the firm's quality control system, the partner and manager team obtain assurance
that the firm's quality control policies and procedures and its audit methodology remain relevant and
adequate. (See AAM section 11,300.23.) Among the factors to be considered when making that assessment
are the following:

•
•

Mergers and divestitures of portions of the practice.
Changes in professional standards or other regulatory requirements applicable to the firm's practice.
(See AAM section 11,300.25.)

•

Results of annual inspections and peer reviews.

•

Review of litigation and regulatory enforcement actions against the firm and others.
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•

Impact that changes in technology may have on client's methods of doing business.

•

Changes in client's industries that impact their operations.

•

Changes in applicable AICPA membership requirements.
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1.3 Once a year, all professional personnel will be provided with a form describing their responsibilities for
maintaining the firm's standards of quality in performing their duties. Personnel will read and sign the form.

1.4 In assessing the firm's quality control system, the partner and manager team will identify (as
applicable) ineffective or inappropriate policies and procedures that require revision. Necessary improve
ments in compliance with the firm's policies and procedures that are related to the other elements of quality
control will also be identified.

Policy 2
The firm will consider and evaluate, on an ongoing basis, the appropriateness of its guidance materials
and any practice aids.
2.1 The partner and manager team described in 1.1 above will also review and evaluate the firm's practice
aids, such as audit programs, forms and checklists, based on the issuance of new professional pronouncements.

2.2 A staff meeting of all professional personnel will be held once a month. New professional standards,
regulatory requirements and related changes to the firm's practice aids will be discussed in order to keep
personnel informed of such matters.
Policy 3

The firm will consider and evaluate, on an ongoing basis, the effectiveness of professional
development programs.

3.1 The managing partner annually reviews the firm's professional development policies and proce
dures (including personnel participation records) to determine whether it is adequately meeting the firm's
needs, providing for the professional growth of individuals, and meeting mandatory continuing education
requirements. An annual report is made to the partners.

3.2 At the monthly staff meeting, professional personnel will be solicited for information about the
effectiveness of the firm's training program.
Policy 4

The firm will consider and evaluate, on an ongoing basis, compliance with its policies and procedures.
4.1 The partner and manager team described in 1.1 above will be responsible for performing an annual
review (see AAM section 11,300.25) of a cross-section of engagements using guidance prepared by the AICPA
for performing inspection procedures. Engagements will be selected using the following criteria:
•

Significant specialized industries with emphasis given to high-risk engagements.

•

Engagements for employee benefits.

•

First-year engagements.

•

Level of service (audit, review, compilation, attest)

•

All partners and other management personnel having accounting and auditing responsibilities.

AAM §11,300.05
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4.2 The monitoring/inspection team will also review the following material for propriety, as part of their
annual review:

•

Correspondence regarding consultation on independence, integrity, and objectivity matters, and
acceptance and continuance decisions.

•

The resolution of matters reported by professional personnel on independence circularization forms.

4.3 The results of the annual monitoring and inspection procedures are summarized in a report, together
with corrective actions planned or taken. This report is presented to the partners of the firm. The partners of
the firm set forth any recommended changes to the firm's policies and procedures. This report is retained by
the managing partner.
4.4 The results of the engagement reviews are discussed with the supervisory personnel responsible for
the engagements.

4.5 The final results of the all monitoring activities are communicated to all professional personnel in
the firm.
4.6 The managing partner has the responsibility to determine that planned corrective actions were taken
and to report the extent of compliance to all partners.
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.06 Independence and Representation Checklist for Other Auditors
Office____________________________________

Firm name________________________________

In order to determine that your firm is in compliance with the independence standards, regulations,
interpretations and rulings of the AICPA, the (name of State) CPA Society, the (name of State) Board of
Accountancy, and (name of State) statutes the following must be completed by(date) and returned
to
as noted. If there are any questions you have related to the completion of the form, or if there is
a matter that has come to your attention which may impair your firm's independence, please contact (name
of Partner) to resolve the problem.

Yes

1.

We are aware that [Name of primary auditor] has been engaged to audit the
financial statements of [Name of parent] as of [Date] and for the [period, e.g., year]
then ended.

2.

We are aware that [Name of primary auditor] plans to rely on our audit of the
financial statements of [Name of subsidiary or component] as of [Date] and for the
[period, e.g., year] then ended.

3.

[We are aware that the primary auditor will refer to our report in their report.]

4.

We are independent with respect to [Name of both the parent and subsidiary or
component.]

Partner of other audit firm

No

Date

Reviewed by:

Partner of primary audit firm

AAM §11,300.06
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.07 Scheduling Request
Client Engagement No. Year End

Partner___________ —__
Personnel
Requested

Audited?
SEC?
Reviewed?
Compiled?
Attestation?

Experience
Level

Yes
Yes
Yes
Yes
Yes

Industry___

Manager_____________ ______
From

Interim
Thru Hours

No
No
No
No
No

From

Tax Ptr/Mgr__—

Year End
Total
Thru Hours Hours

Estimated total hours:
Partner
Manager
Staff
Total

—

Can dates be adjusted?

Yes

No

Explain

Can personnel be changed?

Yes_____

No______

Explain___________________________

Comments______ __________ ________________________________________________________________________

Requested by

Date________________

Date

Scheduled
Assignment
Manager

AICPA Audit and Accounting Manual
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.08 History of Staff Assignments
NAME_____________________________
ASSIGNMENT DESCRIPTION

DATES

CLIENT/
LOCATION

INTERIM

AAM §11,300.08

YEAR END

RESPONSIBILITY

LEVEL

AUDIT AREAS

TOTAL

HOURS

INDUSTRY

SEC

PERFORMED

REPORTED TO

Copyright © 2000, American Institute of Certified Public Accountants, Inc.
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.09 Client History of Personnel Assigned
CLIENT

AUDITED? YES NO

YEAR ENDING

FISCAL

YEAR END

SEC? YES

NO

ENTER NAMES AND CHARGEABLE HOURS FOR THE YEAR

HOURS
INTERIM

LOCATION

PARTNER

AICPA Audit and Accounting Manual

MANAGER

SENIOR

INCHARGE

STAFF

STAFF

STAFF

STAFF
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Scheduling Master Plan
MONTH OF______

Nonrecurring assignments

Nonworking hours

Staff
member

Month
Other
Prof Comp CPA
Tax Review
Carry assign
client #
forward ments Vacation Holiday dev. time exam Admin Other dept dept

XX

XX

XX

X

X

Barry

XX

X

XX

X

X

Casey

X

X

X

X

Davis

XX

X

X

X

X

X

Evans

X

X

X

X

X

X

Frank

XX

X

X

X

X

X

Louis

XX

X

XX

X

X

X

Miceli

XX

X

XX

XX

X

X

X

X

Total

XXXX

XX

XXX

XXX

XX

XX

XX

XX

AAM §11,300.10

X

X

X

Total Avail (Over)
hr assign able under

XXXXXX X

X

Aston

X

X

XXX

X

XX

XXX

XX

X

XXX

XX

XX

X XXXXXXX XX

xxxx

XX

(XX)

XXXXXXX XX

xxxx

X XXXXXXX XX

xxxx

X

(XX)

XXX

XX

XX

XXX

XX

XX

XXX

XXX

X
X

X

X

X

X

X

X
X

XX

XX

XX

Hours for
month

XXX XXX

(XX)
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REQUEST

MEMORANDUM
REQUIRED
DATE
YES/NO
REC'D

.11 Consultation Log

DATE

MODE OF
COMMUNICATION

AICPA Audit and Accounting Manual

CLIENT

OFFICE

RESPONSE
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.12 Consultation Worksheet
DATE__________________________________________

CLIENT NAME_________________________________
LOCATION_____________________________________

ENGAGEMENT (TYPE)_________________________

SUBJECT (QUESTION)_____________________________________________________________________________

CONSULTANT'S RESPONSE: (Cite Professional literature discussed and conclusion of consultant)

FINAL RESOLUTION______________________________________________________________________________

Senior / Manager

Date

Partner

Date

AAM §11,300.12
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.13
PRE-EMPLOYMENT APPLICATION
DATE

NAME

ADDRESS

TELEPHONE NUMBER

SOCIAL SECURITY NUMBER

POSITION APPLIED FOR
SECOND CHOICE

FIRST CHOICE

□ Full Time

MINIMUM SALARY
REQUIRED: $
□ Temporary

□ Permanent Part Time

□ Summer Temporary

REFERRED BY
□ Newspaper ad__________________ □ Agency__________________ □ Friend__________________ □ Other________________
NAME

NAME

NAME

NAME

EDUCATIONAL BACKGROUND — □ See Below □ See Attached Resume
NAME & LOCATION
OF SCHOOL

MAJOR
COURSE

YEARS ATTENDED
FROM

TO

YEAR
GRAD.

Elementary

High or
Vocational

Business or
Technical

College

Graduate

ADDITIONAL SKILLS OR MACHINE KNOWLEDGE □ See Below □ See Attached Resume

Note: See the AICPA MAP Handbook for an alternative.

AICPA Audit and Accounting Manual
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TO

EMPLOYER'S N A M E

See B elo w

□
See A tta c h e d R esu m e

SUPERVISIO N

REASO N FOR L E A V IN G

ADDITIONAL INFORMATION HELPFUL IN CONSIDERING EMPLOYMENT

PO SITIO N O R TITLE

List present (or if currently unemployed, most recent) position first.

Quality Control

APPLICANT'S SIGNATURE:___ _____________________________________________________________________________________________ _ DATE: ----------------------------------------------------

promptly, and I am not to be absent for any reason without prior notice to my supervisor, (ii) upon termination of employment, _______________ may answer all questions asked of any prospective
employer concerning my ability, character, reputation and employment record. I agree to submit to a physical examination whenever requested b y _______________and, if employed, I agree to abide
by all present and subsequently issued personnel policies and rules o f _________________________________________________________ ."

"I certify that the information given by me in this application is true in all respects, and I agree that if employed and it is found to be false in any way, that I may be subject to dismissal without notice,
if and when discovered. I authorize the use of any information in this application to enable _______________ to verify my statements, and I authorize _______________ , past employers, doctors, all
references and any other persons to answer all questions asked b y ______________ concerning my ability, character, reputation, and previous employment record. I release all such persons from any
liability or damages on account of having furnished such information. I further agree, if employed, that (i) I am to work faithfully and diligently, to be careful and avoid accident, to come to work

AGREEMENT

EMPLOYER'S ADDRESS

USE THIS SPACE TO ACCOUNT FOR PERIODS NOT WORKED

FROM

EMPLOYMENT HISTORY — □

11,326
46
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.14 Interview Report
DAY________________

DATE_______________
TIME_______________

NAME OF APPLICANT

___________________________________________________________________________________

POSITION APPLIED FOR

_________________________________________________________________________________

COMMENTS BY INTERVIEWER:

RECOMMENDED ACTION:

INTERVIEWED BY:

TITLE:

PLEASE RETURN TO HUMAN RESOURCES AS SOON AS POSSIBLE

Note: See the AICPA MAP Handbook for an alternative.
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Record of Professional Development

Name

Employee No.

Out-of-Office Courses:
Sponsor

1.

Course
description

No. of
hours

Date
completed

_________________________

_______

__________________________

2.

_________________________

_________________________

_______

__________________________

3.

_________________________

_________________________

_______

__________________________

4.

_________________________

_________________________

_______

__________________________

5.

_________________________

_______

__________________________

6.

_________________________

_______

__________________________

7.

_________________________

_______

__________________________

8.

_________________________

_______

__________________________

9.

_________________________

_______

_________________________

_________________________

_______

_________________________

10.

_________________________

In-House Programs:

Instructor

1.

Course
description

No. of
hours

Date
completed

_________________________

_______

_________________________

2.

________________________

_________________________

_______

__________________________

3.

_________________________

_________________________

_______

_________________________

4.

________________________

_________________________

_______

_________________________

5.

_________________________

_________________________

_______

_________________________

6.

_________________________

_________________________

_______

_________________________

_________________________

_______

_________________________

_________________________

_______

__________________________

_________________________

_______

__________________________

_________________________

_______

__________________________

7.
8.

_________________________

9.

10.

_________________________

AAM §11,300.15
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20XX Professional Development
Summary (in hours)
In-house presentations

Developed
in-house

Purchased
programs

Outside
courses

Total

Outside
courses

Total

Partners/Owners

1.

________________

2.

________________

3.

In-house presentations

Developed
in-house

Purchased
programs

Professional staff

1.

2.
3.
4.

_________________

5.

6.

________________

7.

________________

8.

________________

Paraprofessionals
1.

2.
3.

AICPA Audit and Accounting Manual
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20XX Professional Development
Summary (in dollars)

Purchased
programs
for in-house use

Outside
courses

1.

$

$

$

2.

________________

________________

_________________

3.

________________

________________

________________

Total

Partners/Owners

Professional staff

1.

-

2.

____________________________________

_________________

________________

________________

3.

____________________________________

________________

________________

________________

4.

____________________________________

________________

________________

________________

5.

____________________________________

________________

________________

________________

6.

____________________________________

________________

________________

________________

7.

____________________________________

________________

________________

________________

8.

____________________________________

________________

________________

________________

________________

________________

________________

2.

________________

________________

________________

3.

________________

________________

________________

________________

________________

________________

Paraprofessionals

1.

4.

____________________________________

____________________________________
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.18 Performance Evaluation
[To be completed after each engagement of forty hours or more.]

Name

Classification

Client

From

To

Describe work assigned:____________________________________________________________________________

In your opinion based on the staff member's classification, should this assignment be considered:
Demanding □

Routine □

This individual is □ is not □ ready for increased responsibility. Explain

Rating: Enter comments which describe the staff member's performance on this engagement. Rate the staff
member on each of the items below as Outstanding (O), Very High (VH), Good (G), Below Normal
(BN), or Not Applicable (NA).

[Support each caption with specific incidents or remarks.]
Technical Knowledge:

Did the staff member possess adequate knowledge to function effectively at the
level assigned? Did this knowledge encompass accounting principles, auditing
standards, and tax accounting? Has the staff member kept current on recent
developments and new pronouncements on professional practice matters as they
affected this engagement?

O VH G BN NA
Rating: □ □ □ □ □

Analytical Ability
and Judgment:

How well did the staff member recognize problems, develop relevant facts,
formulate alternative solutions, and decide on appropriate conclusions? Did the
staff member distinguish between material and immaterial items? Was the staff
member practical in adapting theory and experience to the individual
circumstances of this client?

O VH G BN NA
Rating: □ □ □ □ □

Written and Oral
Expression:

Evaluate the effectiveness of the staff member's letters, memoranda, and other
forms of written communication. In conversation, did the staff member
communicate intentions effectively? Were instructions understood the first time?
Did the staff member sell ideas, obtain acceptance and action?

O VH G BN NA
Rating: □ □ □ □ □

Note: See the AICPA MAP Handbook for alternatives.
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Can you depend on the staff member for sustained, productive work? Were
assignments organized and completed accurately in a reasonable amount of time?
Did the staff member readily assume responsibility? Did the staff member meet
time estimates and document work papers properly?

OVHGBN NA
Rating: □ □ □ □ □

Development of
Personnel:

In assigning work, did the in-charge member make the most effective use of
available talent in terms of getting the work done and in terms of developing staff
members performing the work? Did the in-charge staff member tend to make
assignments which were either too easy or too hard for his subordinates? Was the
staff member readily accepted as a leader? Was the staff member effective in
on-the-job coaching?

OVHGBN NA
Rating: □ □ □ □ □

Client Relations:

How well did the staff member relate to this client and gain his acceptance? How
well did the staff member recognize and take advantage of practice development
opportunities, through extension of services to this client?

OVHGBN NA
Rating: □ □ □ □ □

Attitude:

Did the staff member demonstrate a positive and professional approach to the
assignment? Was this demonstrated by sustained effort in completing work? Was
the assignment undertaken with enthusiasm and zest? Did the staff member
respond in a positive way to suggestions and guidance from superiors? To what
degree did the staff member make personal sacrifices to meet client requirements?
Was the staff member a helpful member of the team? Did the staff member go out
of his way to help an associate?

OVHGBN NA
Rating: □ □ □ □ □

Personal
Characteristics:

Did the staff member possess self-confidence and was this confidence projected in
an acceptable way? Were positive impressions created with this client and with
associates? Did the staff member have a keen sense of what to do or say (tact)?
Were clothes appropriate to professional work? Was the staff member well
groomed?

OVHGBN NA
Rating: □ □ □ □ □

AAM §11,300.18
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Strong points which were evident:__________________________________________________________________

Recommendations for improvement:________________________________________________________________

Comments of Staff Member Being Evaluated:______________________________________________________

Signatures:
Evaluated staff member Date
Evaluator

Title Date

Engagement manager Date
Partner Date
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.19
Compared to
Others in
Peer Group
JOB EVALUATION REPORT
[For Assignments of Thirty (30) Hours or More]

A

A- B+

B

B- C+

C

Assistant

A.

PERFORMANCE ON THE JOB
1.

2.

Technical Ability Demonstrated
a) The purpose of the audit procedures planned was understood.................................................
b)

Materiality was neither underestimated nor overestimated........................................................

c)

Accounting theory and current releases of the profession were applied correctly..............

d)

Federal and state income tax regulations were applied correctly..............................................

Working Paper Evidence
a)

B.

In-Charge

NOT APPLICABLE

Engagement _______________________________________________________________

UNSATISFACTORY

Location___________________________________________________________________

SUPERIOR
EXCELLENT
ABOVE AVERAGE
SATISFACTORY
IMPROVEMENT DESIRED
IMPROVEMENT REQUIRED

Name_____________________________________________________________________

Documentation of work performance, including adequate indexing and cross referencing . .

b)

Sound explanations and conclusions..................................................................................................

c)

Use of standard work papers................................................................................................................

d)

Legibility.......................................................................................................................................................

e)

Accuracy — absence of mathematical errors

..................................................................................

3.

Completing This Job
a) Meeting planned time estimates .........................................................................................................
b) Completing reports and tax returns ..................................................................................................
c) Following up the reviewer's comments and making the necessary changes ........................

4.

Client Reaction on This Job
a) Getting along with the client's employees.........................................................................................
b) Interest in the client's business............................................................................................................

ENGAGEMENT ADMINISTRATION — (For In-Charge Accountants Only)
1.

Effectiveness of Proper Planning
a) Extent that the scope of the work related to internal control .....................................................
b) Developing the work program............................................................................................................

2.

Utilizing Staff Effectively and Efficiently
a) Advance planning to minimize crises...............................................................................................
b) Efficient use of staff on the job ............................................................................................................
c) On-the-job training of assistants .........................................................................................................

3.

Meeting Deadlines
a) Completing the engagement in the planned time............................................................................
b) Delivering completed pencil copies of the report and tax returns to the supervisor as agreed .

4.

The Product
a) Quality of report preparation, including adequate and informative disclosures.................
b) Quality of the management advice recommendations..................................................................

5.

Practice Management
a) Extending service.......................................................................................................................................
b) Ease of collecting for services performed .........................................................................................

AAM §11,300.19
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.20
Knowledge and Skill Form
(and Profile of Management Role Performance)

Staff member evaluated

Date
Indicate most effective and least effective roles by placing a check
in the far left or right hand column (maximum of two each). For
the other five traits, indicate relative strength of staff member by
placing a check in columns 2,3, or 4.

Evaluator

(Circle at least two but not more than four in each section
and indicate the effectiveness of each trait.)

If you wish, add
your own words.

1

Planner

Careful
Imaginative
Routine
Constant

Effectiveness
Least
Most

Sloppy
Foresighted
Erratic
Cautious

Thorough
Infrequent
Last-minute
Meticulous

Consistent
Faulty
Creative
Quick

Superficial
Routine
Reliable
Successful

2

3

4

5

Problem solver

Analytical
Critical
Hasty
Slow
Communicator

Sloppy
Weak
Receptive
Efficient

Cold
Unstructured
Patient
Precise

Excitable
Permissive
Fair
Amiable

Partial
Energetic
Heavy-handed
Sure

Lone
Avoider
Seldom
Rash

Delayer
Reliable
Participative
Dependent

Unprepared
Efficient
Diligent
Slow

Conscientious
Knowledgeable
Disinterested
Enthusiastic

Unreliable
Divisive
Reliable
Reluctant

Independent
Undisciplined
Contributing
Welcome

Original
Infrequent
Unnecessary

Appropriate
Clever
Creative

Consistent
Sensible
Unimaginative

Constant

Disruptive

Rash

Improving
Mediocre
Balanced
Up-to-date

Too technical
Disinterested
Lagging
Thorough

Warm
Inhibited
Thorough
Expressive
Leader

Dominating
Uncertain
Weak
Loose
Decision maker

Decisive
Slow
Quick
Frequent
Trainer

Systematic
Patient
Sloppy
Off-on
Team member

Cooperative
Influential
Conformist
Forceful
Innovator

Job expertise

Amateur
Obsolete
Masterful
Versatile

(Complete Annually)
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.21 Employee Annual Performance Appraisal
Time Period Involved
From
To

□ EXEMPT
□ NON-EXEMPT

Number

Position Title

Name
Present Position Date

Hire Date

Days Absent From:_________________ To: ________
Charged To
Sick Time:______________________
Disability: ________________________
Development Needs

Strengths

Suggested Plan for Performance Improvement

Summary

Overall Rating on Having Met Job Requirements
Exempt - Circle One
Non-Exempt - Circle One
12

3

1 = Did Not Meet Job Requirements

2 = Met All

AAM §11,300.21

3 = Exceeded

1

2

3

4

1 = Did Not Meet Job Requirements
3 = Met All

4 = Exceeded

5
2 = Met Most

5 = Far Exceeded
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Review the following questions before answering them, using the following criteria:

•

A "yes" answer should be considered for possible mention as a "strength". If so, refer to it on the first
page of this evaluation.

•

A "no" answer should be considered for possible mention as a "development need". If so, refer to it
on the first page of this evaluation.

All answers should be considered in arriving at an overall rating on having met job requirements.

CHECK AS APPROPRIATE
Development
Strength Yes N/A No
Need
Quality of Work
Is work accurate, neat and clearly presented?

(
(

)
)

(
(

)
)

(
(

)
)

(
(

)
)

(
(

)
)

(
(
(

)
)
)

(
(
(

)
)
)

(
(
(

)
)
)

(
(
(

)
)
)

(
(
(

)
)
)

(
(

)
)

(
(

)
)

(
(

)
)

(
(

)
)

(
(

)
)

Does the individual ask for clarification when necessary?

(

)

(

)

(

)

(

)

(

)

Does the individual respond to others in a manner that
indicates understanding?

(

)

(

)

(

)

(

)

(

)

Are ideas expressed so that others are able to understand
them?

(

)

(

)

(

)

(

)

(

)

Does the individual cooperate with others to get the job
done?

(

)

(

)

(

)

(

)

(

)

Does the individual demonstrate tact and courtesy in
dealing with others?

(

)

(

)

(

)

(

)

(

)

(
(

)
)

(
(

)
)

(
(

)
)

(
(

)
)

(
(

)
)

(
(

)
)

(
(

)
)

(
(

)
)

(
(

)
)

(
(

)
)

(
(
(

)
)
)

(
(
(

)
)
)

(
(
(

)
)
)

(
(
(

)
)
)

(
(
(

)
)
)

Carefully planned, well organized and thorough?

Productivity
Is a good level of production maintained?

Are deadlines met?

Are pressure situations handled effectively?
Knowledge of Job

Does the individual know where to get information?
Is the individual used as a source of information by others?

Communication

Human Relations

Does the individual maintain a good working relation
ship with all others?

Are questions and requests dealt with in a helpful manner?
Need for Supervision
Can the individual be relied upon to get work done with
out close supervision?

Does the individual take the initiative when appropriate?
Problem Solving

Does the individual collect the data needed to solve pro
blems?
Are problems solved quickly?

Are solutions reasonable and accurate?
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CHECK AS APPROPRIATE
Development
Need
Strength Yes N/A No
Problem Solving—cont'd

Does the individual know when to ask for advice and
whom to ask?

(

)

(

)

(

)

(

)

(

)

(
(

)
)

(
(

)
)

(
(

)
)

(
(

)
)

(
(

)
)

Does the individual comply with the Institute's estab
lished work hours?

(

)

(

)

(

)

(

)

(

)

Does the individual provide proper notification when
absent from work?

(

)

(

)

(

)

(

)

(

)

Does the individual try to expand on required knowledge
and skills?

(

)

(

)

(

)

(

)

(

)

Does the individual readily grasp and master the new
job requirements?

(

)

(

)

(

)

(

)

(

)

(
(
(

)
)
)

(
(
(

)
)
)

(
(
(

)
)
)

(
(
(

)
)
)

(
(
(

)
)
)

(

)

(

)

(

)

(

)

(

)

Are subordinates properly motivated?

(
(

)
)

(
(

)
)

(
(

)
)

(
(

)
)

(
(

)
)

Are subordinates given reasonable goals and aided in
meeting them?

(

)

(

)

(

)

(

)

(

)

Does the individual comply with administrative and policy
guidelines of?

(

)

(

)

(

)

(

)

(

)

Is good judgment exercised in observing budget con
straints?

(

)

(

)

(

)

(

)

(

)

Does the individual maintain adequate discipline in re
gard to subordinates attendance and punctuality?

(

)

(

)

(

)

(

)

(

)

Does the individual provide a good example for peers
and subordinates to follow?

(

)

(

)

(

)

(

)

(

)

Does the individual seek out methods to do work more
efficiently?

Are alternate solutions generated when appropriate?
Work Habits

Personal Development

Does the individual show ambition by building on strengths
and working on deficiencies?
Is the individual a good candidate for promotion?
Is the individual ready for promotion at this time?

Supervisory Capabilities

Does the individual demonstrate the ability to direct and
be responsible for the performance of others?
Does the individual effectively evaluate and develop sub
ordinates?
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INCUMBENT REVIEW COMMENTS & ACKNOWLEDGEMENT

I acknowledge that: (1)1 have reviewed and discussed this performance appraisal with the preparer. My
signature means that I have been advised of my performance evaluation but does not necessarily imply
that I agree with it; (2) I have received a copy of the goals/duties that will be used to evaluate my
performance during the coming year; and (3) I have reviewed my job description and do □ do not □
feel it should be revised. My signature and the date I discussed this with the preparer appears below.

Employee

Date

Evaluator/Title

Date
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.22 Client/Engagement Acceptance and Continuation Checklist3
Note: Acceptance of a new client normally is of critical importance to a small firm. Depending on the type
of industry and the services to be provided, accepting a new client can affect nearly all aspects of a firm's
quality control system: Are the firm's library and practice aids adequate? Do personnel have appropriate
CPE? Does the firm need an outside consultant? The best time to document the acceptance decision is when
a new audit or attestation client or engagement is signed, using a form such as the one below.
Name of prospective client:_____________________________________________________________________ __

Address and Phone No.:_________________________________________________________________ __________
Name and title of contact at prospective client:_______________________________________________________

Form completed by:Date:

Instructions
This form provides for information necessary to assess whether to accept a prospective client. The informa
tion should be obtained from discussions with the prospective client's management, bankers, attorneys,
credit services, and if applicable current or former independent CPA, from reviewing the client's financial
statements, regulatory agency reports, credit reports, and tax returns, and from other sources such as industry
or accounting journals, etc. As much information as possible should be obtained before visiting the potential
client. Depending on the type of engagement involved, some information requested on this form may not
be applicable, or additional information may be necessary and should be attached.

Services and Reports Required
1. Describe the service and reports requested. _____________________________________________________

2. Describe the reason the service is needed, including any regulatory requirements or third parties for
which the service or report is intended.______________________________________________________

3. What is the required completion date?__________________________________________________________
4. Describe any other services not requested for which there appears to be a need.

5. What is the preliminary estimate of hours to complete the engagement?
6. Has the client imposed any restrictions on the scope of the engagement that might preclude
expression of an unqualified report?________________________________________________________

7. Do we have the necessary expertise and staff to perform the engagement? (If not, how will we
overcome this problem?) ___________________________________________________________________

3 Certain items in this checklist have been reprinted from the Journal of Accountancy, Copyright © 1997 by AICPA.
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Industry Practices and Conditions

8.

In what industry does the company operate?______ _____________________________________________

9.

Describe any specialized tax or accounting practices applicable to the industry.

10.

Describe any economic, technological or competitive conditions or other recent developments in the
industry that may affect the company's operations.

11.

Describe any special regulatory requirements applicable to the industry.

12.

Is the company in the development stage?_______ _ ___________________________________________

Organization and Personnel
13.

Company's Legal Name:Fiscal Year End:

14.

Type of legal entity (Corporation, S Corporation, partnership, proprietorship, etc.):

15.

List the major stockholders (partners or owners) of the company and their percentage of ownership. If
applicable, obtain and attach a copy of the company's organization chart.

Name and (if applicable) Title

16.

% Ownership

List the principal members of management.
Stated Qualifications (education,
training, and experience)

Name and Title

17.

Briefly describe any existing or contemplated employee bonus arrangement (individual, title, method
of computation), stock option, or pension (profit sharing) plans that may affect the engagement.

18.

List each location maintained by the company (including foreign locations, if any), the nature of the
activity performed at each, and the approximate number of employees at each, i.e., plant, sales office,
executive offices, etc.

Location

AICPA Audit and Accounting Manual
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Inquire about possible transactions with related parties that may affect the engagement.

Name of Related Party

Relationship

Type of Transaction

Operations
20.

Describe the nature of the company's major assets and liabilities.

21.

What are the company's sources of revenue and marketing methods? Describe major products, cus
tomers, etc.)._____________________________________________________________________________

22.

If the company is economically dependent on a major customer, name the customer and approximate
percentage of total revenue generated by this customer.

23.

Describe the components of cost of goods sold and the company's production process.

24.

What are the major expenses of the company other than cost of goods sold?

25.

Describe the company's compensation methods, i.e., salary, hourly wage, commissions, piece work,
union scale, etc.__________________________________________________________________________

26.

What are the company's major sources of financing, i.e., working capital loans, long term debt, leasing,
equity, etc. Describe restrictive covenants on any loan agreements.

27.

Is management sufficiently knowledgeable about its activities and financial condition?

28. Does it appear that the entity's activities or resources are heavily concentrated in one or a few high-risk
areas?____________________________________________________________________________________
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Accounting

29.

Does the company maintain the following items? [Attach description, if appropriate.]
a. Accounting manual?________________________________ _____________________________ _
b. Budget?_________________________________________________ _______________________________ __
c. Cost accounting system?___________________________________________________________________
d. Information technology? (indicate type of equipment and software)
e.

30.

Written credit policy?_______________________________________________ ______________________

Briefly describe the accounting system and accounting responsibilities.

Description of Accounting Record

General Ledger
Subsidiary Ledgers:
Accounts receivable
Fixed assets
Loans payable
Accounts payable
Perpetual inventory
Physical inventory summarization

Name of Person
Who is Responsible

Information
Technology

____________________

_____________

____________________
____________________
____________________
____________________
____________________

_____________
_____________
_____________
_____________
_____________

Manual

N/A

__________
__________
__________
__________
__________

_____
_____
_____
_____
_____

Journals:
Cash receipts
Cash disbursements
Sales/purchase/ voucher
Payroll
General journal entries

Financial Reporting
[Indicate basis of accounting]:
Annual financial statements
Monthly financial statements
Management reports

Other:
Bank reconciliations
31.

Describe the company's completeness procedures and methods to insure that accounting transactions en
ter into the accounting system, i.e., that all shipments or services are invoiced, that all cash sales are re
corded, and that all disbursements are recorded. ___________________________________________

32.

AICPA Audit and Accounting Manual
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33. Are sufficient records available to perform the engagement?

34. Is management sufficiently knowledgeable about applicable accounting principles?

35.

Does management understand accounting matters adequately to assume responsibility for proper
valuation, presentation, and disclosure?________________________________________________________

Tax Matters

36. Who prepares the tax returns?__________________________________________________________________
37. Describe major differences between book and tax income, unusual tax elections, carry forwards or IRS
examinations in process. If possible, review copies of the most recent 3 years of tax returns and attach
them to this form. _____________________________________________________________________________

Other Matters
38.

Describe any significant problems that could affect the engagement, such as litigation or other contin
gencies, unusual agreements, and plans to acquire or dispose of significant assets, merge with another
entity, enter a new area of business, convert to or expand use of information technology, etc.

39.

Give the name of a current or former independent CPA.
a. Describe any disputes over accounting matters.

40. Describe any apparent problems or areas for improvement that were noted where our firm could pro
vide additional service or recommendations.____________________________________________________

41.

Is the client relatively free from controversy and media coverage?

Independence

42. Would service to this client cause problems of independence or conflicts of interest because of relation
ships with other clients or members of the staff?_________________________________________________

Fees

43. Based on inquiries with a current or former independent CPA, if applicable, indicate the amount of
any unpaid fees and the reason for nonpayment._________________________________________________
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44. If possible indicate the amount of fees charged by an existing or former independent CPA for the ser
vice being proposed. (The CPA or the potential client may be willing to furnish this information, or
it might be obtainable from the financial statements or tax return.)

45. Describe any other indications that our firm might have a problem billing or collecting our fees.

46. Does the prospective fee justify pursuing this engagement?

Management Integrity

47. Have any of the following sources raised any concerns about management's integrity?
a. Difficulty in obtaining information from management, or evasive, guarded or glib responses to in
quiries ._________________________________________________________________________________
b. Apparent difficulty in meeting financial operations or a deteriorating financial position that might
predispose management to commit fraud or make a misrepresentation.
c. Disputes about accounting principles, engagement procedures or similarly significant matters with
an existing or former accountant, or doubts of the predecessor accountant about management's in
tegrity. _________________________________________________________________ __ ______________

d. Comments by bankers, attorneys, creditors, or others having a business relationship with a poten
tial client.____________________________________________________________ ___________________
48. If management is changing accountants, why is the change being made, and is the reason for the
change acceptable?_________________________________________________________________

49.

Is there any reason to suspect that management would be uncooperative, unreasonable or otherwise
unpleasant to work with?

50.

Does the general integrity of the client seem satisfactory?

Other Comments or Observations
51.

Give any other comments or observations that might affect our decision whether to prepare a proposal
letter or its contents. Add attachments to this form, if necessary.

Conclusion

52. Should we accept/continue this client/engagement?
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.23
Summary Control Checklist

Firm Name_______________________
Quality Control Monitoring System Summary
Year Ended_______________________

Reviewed

Monitoring Procedure

By

Date

Location of Documentation

Analysis of the relevance of new
professional pronouncements

Continuing professional education and other
professional development activities
Independence confirmations

Client/engagement acceptance and
continuation decisions
Interviews of firm personnel

Review of engagements

Inspection (describe procedures performed)

Other procedures (describe)

Determine that the above procedures have
adequately considered and evaluated:
1. The firm's management philosophy.

2. Its practice environment.

3. The relevance and adequacy of firm policies
and procedures.
4. Compliance with firm policies and procedures
5. Appropriateness of the firm's guidance
materials and practice aids.
6. Effectiveness of professional
development activities.

Reprinted from Journal of Accountancy, Copyright © 1997 by AICPA.
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.24 Summary Monitoring/Inspection Report
I.

Planning the Inspection
A.

Inspection period___________________________________________________________________________

B.

Composition of Inspection Team:
1.

Captain_________________________________

Position____________________________________

2.

Team Member__________________________

Position____________________________________

3.

Team Member__________________________

Position____________________________________

C.

Indicate matters that may require additional emphasis in the inspection and explain why.

D.

Development of Inspection Program:

E.

1.

Describe programs used and indicate any deviations therefrom.

2.

Describe basis for selection of engagements:

Timing of Inspection:

Commencement_____________________________________________________________________________
Completion of work________________________________________________________________________
Issuance of report___________________________________________________________________________

II.

Scope of Work Performed
A.

Indicate elements of quality control not addressed and give reasons.
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Engagements Reviewed:

Hrs.

Firm Totals
No. of Engs.

Hrs.

Engs. Reviewed
No. of Engs.

Audits:
SEC Clients
Government1
ERISA
Other
Reviews
Compilations
Attestations
Other Accounting
Services

Comments:_______________________________________________________________________________________

III.

Engagement Conclusions
A. Did the inspection disclose any situation that led the reviewers to conclude that the firm or office
should consider:

Taking action to prevent future reliance on a
previously issued report, pursuant to SAS No. 1
(AU section 561)?

Yes________________ No_______________

Performing additional auditing procedures to
provide a satisfactory basis for a previously
expressed opinion, pursuant to SAS No. 46 (AU
section 390)?

Yes________________ No_______________

Did the inspection team conclude in any instances
that the firm or office lacked a reasonable basis under
the standards for accounting and review services for
the report issued?

Yes________________ No_______________

1.

2.

B.

If any of the answers above are yes, attach a description of such situations, including actions the firm or
office has taken or plans to take.

IV.

Findings and Recommendations:

Attach a copy of any reports issued, including a summary of any inspection findings and
recommendations for improvement or list such findings and recommendations below.

Supervisory Partner_________________
Date_________________
1 Includes only audits conducted pursuant to the Government Auditing Standards, issued by the Comptroller General of the United
States ("yellow book").
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Note: A firm should make the analysis and assessment of the relevance of new professional pronouncements
that can affect its practice, and consequently its quality control system, an ongoing activity. The AICPA's
Journal of Accountancy publishes many of the new pronouncements in its Official Releases column. Thus, a
practitioner can review the new pronouncements monthly (or after tax season for the first three months of
the year) and record that review on a checklist similar to the one below.
New Pronouncements Checklist

Firm Name______________________

Analysis of New Professional Pronouncements
The purpose of this checklist is to document the firm's analysis and assessment of the relevance of new
professional pronouncements to the firm practice.
Reviewed Relevant?

Professional Pronouncement
Auditing Standards
Statement on Auditing Standards
No. 94, The Effect of Information
Technology on the Auditor's
Consideration of Internal Control
in a Financial Statement Audit

Effective Date

By Date Yes

No

Comment,
Reference

Audits of financial
statement for periods
beginning on or after
6/1/01

Attestation Standards

Auditing Interpretations

Attestation Interpretations

Standards for Accounting and
Review Services

Other AICPA Official Releases
Statement of Position 01-2,
Accounting and Reporting by Health
and Welfare Benefit Plans

Other Professional
Pronouncements
Office of Management and
Budget Circular A-133, Audits
of Institutions of Higher Education
and Other Non-Profit Institutions

AICPA Audit and Accounting Manual

Financial statements
for plan years
beginning after
12/15/00

Years ending on or
after 6/30/97
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Reviewed Relevant?

Professional Pronouncement

Effective Date

By

Date Yes

No

Comment,
Reference

Financial Accounting Standards
Board
Statement No. 139, Rescission
Years beginning
of FASB Statement No. 53 and
after 12/15/00
amendments to FASB Statements No.
63, 89, and 121

Governmental Accounting
Standards Board

Other Pronouncements

Reprinted from Journal of Accountancy, Copyright © 1997 by AICPA (updated to reflect the issuance of recent
authoritative literature, June 1998).
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AAM Section 12,000
State and Local Governments
TABLE OF CONTENTS
Note: This edition of the Audit and Accounting Manual has not been revised for the effects of the
following Governmental Accounting Standards Board (GASB) pronouncements:

•

Statement No. 34, Basic Financial Statements—and Management's Discussion and Analysis—for State
and Local Governments

•

Statement No. 35, Basic Financial Statements—and Management's Discussion and Analysis—for
Public Colleges and Universities

•

Statement No. 37, Basic Financial Statements—and Management's Discussion and Analysis—for State
and Local Governments: Omnibus

•

Interpretation No. 6, Recognition and Measurement of Certain Liabilities and Expenditures in
Governmental Fund Financial Statements

GASB Statement No. 34, as amended by GASB Statement No. 35 and 37, fundamentally changes the
format and content of financial statements (the financial reporting model) for all governmental entities.
GASB Interpretation No. 6 clarifies the application of modified accrual recognition in governmental
funds. The effective date to implement the requirements of GASB Statement No. 34, as amended, and,
simultaneously, GASB Interpretation No. 6, is based on the total annual revenues of a government's
governmental and enterprise funds. See the AICPA Audit Risk Alert, State and Local Governmental
Developments—2001, for further information about these standards. The Risk Alert can be obtained by
calling the AICPA Order Department at 1-888-777-7077 and asking for product number 022269.
Future editions of the Audit and Accounting Manual will consider the effects of GASB Statement No.
34, as amended, and GASB Interpretation No. 6.
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AAM Section 12,010
Internal Control Form—
Governmental Units1
.01 This section and AAM sections 12,020 and 12,030 contain illustrative internal control forms you might
use to document your understanding of internal control sufficient to plan an audit of the general purpose
financial statements of a state or local government.2,3 The illustrative questions are numbered merely for
organizational purposes. The numbers are in no way intended to infer completeness or a preferred sequence.
These forms may require modifications to meet the needs, preferences, and circumstances of individual firms
and their clients. Whenever you use standardized forms, checklists, or questionnaires, you should recognize
that important matters in a particular set of circumstances may not be covered.

Instructions
.02 In every audit, you should obtain an understanding of each of the components of internal control
sufficient to plan the audit. These forms should be used as a tool in documenting your understanding of
internal control, how internal control is designed, and whether controls have been placed in operation.
.03 This form should be used in conjunction with other forms in the following circumstances:
• Computer Applications Form—Governmental Units [AAM section 12,020]. To be used to document your
understanding of how the entity uses computers and information technology to process significant
accounting information.
• Financial Reporting Information Systems and Controls Forms—Governmental Units [AAM section 12,030].
To be used for each significant account and transactions cycle.

. 04 These forms are appropriate whenever you plan a primarily substantive approach to the financial
statement audit (see the caution at paragraph .06 below). That is, their completion generally results in control
risk being assessed at or slightly below the maximum for all assertions related to account balances and
transactions.1
234

.

05 If you plan a lower control risk assessment for certain assertions you are required to—

1 The Governmental Accounting Standards Board (GASB) has issued several pronouncements that will make significant changes in
how most state and local governmental entities account for and report on their transactions and balances in the future. See the
discussion of those pronouncements in the headnote in AAM section 12,000. This form does not incorporate the new terminology that
will, or the changes in internal control that could, result from those pronouncements. Those changes will be incorporated into this form
when those pronouncements become effective.

2 Neither this section nor AAM sections 12,020 or 12,030 specifically address internal control considerations for audits conducted in
accordance with Government Auditing Standards issued by the Comptroller General of the United States. For such considerations, the
auditor is advised to see AAM section 12,350, Government Auditing Standards Requirements, chapters 4 and 5 of the AICPA Audit and
Accounting Guide Audits of State and Local Governmental Units (With Conforming Changes as of May 1, 2001), and AICPA Statement of
Position 98-3, Audits of States, Local Governments, and Not-for-Profit Organizations Receiving Federal Awards (AUD section 11,320).
3 See also AAM section 12,040, Internal Control Checklist—Federal Awards (OMB Circular A-133 Single Audits), which can be used to
evaluate internal control over compliance requirements for major programs in an audit in accordance with Office of Management and
Budget Circular A-133, Audits of States, Local Governments, and Non-Profit Organizations.

4 As discussed at AAM section 12,040, OMB Circular A-133 requires the auditor to plan the testing of internal control over compliance
with major programs to support a low assessed level of control risk for the assertions relevant to the compliance requirements for each
major program. Therefore, a substantive approach to the single audit is not permitted.
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•

Identify specific controls relevant to specific assertions that are likely to prevent or detect material
misstatements in those assertions, and

•

Perform tests of controls to evaluate their effectiveness.

The form at AAM section 12,030 identifies the financial statement assertions to which those specific controls apply.

.06 In situations where significant audit evidence is transmitted, processed, maintained, or accessed
electronically, it generally will be necessary to test the internal control surrounding the electronic evidence
(for example, controls over generation, storage, manipulation, and transmission), even if a primarily
substantive audit approach is followed. (This is especially the case when evidence of an entity's initiation,
recording, or processing of financial data exists only in electronic form.) This is because the competence of
electronic evidence usually depends on the effectiveness of internal control over its validity and complete
ness. In those situations, the auditor should perform tests of controls to gather evidence to support an
assessed level of control risk below the maximum for affected assertions. If the auditor concludes control
risk must be assessed at the maximum in such situations or the evidence gathered through tests of controls
and substantive tests is insufficient, the auditor should qualify or disclaim an opinion because of the scope
limitation. (See AU section 326, Evidential Matter.)
.07 These forms are organized to conform to the control components and overall internal control
framework described in the Audit Guide Consideration of Internal Control in a Financial Statement Audit. This
framework is a way for you to consider the impact of internal control on an audit. The classification of any
specific control into a particular component should not be your primary concern. Rather, your primary
consideration is whether a specific control affects financial statement assertions.
.08 The following flowchart describes how this form can be used in conjunction with the other forms to
document your understanding of internal control.

Lower Control Risk Approach

AAM §12,010.06
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Interpreting the Results
.09 When obtaining an understanding of internal control, you should consider the collective effect of the
strengths and weaknesses in various control components. Management's strengths and weaknesses may
have a pervasive effect on internal control. For example, strong management oversight may mitigate a lack
of segregation of duties. However, human resource policies and practices directed toward hiring competent
financial and accounting personnel may not mitigate a strong bias by management to overstate results of
operations.
.10 Answers that fall toward the right side of this form ("Strongly Agree" or "Somewhat Agree") indicate
areas of strength in the entity's internal control. You should consider whether these areas of strength indicate
that a control risk assessment below the maximum may be possible for some assertions. Answers that fall
toward the left side of this form ("Strongly Disagree" or "Somewhat Disagree") indicate areas of weakness
in the entity's internal control. You should assess how these areas of weakness affect the planning of the
audit. This assessment should be documented in section V of this form. In making this assessment, you
normally focus on—
•

The types of material misstatement that could occur as a result of the identified weakness, and

•

The risk that those misstatements will occur.

Documenting a Conclusion
.11 After completing this form and the forms at AAM sections 12,020 and 12,030, you should document
your conclusion regarding internal control. To perform a primarily substantive audit, you must understand
the entity's internal control sufficiently—
• To assess the risk of material misstatement in assertions related to material financial statement
components, and
•

To design effective substantive procedures.

. 12 If the completion of this form is not sufficient for you to obtain the necessary level of understanding
discussed in paragraph .10 above, you should perform and document the results of additional procedures
to gain that level of understanding.
.13

I. Document Your Understanding of the Control Environment
In the space provided below, indicate whether you strongly agree, somewhat agree, somewhat disagree,
or strongly disagree with the following statements concerning internal control components with a pervasive
effect on the entity. Your answers should be based on—
•

Your previous experience with the entity.

•

Inquiries of appropriate management, supervisory, and staff personnel.

•

Inspection of documents and records.

•

Observation of the entity's activities and operations.
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Some
what
Disagree

Some
what
Agree
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Strongly
Agree

Control Environment
Integrity and Ethical Values

1.

Management has high ethical and
behavioral standards.

2.

The entity is not subject to external
forces or pressures that make it vul
nerable to errors.

3.

The public perceives this entity to
be ethically managed and ade
quately controlled.

4.

Management has communicated
(either formally through written
policies or informally through its
own behavior) the ethical and be
havioral standards for the entity
and employees have received and
understood that message.

5.

Management reinforces its ethical
and behavioral standards.

6.

Management appropriately deals
with signs that problems exist even
when the fiscal or political cost of
identifying and solving the prob
lem could be high.

7.

Management has removed or re
duced incentives and temptations
that might prompt personnel to en
gage in dishonest, illegal, or unethi
cal acts. For example, there is
generally no—
a.

Pressure to meet unrealistic
performance targets.

b.

High performance-dependent
rewards.

c.

Upper and lower cutoffs on bo
nus plans.

8.

Management has provided guid
ance on the situations and fre
quency with which intervention of
established controls is appropriate.

9.

Management intervention is docu
mented and explained appropriately.
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No
Opinion

Strongly
Disagree

Somewhat
Disagree

Somewhat
Agree

Strongly
Agree

Commitment to Competence
10. Management has appropriately
considered the knowledge, experi
ence, and skill levels necessary to ac
complish management, financial
reporting, and other essential tasks.

11. Employees with management, fi
nancial reporting, and other essential
responsibilities generally have the
knowledge, experience, and skills
necessary to accomplish those tasks.
Governing Board and Audit Committee

12. The governing board construc
tively challenges management's
planned decisions.

13. Members of the governing board
have sufficient knowledge, experi
ence, and time to serve effectively.
14. The board members regularly re
ceive the information they need to
monitor management's objectives
and strategies.
15. The audit committee reviews the
scope of activities of the internal
and external auditors annually.
16. The audit committee meets privately
with the chief financial and/or ac
counting officers, internal auditors,
and external auditors to discuss the—

a.

Reasonableness of the financial
reporting process.

b.

System of internal control.

c.

Uncorrected audit adjustments.

d.

Significant comments and rec
ommendations.

e.

Management's performance.

17. The board takes steps to ensure an
appropriate "tone at the top."
18. The board or committee takes action
as a result of its findings.
Management's Philosophy and
Operating Style

19. Management moves carefully, pro
ceeding only after carefully analyz
ing the risks and potential benefits
of its actions.
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Some
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Strongly
Agree

20. Management is generally cautious
or conservative in financial report
ing matters (such as the selection of
accounting policies; application of
accounting principles, the develop
ment of estimates, and the disclosure
of important financial information).

21. There is relatively low turnover of
key personnel (such as operating,
accounting, data processing, and
internal audit).
22. There is no undue pressure to meet
budget or other financial and oper
ating goals.

23. Management views the accounting
and internal audit function as a ve
hicle for exercising control over the
entity's activities.
24. Management is concerned about
the presence of strong data process
ing controls.
25. Management is committed to reli
able financial reporting and the
safeguarding of assets.

26. Operating personnel review and
"sign off" on reported results.
27. There is frequent interaction be
tween senior management and op
erating management, particularly
for geographically removed units.
28. There is a long-range planning
process.
29. Goals and objectives for the entity
are current and in writing.

Organizational Structure
30. The entity's organization chart is
current.

31. The entity's organizational structure
facilitates the appropriate flow of in
formation relating to its activities.
32. Organizational relationships are
appropriate.
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No
Opinion

Strongly
Disagree

Some
what
Disagree

Some
what
Agree

Strongly
Agree

33. Organizational modifications are
made when needed due to chang
ing conditions.

34. There are sufficient quantities of
employees, particularly in manage
ment and supervisory capacities.
35. The organizational structure is ap
propriate given the entity's program/budget structure.
Assignment of Authority and
Responsibility

36. Written job descriptions are current.

37. Personnel have copies of their own
job descriptions and those of their
subordinates.

38. Job descriptions are consistent with
the organization chart.
39. Delegations of authority and re
sponsibility reflect the segregation
of duties concept.
40. Job descriptions are descriptive of
the jobs actually performed.

41. Job descriptions contain specific
references to control-related re
sponsibilities.
42. Members of management fully un
derstand their control responsibilities.
43. The entity's principal accounting
officer has adequate authority over
accounting employees and princi
pal accounting records locations.

44. Delegations of authority and re
sponsibility give personnel neces
sary authority to carry out the
functions for which they are re
sponsible.
45. There is an adequate definition of
key managers' responsibilities and
an appropriate understanding of
those responsibilities.
46. Financial reporting responsibilities
are clearly defined and reasonably
aligned.
_______
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Somewhat
Disagree

Somewhat
Agree
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Strongly
Agree

47. Personnel are given proper re
sources to carry out their duties.
48. Personnel are held accountable for
performance and results achieved.
49. Managers routinely follow-up on
delegations of authority and re
sponsibility to subordinates.
50. Personnel understand the entity's
objectives and know how their in
dividual actions interrelate and
contribute to those objectives.
Human Resource Policies and Practices

51. There are written personnel poli
cies, including for hiring, training,
promoting, and compensating
employees.
52. Payroll and personnel policies gov
erning compensation are in accord
ance with the requirements of grant
agreements.
53. The entity generally hires the most
qualified people for the job.

54. Hiring and recruiting practices em
phasize educational background,
prior work experience, past accom
plishments, and evidence of integ
rity and ethical behavior (including
background checks for prior ac
tions or activities considered to be
unacceptable by the entity).
55. Recruiting practices include for
mal, in-depth employment inter
views.
_______

56. Policies regarding conflicts of inter
est and code of conduct are estab
lished, documented, and distributed.
57. New employees receive orientation
training, which includes informa
tion about the entity's history, cul
ture, and operating style.
58. There are accurate and up-to-date
performance standards.
59. The entity's performance standards
are consistent with its operating
plan.
_______
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Strongly
Disagree

Some
what
Disagree

Some
what
Agree

Strongly
Agree

60. Management performance stand
ards include provisions for main
taining adequate internal control.
61. Employees are made aware of their
responsibilities and expectations of
them.
62. The entity provides training oppor
tunities, and employees are welltrained.

63. There are adequate employee re
tention and promotion criteria, and
related information gathering tech
niques, related to compliance with
the code of conduct or other behav
ioral guidelines.
64. There are periodic performance ap
praisals of all employees.

65. Promotions and rotation of person
nel are based on periodic perform
ance appraisals.
66. Methods of compensation, includ
ing bonuses, are designed to moti
vate personnel and reinforce
outstanding performance.
67. Appropriate remedial action is
taken in response to departures
from approved controls and viola
tions of the code of conduct.
68. Employees are adequately super
vised.

69. Staffing levels are adequate.
70. Turnover is low.

71. Employees have the right to com
municate with any official of rank
higher than their immediate super
visor.

B.

Risk Assessment
1.

Management has a process to iden
tify and analyze risks relating to
circumstances such as new laws or
regulations that affect the entity
and new or redesigned services or
activities.

2.

Special action is taken to ensure
new personnel understand their
tasks.
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3.

Management appropriately con
siders the control activities per
formed by personnel who change
jobs or leave the entity.

4.

Management evaluates the risks
relevant to the preparation of finan
cial statements and management
takes appropriate steps to manage
those risks.

5.

Management assesses how new ac
counting and information systems
will impact entity risks and internal
control.

6.

There are mechanisms to identify
and react to changes as a result of
new technology integrated into the
information system.

7.

Employees are adequately trained
when accounting and information
systems are changed or replaced.

8.

Accounting and information sys
tem capabilities are upgraded
when the volume of information in
creases significantly.

9.

Accounting and data processing
personnel are expanded as needed
when the volume of information in
creases significantly.

Strongly
Disagree

41

Some
what
Disagree

Some
what
Agree

4-99

Strongly
Agree

10. Controls exist for approving deci
sions regarding financing alterna
tives and accounting principles,
practices, and methods.
11. The entity has the ability to reason
ably forecast operating and finan
cial results.

C.

General Control Activities
1.

The entity prepares operating and
capital budgets and cash flow pro
jections.

2.

Budgets and projections lend them
selves to effective comparison with
actual results.

3.

Significant variances between
budgeted or projected amounts
and actual results are reviewed and
explained.
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Strongly
Disagree

Somewhat
Disagree

Some
what
Agree

Strongly
Agree

The entity has adequate written
statements and explanations of its
accounting controls, including—

a.

A chart of accounts accompa
nied by explanations of the
items to be included in various
accounts.

b.

Identification and description
of the principal accounting re
cords, recurring standard en
tries, and requirements for
supporting documentation.
(For example, this may include
information about the general
ledger, source journals, sub
sidiary ledgers, and detail re
cords for each significant class
of transactions.)

c.

Expression of the assignment
of responsibilities and delega
tion of authority including
identification of the individu
als or positions that have
authority to approve various
types of recurring and nonre
curring entries.

d.

Explanations of documenta
tion and approval require
ments for various types of
recurring and nonrecurring
transactions and journal en
tries. (Documentation require
ments, for example, would
include the basis and support
ing computations required for
adjustments and write-offs.)

e.

Instructions for determining
an adequate cutoff and closing
of accounts for each reporting
period.

5.

Internal control manuals are up
dated as necessary.

6.

Internal control manuals are dis
tributed to appropriate personnel.

7.

There are written procedures to test
and implement new systems and
modifications to existing systems.

8.

There is general ledger control over
all assets and transactions of all de
partments of the entity.
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9.

Strongly
Disagree
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Somewhat
Disagree

Somewhat
Agree

9-00

Strongly
Agree

All journal entries are reviewed
and supported by adequate de
scriptions or documentation.

10. Controls exist that ensure that only
authorized individuals can initiate
entries into the accounting system.

11. Procedures exist to ensure the or
derly and effective accumulation of
financial data, including that re
ceived from departments and other
accounting units.

12. Valuation reserves or other account
balances based on estimates are re
viewed and approved.
13. The flow of expenditures or com
mitments is controlled through the
use of an encumbrance or other al
lotment system.
14. Measures are implemented to cor
rect internal control weaknesses.

15. Appropriate insurance coverage is
maintained in amounts required by
statutes or entity policy. (Such in
surance may include coverage for
loss of records and assets as well as
fidelity bonding of employees in
positions of trust.)

16. The entity has adequate safekeeping
facilities for custody of the account
ing records such as fire-resistant
locked cabinets, vaults, physical bar
riers, separate rooms, limited access
to work areas, alarms, and other de
tection devices.
17. The entity has a suitable record re
tention plan.

18. There is adequate segregation of
duties among those responsible for
authorizing transactions, recording
transactions, and maintaining cus
tody of assets.
19. Access to the general ledger and
related records is restricted to those
who are assigned general ledger
responsibilities.

20. The entity considers the applicable
provisions of laws, regulations,
grants, and contacts in establishing
its general control activities.
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9-00

Strongly
Disagree

Some
what
Disagree

Some
what
Agree

Strongly
Agree

Information and Communication
1.

Management receives the informa
tion they need to carry out their
responsibilities.

2.

Information is provided at the right
level of detail for different levels of
management.

3.

Plans and budgets are effectively
communicated throughout the
entity.

4.

Information is available on a timely
basis.
_______

5.

Accounting and financial reporting
policies and procedures are cur
rent, in writing, consistent with le
gal and contractual provisions, and
support internal control.

6.

All journal entries are adequately
explained and supported.

7.

All journal entries are subject to
controls over completeness of proc
essing (such as pre-numbering of
journal vouchers and accounting
for all numbers used, accumulation
of control totals of dollar amounts
debited and credited, and standard
identification numbers for recur
ring entries).

8.

All journal entries include ade
quate identification of the accounts
in which they are to be recorded.

9.

Controls for closing the accounts
for a reporting period are sufficient
to ensure that accounts are closed,
adjusted, and reviewed on a timely
basis.
_______

10. Procedures exist to ensure that the
financial reporting information sys
tem has included all transactions ap
plicable to the reporting period.
11. Procedures exist to ensure that fi
nancial reports are supported by
either underlying account records
or other documentation.
12. Procedures exist providing reason
able assurances that all data re
quired to be included in reports are
properly disclosed.
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Strongly
Disagree
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Somewhat
Disagree

Somewhat
Agree

9-00

Strongly
Agree

13. Procedures exist to permit the re
cording and review of special en
tries generated in the process of
developing financial statements.

14. Reporting controls exist for in
progress and completed construc
tion projects.
15. Procedures exist to ensure that fi
nancial reports are prepared on a
consistent basis.

16. Performance and financial reports
are reviewed and approved at ap
propriate levels of management
and, if appropriate, by the govern
ing board before public release.

17. There are procedures to ensure that
all requirements for filing of finan
cial reports are met.
18. There are channels of communica
tion for people to report suspected
improprieties (for example, an abil
ity to contact someone other than a
direct supervisor with anonymity
permitted).
19. Feedback is provided to personnel
who report suspected improprie
ties and they have immunity from
reprisals.

20. Management is receptive to reports
of suspected improprieties.
E.

Monitoring
1.

There is timely and appropriate fol
low-up action by management re
sulting from external party
communications, such as customer
complaints, notification of errors in
billings, and notification of inappro
priate behavior by an employee.

2.

Communications from bankers,
regulators, or other outside parties
are monitored for items of account
ing significance.

3.

Program evaluations and manage
ment reviews are routinely per
formed.
_______
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4.

Employees are required to "sign
off" to evidence the performance of
critical control functions.

5.

Management periodically reviews
internal control to ensure that it is
appropriate and being enforced.

6.

Accounting managers and person
nel are supervised at all locations.

7.

Audits are routinely performed.

8.

The internal auditors are inde
pendent of the activities they audit.

9.

Internal auditors have adequate
training and experience.

Strongly
Disagree

Somewhat
Disagree

Some
what
Agree

Strongly
Agree

10. Internal auditors document the
planning and execution of their
work by such means as audit pro
grams and working papers.
11. Internal audit reports are submit
ted to the governing board or audit
committee.

12. Management responds appropri
ately to auditor recommendations
on ways to strengthen internal
control.

13. Procedures exist requiring prompt
implementation of recommenda
tions from audit findings, program
evaluations, and management re
views.

II. Determine Other Areas For Evaluation
Section I of this form is the first of several forms that may be used to document your understanding of
internal controls sufficiently to plan a primarily substantive audit. It is important to remember that in entities
where significant information is transmitted, processed, maintained, or accessed electronically, just gaining
an understanding of the controls surrounding the electronic environment may not be enough. This is
especially the case when evidence of an entity's initiation, recording, or processing of financial data exists
only in electronic form. Because the competence of electronic evidence usually depends on the effectiveness
of internal control over its validity and completeness, an auditor may have to test the internal control
surrounding that evidence to gain competent evidential matter—even in a primarily substantive approach.
(See paragraph .06.) An auditor also should obtain an understanding of internal control over significant
account balances and transactions. In the space provided below, determine which of the following areas
apply. A "Yes" answer generally indicates you should complete the related form.
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W/P References

Computers or Outside Computer Service Bureaus5

1.

The entity uses computers or outside computer service bureaus
to process significant accounting information (see form at AAM
section 12,020).

Significant Account Balances and Transaction Cycles
1.

The following account balances or transaction cycles are
significant to the entity's financial statements.
a.

Budgetary process (see form at AAM section 12,030.01).

b.

Revenue cycle, including revenue, accounts receivable, and
cash receipts (see form at AAM section 12,030.13). (Norm
ally considered significant for governmental entities.)

c.

Purchasing cycle, including expenditures/expenses, pay
ables, and cash disbursements (see form at AAM section
12,030.25). (Normally considered significant for govern
mental entities.)

d.

Cash and investments (see form at AAM section 12,030.37).

e.

Fixed assets (see form at AAM section 12,030.49).

f.

Payroll cycle (see form at AAM section 12,030.61). (Norm
ally considered significant for governmental entities.)

g.

Others (list):

III. Assess Segregation of Duties
An appropriate segregation of duties often appears to present difficulties in small governmental entities
or accounting offices with only a few personnel. However, even smaller entities can usually divide respon
sibilities to achieve the necessary checks and balances. But if that is not possible—as may occasionally be the
case—direct oversight of the incompatible activities by management or the governing board can provide the
necessary control. For example, it is not uncommon, where there is a risk of improper cash payments in a
small entity, for the governing board to periodically review a listing of all checks written. In the space
provided below, assess risk due to a lack of segregation of duties for the entity, based on the completion of
sections I and II of this form. Your comments should address—
•

The person with incompatible responsibilities and the nature of those responsibilities.

•

Any mitigating factors or controls, such as direct management oversight.

•

The risk that material misstatements might occur as a result of a lack of segregation of duties, and
the type of those misstatements.

5 Governments also often use service organizations other than computer service bureaus. For example, governments use service
organizations to invest bond proceeds and pension plan assets, to serve as third party administrators for employee health insurance
programs, and to collect taxes. Sometimes services organizations may be other governments. For example, a county may collect
property taxes for cities, towns, villages, and school districts within the county and a state may collect income and sales taxes for other
governments within the state. When an entity obtains services from another organization and those services are part of the entity's
information system, SAS No. 70, Service Organizations, as amended by SAS No. 88, Service Organizations and Reporting Consistency (AU
section 324), provides guidance to the auditor about the situations in which and how to consider the effect of the service organization’s
controls on user organization's controls.
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How substantive procedures will be designed to limit the risk of those misstatements to an acceptable
level.

IV. Assess the Risk of Management Override
Even in effectively controlled entities—those with generally high levels of integrity and control conscious
ness—a manager might be able to override controls. The term "management override" means overruling
prescribed policies or procedures for illegitimate purposes with the intent of personal gain or enhanced
presentation of an entity's financial condition or compliance status.

Management might override the control system for many reasons: to increase reported revenue or reduce
reported deficits, to meet budgeted revenues or expenditures/expenses, to bolster bonus pay-outs tied to
performance, to appear to cover violations of debt covenant agreements, or to hide lack of compliance with
legal or contractual requirements. Override practices include deliberate misrepresentations to bankers,
lawyers, accountants, and vendors, and intentionally issuing false documents. An active, involved governing
board can significantly reduce the risk of management override.
Management override is different from management intervention, which is the overrule of prescribed
policies or procedures for legitimate purposes. For example, management intervention is usually necessary
to deal with non-recurring and non-standard transactions or events that otherwise might be handled by the
system.
In the space below, assess the risk of management override for this entity. You should consider the risk that
management override possibilities exist, the risk that management will take advantage of those possibilities,
and any evidence that management has engaged in override practices. If the risk of management override is
greater than low, indicate how planned audit procedures will reduce this risk to an acceptable level.

V.

Interpret Results

You should consider the collective effect of the strengths and weaknesses in various control components.
Management's strengths and weaknesses may have a pervasive effect on internal control. For example,
management controls may mitigate a lack of segregation of duties. However, human resource policies and
practices directed toward hiring competent financial and accounting personnel may not mitigate a strong
bias by management to overstate results of operations.
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A. Areas That May Allow for Control Risk to be Assessed Below the Maximum
Based on the completion of sections I through IV of this form you may have become aware of certain
accounts, transactions, and assertions where it may be possible and efficient to plan a control risk
assessment below the maximum. In the area below, document those accounts, transactions, and
assertions and the related tests of controls.

Accounts, Transactions, and Assertions

Test of Controls
Working Paper Reference

B. Areas of Possible Control Weakness
Based on the completion of sections I through IV of this form, you may have become aware of certain
areas that may indicate possible control weaknesses, other than those areas relating to segregation
of duties and management override that were assessed and documented in sections III and IV.

In the space provided below, document those areas of possible weakness and the impact the
identified weakness will have on the audit. Discuss—

VI.

•

The nature of the identified possible weakness.

•

Any mitigating factors or controls, such as direct management oversight.

•

The risk that material misstatements might occur as a result of the weakness and the type of those
misstatements.

•

How substantive procedures will be designed to reduce the risk of those misstatements to an
acceptable level.

Document Your Conclusions With Respect to Internal Controls
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Prepared or updated by:
Reviewed by:
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AAM Section 12,020
Computer Applications
Form—Governmental Units
.01 This form may be used to document your understanding of the way computers are used in the
information and communication systems of a governmental entity.1

.02

I. Computer Hardware
Describe the computer hardware for the entity, and its configuration. Consider—
•

The make and model of entity's main processing computer(s).

•

Input and output devices.

•

Storage means and capabilities.

•

Local area networks.

•

Stand-alone microcomputers.

You may wish to attach a separate page to this form to document the entity's computer hardware.

II. Computer Software
Describe the entity's main software packages and whether they are unmodified, commercially available
packages, or were developed or modified in-house. (End-user computing applications will be considered
1 Neither this section nor AAM sections 12,010 or 12,030 specifically address internal control considerations for audits conducted in
accordance with Government Auditing Standards issued by the Comptroller General of the United States. For such considerations, the
auditor is advised to see AAM section 12,350, Government Auditing Standards Requirements, chapters 4 and 5 of the AICPA Audit and
Accounting Guide Audits of State and Local Governmental Units (With Conforming Changes as of May 1, 2001), and AICPA Statement of
Position 98-3, Audits of States, Local Governments, and Not-for-Profit Organizations Receiving Federal Awards (AUD section 11,320).
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only for significant account balances and transaction cycles. See Financial Reporting Information Systems and
Control Forms—Governmental Units [AAM section 12,030].)
Unmodified
Commercial

In-House

N/A

Operating system

Access control

General accounting
Network
Database management

Communications

Utilities

Other:

III. Computer Control Environment
In the space provided below, indicate whether you strongly agree, somewhat agree, somewhat disagree,
or strongly disagree with the following statements. Your answers should be based on—
•

Your previous experience with the entity.

•

Inquiries of appropriate management, supervisory, and staff personnel.

•

Inspection of documents and records.

•

Observation of the entity's activities and operations.
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No
Opinion

Strongly
Disagree

Some
what
Disagree

Some
what
Agree

Strongly
Agree

Acquisition of Hardware
1.

The entity has a coherent manage
ment plan for the purchase of and
continued investment in computer
hardware.

2.

The computer hardware is suffi
cient to meet the entity's needs.

3.

The entity's computer hardware is
safely and properly installed.

4.

The entity has standard, regular
hardware maintenance procedures.

Acquisition of Software
5.

The entity has a coherent manage
ment plan for the purchase of and
continued investment in computer
software.

6.

The entity researches software
products to determine whether
they meet the needs of the intended
users.
_______

7.

The entity's application programs
are compatible with each other.

8.

The entity obtains recognized soft
ware from reputable sources.

9.

Entity policy prohibits the use of
unauthorized programs intro
duced by employees.

10. Entity policy prohibits the down
loading of untested software from
sources such as dial-up bulletin
boards.
_______

11. The entity uses virus protection soft
ware to screen for virus infections.
Program Development
12. Users are involved in the design
and approval of systems.

13. Users review the completion of
various phases of the application.
14. New programs are thoroughly
tested.
_______

15. Users are involved in the review of
tests of the program.
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Some
what
Disagree

Some
what
Agree

4-99

Strongly
Agree

16. Adequate procedures exist to trans
fer programs from development to
production libraries.

Program Changes
17. Users are involved in the design
and approval of program changes.

18. Program changes are thoroughly
tested.
_______
19. Users are involved in the review of
tests of program changes.

20. Adequate procedures exist to trans
fer changed programs from devel
opment to production libraries.
Logical Access

21. The entity has controls to limit ac
cess to computer hardware, soft
ware, and documentation to
authorized employees.

22. Management has identified confi
dential and sensitive data for which
access should be restricted.
23. Procedures are in place to restrict
access to confidential and sensitive
data.
_______

24. Procedures are in place to reduce
the risk of unauthorized transac
tions being entered into processing.
25. The use of utility programs is con
trolled or monitored carefully.
26. Procedures are in place to detect
unauthorized changes to programs
supporting the financial state
ments.
_______

27. Programmer access to production
programs, live data files, and job
control language is controlled.
28. Operator access to source code and
individual elements of data files is
controlled.
29. Users have access only to defined
programs and data files.
Physical Security

30. Procedures exist to protect against
loss of important files, programs,
and equipment.
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No
Opinion

Strongly
Disagree

Somewhat
Disagree

Somewhat
Agree

Strongly
Agree

31. The entity has established procedures
for the periodic back-up of files.
32. Back-up procedures include multi
ple generations.
33. Back-up files are stored in a secure,
off-site location.
34. Equipment, programs, and data
files are covered by insurance.

Data Processing Operations
35. Procedures to be followed by com
puter operators are documented.
36. A job accounting system (or console
logs) is used to ensure that scheduled
programs are processed and proper
procedures are followed.

37. Operations management reviews
lists of regular and unscheduled
batch jobs.
38. Job control instruction sets are
menu-driven.

39. Jobs are executed only from the op
erator's terminal.
40. Controls exist over the preparation
and approval of input transactions
outside the data processing depart
ment and the department is prohib
ited from initiating transactions.

41. The user departments exercise con
trol procedures over input to en
sure that all approved input is
processed correctly through the
system and only once.
42. Appropriate data entry and pro
gram controls exist (for example, to
edit and validate input data, to pre
vent documents from being keyed
into the system more than once, to
permit tracing from computer out
put to data source and vice versa,
and to balance transaction and
master files).

43. Controls exist over changes to mas
ter files, such as requiring prepara
tion of specific forms indicating
data to be changed, approval by a
supervisor in the user department,
and verification against a printout
of changes.
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Some
what
Disagree

Some
what
Agree

4-99

Strongly
Agree

44. The data processing and user de
partments have controls over re
jected transactions.

45. Procedures exist to properly con
trol data between the user and the
data processing departments.
46. Controls exist relating to the review
and distribution of output.
47. Computer operators are super
vised on all shifts.
48. Clear job descriptions exist for data
processing personnel.
49. There is adequate program and sys
tem documentation.
Segregation of Duties

50. The data processing department is
independent of the accounting and
operating departments for which it
processes data.
51. Appropriate segregation of duties
exist within the data processing
function for

a.

Systems development (design
and programming).

b.

Technical support (mainte
nance of system software).

c.

Operations.

52. In smaller and minicomputer in
stallations with limited opportuni
ties for segregation of duties,
procedures exist for user depart
ments to—
a.

Use batch or other input con
trols

b.

Control master file changes

c.

Balance master files between
processing cycles.

53. The personnel policies of the data
processing function includes such
procedures as reference checks, se
curity statements, rotation of du
ties, and terminated employee
security measures that enhance
segregation of duties and otherwise
improve controls.
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No
Opinion

Strongly
Disagree

Some
what
Disagree

Some
what
Agree

Strongly
Agree

Training

54. Management periodically assess
the training needs of computer op
erators and personnel who use mi
crocomputers to process significant
accounting information.
55. Computer operators and personnel
who use microcomputers to proc
ess significant accounting informa
tion are adequately trained.

IV. Outside Computer Service Organizations
This section should be used to document your understanding of how the entity uses an outside computer
service organization to process significant accounting information. Guidance on auditing entities that use
computer service organizations is contained in SAS No. 70, Service Organizations (AU section 324), as
amended.
1. List the name of the service organization and the general types of services it provides.

2. Are the general ledger and other primary accounting records processed by an outside service
organization?
Yes
No
If yes, describe the source documents provided to the service organization, the reports and other
documentation received from the organization, and the controls maintained by the user over input
and output to prevent or detect material misstatement.

3. List the type and date of the most recent service auditor report.

20_

20_

20_

20_

Prepared or updated by:
Reviewed by:

[The next page is 12,100-31.]
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AAM Section 12,030
Financial Reporting Information Systems
and Control Forms—Governmental Units1,12
Budgetary Process
.01 This form may be used on any audit engagement of a governmental entity when the budgetary
process is significant.
.02 The purpose of this form is to document your understanding of controls for significant classes of
transactions. Your knowledge of the budgetary process should be sufficient for you to understand—
•

How the budget is developed and adopted.

•

How the approved budget and budgetary amendments are incorporated into the accounting system
and financial statements.

•

How the entity ensures its budgetary process complies with laws and regulations.

Interpreting Results
.03 This form documents your understanding of how internal control over the budgetary process is designed
and whether it has been placed in operation. It should help you in planning a primarily substantive approach. In
entities where a significant amount of information is transmitted, processed, maintained, or accessed electroni
cally, just gaining an understanding of internal control may not be enough (even in a primarily substantive
approach). This is especially the case when evidence of an entity's initiation, recording, or processing of financial
data exists only in electronic form. Because the competence of electronic evidence usually depends on the
effectiveness of internal control over its validity and completeness, an auditor may have to test the internal control
surrounding that evidence to gather evidence to support an assessed level of control risk below the maximum
for affected financial statement assertions. In situations where the auditor decides to rely on internal control and
assess control risk below the maximum for certain assertions (including instances where the preponderance of
electronic evidence necessitates it), tests of controls will need to be designed and then specific controls will need
to be tested to determine the effectiveness of their design and operation. If you plan a lower control risk assessment
for certain assertions relating to the budgetary process, the following checklist uses the following coding to
identify parenthetically after the control the financial statement assertions to which that control applies:
E = Existence or occurrence

C = Completeness
R = Rights and obligations
1 Neither this section nor AAM sections 12,010 or 12,020 specifically address internal control considerations for audits conducted in
accordance with Government Auditing Standards issued by the Comptroller General of the United States. For such considerations, the
auditor is advised to see AAM section 12,350, Government Auditing Standards Requirements, chapters 4 and 5 of the AICPA Audit and
Accounting Guide Audits of State and Local Governmental Units (With Conforming Changes as of May 1, 2001), and AICPA Statement of
Position 98-3, Audits of States, Local Governments, and Not-for-Profit Organizations Receiving Federal Awards (AUD section 11,320).

2 The Governmental Accounting Standards Board (GASB) has issued several pronouncements that will make significant changes in
how most state and local governmental entities account for and report on their transactions and balances in the future. See the
discussion of those pronouncements in the headnote in AAM section 12,000. This form does not incorporate the new terminology that
will, or the changes in internal control that could, result from those pronouncements. Those changes will be incorporated into this form
when those pronouncements become effective.
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V = Valuation or allocation

P = Presentation and disclosure
.04 The processes, documents, and controls listed on this questionnaire are typical for governmental
entities but are by no means all-inclusive. The preponderance of "No" or "N/A" responses may indicate
that the entity uses other processes, documents, or controls in their information and communication systems.
You should consider supplementing this questionnaire with a memo or flowchart to document significant
features of the entity's system that are not covered by this questionnaire. See AAM section 4500 for example
flowcharting techniques.
.05
Personnel

I.

II.

N/A

No

Yes

Budget Preparation
1.

Responsibilities for budget preparation, adoption, exe
cution, and reporting are segregated. (E, C, R, V, P)

2.

Budgets are prepared for all significant activities regard
less of whether mandated by law. (E, C)

3.

The budgeting system is integrated with the planning
process.

4.

The budget is prepared in sufficient detail to provide a
meaningful tool with which to monitor subsequent per
formance. (E, C, P)

5.

The type of budgeting performed is compatible with the
accounting system. (E, C, P)

6.

Interfund and interdepartmental transfers are included
in the budget. (E, C, R, P)

7.

Procedures have been adopted and communicated to
establish authority and responsibility for transfers be
tween budget categories. (E, C, R, P)

___________

Budget Approval
8.

Controls exist to ensure that the original budget and any
budgetary amendments (including supplemental appro
priations and, if required, budget transfers) are submitted
to the governing body for approval. (E, C, R, V, P)

9.

A budget calendar is used for the orderly submission
and approval of the budget. (E, C)

10. Proposed budgets are published and subject to public
hearings, if required by law. (E, P)

11. There is a process to clearly communicate to operating
departments and agencies the effects of legislatively
mandated budget amendments. (E)
III. Budget Accounting and Reporting

12. Estimated revenues and appropriations are recorded in
the accounting records for later comparison to actual
amounts realized or incurred. (E, C, R, V, P)

13. Actual expenditures are compared to the budget on a
timely basis with reasonable (monthly) frequency. (C,V,P)
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N/A
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No

Yes

14. Reports are discussed with departmental personnel and
there are explanations for significant variations from the
budget. (E, C, R, V, P)
15. Top management and the governing body are notified
of expenditures in excess of appropriations or budgets.
(E, R, V, P)
___________

16. Actual results of operations against the budget are pub
lished if required by law. (E, C, R, V, P)

End User Computing in the Budgetary Process
.06 End user computing occurs when the user is responsible for developing and executing a computer
application that generates the information used by that same person. For example, a clerk prepares a spreadsheet
to estimate revenues, and the information from the spreadsheet is the source of budgeted revenues.

.07 Computer Applications Form—Governmental Units [AAM section 12,020] was used to document your
understanding of computer applications operated by the entity's data processing department. In this section
of the Financial Reporting Information Systems and Controls Form, you may document your understanding
of how end user computing is used in the budgetary process to process significant accounting information
outside of the data processing department.
.08 You should obtain an understanding of any spreadsheet application, database, or separate computer
system that has been developed by end users to—

• Process significant accounting information outside of the data processing department-operated
accounting application. For example, a spreadsheet aggregates appropriations from the budget
document for entry into the accounting system.
• Make significant accounting decisions. For example, a spreadsheet is used to estimate year-end
appropriation surpluses for purposes of year-end budget transfers.

• Accumulate footnote information. For example, a spreadsheet showing budget-to-GAAP differences
provides information for note disclosure.
09 In the space provided below, describe how end user computing is used in the budgetary process. Describe—

.
•

The person or department who performs the computing.

•

A general description of the application and its type (for example, spreadsheet).

•

The source of the information used in the application.

•

How the results of the application are used in further processing or decision making.
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Procedures and Controls Over End User Computing
.10 Answer the following questions relating to procedures and controls over end user computing related
to the budgetary process.
Personnel

N/A

No

Yes

Budgetary Processes
1.

End user applications listed in paragraph .09 of this form
have been adequately tested before use.

2.

The application has an appropriate level of built-in con
trols, such as edit checks, range tests, or reasonableness
checks.
.

3.

Access controls limit access to the end user application.

4.

A mechanism exists to prevent or detect the use of
incorrect versions of data files.

5.

'______________

The output of the end user applications is reviewed for
accuracy or reconciled to the source information.

Information Processed by Outside Computer Service Organizations
.11 Computer Applications Form—Governmental Units (AAM section 12,020) was used to document
your understanding of the entity's use of an outside computer service organization to process entity-wide
accounting information such as the general ledger. In this section you will document your understanding of
how the entity uses an outside computer service organization to process information relating specifically to
the budgetary process.

.12 In the space below, describe the budgetary process information processed by the outside computer
service bureau. Discuss—

•

The general nature of the application.

•

The source documents used by the service organization.

•

The reports or other accounting documents produced by the service organization.

•

The nature of the service organization's responsibilities. Do they merely record entity transactions
and process related data, or do they have the ability to initiate transactions on their own?

•

Controls maintained by the entity to prevent or detect material misstatement in the input or output.
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20_

20_

12,100-35
20.

Prepared or updated by:
Reviewed by:

Revenue Cycle—Revenue, Accounts Receivable, and Cash Receipts
.13 This form may be used on any audit engagement of a governmental entity when the revenue cycle
is significant. The revenue cycle is usually significant in governmental audit engagements.

.14 The purpose of this form is to document your understanding of controls for significant classes of
transactions. Your knowledge of the revenue cycle should be sufficient for you to understand—
•

How revenues are assessed and levied.

•

How cash receipts are recorded.

•

How revenues and cash receipts are processed by the accounting system.

• The accounting records and supporting documents involved in processing and reporting revenues,
accounts receivable, and cash receipts.

•

The processes used to prepare significant accounting estimates and disclosures.

Interpreting Results
.15 This form documents your understanding of how internal control over the revenue cycle is designed
and whether it has been placed in operation. It should help you in planning a primarily substantive approach.
In entities where a significant amount of information is transmitted, processed, maintained, or accessed
electronically, just gaining an understanding of internal control may not be enough (even in a primarily
substantive approach). This is especially the case when evidence of an entity's initiation, recording, or
processing of financial data exists only in electronic form. Because the competence of electronic evidence
usually depends on the effectiveness of internal control over its validity and completeness, an auditor may
have to test the internal control surrounding that evidence to gather evidence to support an assessed level
of control risk below the maximum for affected financial statement assertions. In situations where the auditor
decides to rely on internal control and assess control risk below the maximum for certain assertions (including
instances where the preponderance of electronic evidence necessitates it), tests of controls will need to be
designed and then specific controls will need to be tested to determine the effectiveness of their design and
operation. If you plan a lower control risk assessment for certain assertions relating to the revenue cycle, the
following checklist uses the following coding to identify parenthetically after the control the financial
statement assertions to which that control applies:
E = Existence or occurrence

C = Completeness
R = Rights and obligations

V = Valuation or allocation
P = Presentation and disclosure

.16 The processes, documents, and controls listed on this questionnaire are typical for governmental
entities but are by no means all-inclusive. The preponderance of "No" or "N/A" responses may indicate
that the entity uses other processes, documents, or controls in their information and communication systems.
You should consider supplementing this questionnaire with a memo or flowchart to document significant
features of the entity's system that are not covered by this questionnaire. See AAM section 4500 for example
flowcharting techniques.
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.17
Personnel

I.

N/A

No

Yes

Revenue and Accounts Receivable3
A. General
1.

Tax, fee, and service rates are authorized and peri
odically reviewed by the governing board. (E, R, V)

2.

Procedures exist for the timely billing of amounts due.
(E, C, R, V)

3.

Updated records are used as the basis for billing persons
subject to payment. (E, C, R, V)

4.

Procedures exist to providing reasonable assurance that
interest and penalties are properly charged on delin
quent receivables. (E, C, R, V)

5.

Procedures exist to timely notify the accounting depart
ment when billings are prepared and mailed. (E,C,R,V)

6.

Procedures exist to prevent the interception or alteration
by unauthorized persons of billings or statements after
preparation but before mailing. (E, C, R, V)

7.

An individual independent of receivables record keeping
promptly investigate disputes with billing amounts that
are reported by taxpayers or service recipients. (E, C, R, V)

8.

Delinquent accounts are reviewed and considered for
charge-off on a timely basis. (E, R, V)

9.

Write-offs or other reductions of receivables are formally
approved by senior personnel not involved in the collec
tion function. (E, R, V)

___________

10. Procedures exist to use all legal remedies to collect delin
quent, charged-off, or uncollectible accounts. (E, C, R, V)

11. Aged accounts receivable balances are periodically re
viewed by supervisory personnel. (E, C, R, V)
12. Controls exist that provide assurance that individual
receivable records are posted only from authorized
source documents. (E, C, R, V)
13. Aggregate collections on accounts receivable are recon
ciled against postings to individual receivable accounts.
(E, R, V)
___________
14. Trial balances of individual receivable accounts are pre
pared on a timely basis. (R, V)

15. Trial balances are reconciled with general ledger control
accounts and reconciling items are investigated by some
one other than accounts receivable clerks. (E, C, R, V)
16. The responsibility of billing revenues is segregated from
collection and accounting. (E, C, R, V)
17. The responsibility for maintaining detail accounts re
ceivable records is segregated from collections and gen
eral ledger posting. (E, C, R, V)
3 For grants received, see also AAM section 12,030.29, item III.
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N/A

12,100-37
No

Yes

18. Current year revenues are compared to prior-year reve
nues and current-year estimates and senior officials re
view explanations of variations. (E, C, R, V)

19. Revenues collected for the entity by another government
(or other collection agent) are monitored to assure timely
receipt, and the amounts received are reviewed for rea
sonableness. (E, C, R, V)
20. Amounts collected by the entity for other governments are
segregated and remitted on a timely basis. (E, C, R, V)
B. Taxes

21. Controls exist to ensure that all taxable property is as
sessed and billed. (E, C, R, V)
22. Controls exist to ensure that additions, deletions, trans
fers, and abatements are properly and timely reflected
in property tax records. (E, C, R, V)
23. Procedures exist to make property assessments in ac
cordance with the law or legislative intent with prompt
adjustment of records. (E, C, R, V)

24. Controls exist to ensure that tax bills are accurate and
that special charges are considered in preparing tax bills.
(E, C, R, V)
___________
25. Property tax assessment rolls are maintained by person
nel not engaged in any accounting or collection function.
(E, C, R, V)
___________
26. Procedures exist providing for the timely filing of liens
on property for nonpayment in all cases permitted by
law. (C,R)
___________
27. Controls exist to recognize property tax receivables and
revenues in the proper period in conformity with gener
ally accepted accounting principles based on the entity's
enforceable legal claim to the amounts, time require
ments, and resource "availability," as appropriate. (P)
28. Self-assessed tax returns are cross-referenced against a
database of previous taxpayers. (C)

29. Self-assessed tax returns are reviewed for mathematical
accuracy. (E, C, R, V)
30. Self-assessed tax refund claims are reviewed and ap
proved. (E, C, R, V)
31. Self-assessed tax returns are audited to provide reason
able assurance that taxable transactions are properly
reported. (E, C, R, V)
32. Controls exist to recognize self-assessed tax receivables
and revenues in the proper period in conformity with
generally accepted accounting principles based on when
the underlying exchange transaction occurs and re
source "availability," as appropriate. (P)

33. Records are organized and integrated in such a fashion that
probable taxpayers are identified as a result of reporting of
other governmental activities, such as licensing. (C)
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Yes

34. Controls exist to ensure that tax exemptions are within
the law and properly approved. (E, C, R, V)

35. Tax exemption and relief programs are periodically re
viewed and approved by the governing board. (C, R, V)
C. Usage Fees and Service Charges

36. Controls ensure that the customer database and usage
records are accurately maintained so that all amounts
due are billed. (E, C, R, V)
37. If billing is based on usage, service readings are per
formed in a timely fashion. (E, C, R)
38. Assignments of meter readers are periodically rotated.
(E, C, R)
39. Procedures exist to identify and investigate unusual pat
terns of use. (E, C)
40. There are controls for extending credit to customers,
such as a written policy and supervisory review of such
situations. (R, V)
D. Fines and License Fees

41. Records of payments due are maintained and used as a
basis for collections. (E, C, R, V)
42. Controls exist surrounding the issuance and disposition
of traffic violations to ensure that amounts due are as
sessed and collected. (E, C, R, V)
43. Procedures exist correlate amounts collected with re
cords of court proceedings. (E, C, R, V)

44. Tickets for fines, arrests, and so forth are sequentially
numbered and satisfactorily accounted for. (E, C)
45. Licenses are sequentially numbered and satisfactorily
accounted for. (E, C)
46. If annual payments are involved, procedures exist to
ensure that previous years' records are properly up
dated for new registrants and withdrawals. (E, C, R)
47. Controls exist to recognize fine and fee receivables and
revenues in the proper period in conformity with gener
ally accepted accounting principles based on the under
lying exchange, the entity's enforceable legal claim to the
amounts, time requirements, and resource "availabil
ity," as appropriate. (P)
IL

Cash Receipts
1.

A restrictive endorsement is placed on each incoming
check upon receipt. (C)

2.

Facilities exist for protecting undeposited cash receipts.
(C)

3.

Receipts are accounted for and balanced to reported
collections on a daily basis. (E, C, V)

4.

Receipts are deposited intact and on a timely basis (pref
erably daily). (C)

AAM §12,030.17

Copyright © 2001, American Institute of Certified Public Accountants, Inc.

50

Financial Reporting Information Systems and Control Forms—Governmental Units

10-01

Personnel

5.

Cash receipts are deposited in separate bank accounts
when required. (E, C, R)

6.

Reported collections are compared on a test basis to bank
statements to verify that deposits are accurate and
timely. (E, C, R, V)

7.

Personnel who handle cash receipts are adequately
bonded. (E, C, R)

8.

Local office accounts used for branch office collections
are subject to withdrawal only by the home office. (C)

9.

Procedures exist that provide for timely and direct noti
fication of the accounting department of collection ac
tivities. (E, C, R, V)

N/A

12,100-39
No

Yes

10. If payments are made in person, receipts for payment are
used and accounted for and balanced to collections. (E,
C, R, V)
___________
11. If checks received are forwarded to be used as posting
media to taxpayers' or customers' accounts, controls
exist to ensure that checks are returned promptly for
deposit. (C)
___________
12. "Not sufficient funds" checks are delivered to someone
independent of processing and recording of cash re
ceipts. (E, C, R, V)

13. Procedures exist for followup of "not sufficient funds"
checks. (E, C, R, V)
14. Timely bank reconciliations are prepared and reviewed
by someone independent of the cash receipts function.
(E,C,R,V)
___________
15. Controls exist over the collection, timely deposit, and
recording of collections in the accounting records in each
collection location. (E, C, R, V)

16. The responsibility for collecting, controlling, and depos
iting funds is segregated from maintaining accounting
records. (E, C, R, V)
17. Responsibilities for cash receipts are segregated from
those for cash disbursements. (E, C, R)

End User Computing in the Revenue Cycle
.18 End user computing occurs when the user is responsible for developing and executing a computer
application that generates the information used by that same person. For example, an accounting clerk
updates a database that calculates early payment discounts to taxpayers, and that calculation is the source
of a journal entry.
.19 Computer Applications Form—Governmental Units [AAM section 12,020] was used to document your
understanding of computer applications operated by the entity's data processing department. In this section
of the Financial Reporting Information Systems and Controls Form, you may document your understanding
of how end user computing is used in the revenue cycle to process significant accounting information outside
of the data processing department.
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.20 You should obtain an understanding of any spreadsheet application, database, or separate computer
system that has been developed by end users to—
•

Process significant accounting information outside of the data processing department-operated account
ing application. For example, a spreadsheet accumulates invoices to customers for batch processing.

•

Make significant accounting decisions. For example, a spreadsheet ages accounts receivable and helps
in determining write-offs.

•

Accumulate footnote information. For example, a database of property tax levies and collections
provides information for note disclosure.

. 21 In the space provided below, describe how end user computing is used in the revenue cycle.
Describe—
•

The person or department who performs the computing.

•

A general description of the application and its type (for example, spreadsheet).

•

The source of the information used in the application.

•

How the results of the application are used in further processing or decision making.

Procedures and Controls Over End User Computing
. 22 Answer the following questions relating to procedures and controls over end user computing related
to the revenue cycle.
Personnel

N/A

No

Yes

Revenue Cycle
1.

End user applications listed in paragraph .21 of this form
have been adequately tested before use.

2.

The application has an appropriate level of built-in con
trols, such as edit checks, range tests, or reasonableness
checks.
___________

3.

Access controls limit access to the end user application.

4.

A mechanism exists to prevent or detect the use of
incorrect versions of data files.
The output of the end user applications is reviewed for
accuracy or reconciled to the source information.

5.
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Information Processed by Outside Computer Service Organizations
.23 Computer Applications Form—Governmental Units [AAM section 12,020] was used to document your
understanding of the entity's use of an outside computer service organization to process entity-wide
accounting information such as the general ledger. In this section you will document your understanding of
how the entity uses an outside computer service organization to process information relating specifically to
the revenue cycle.

In the space below, describe the revenue cycle information processed by the outside computer service
bureau. Discuss—
.24

•

The general nature of the application.

•

The source documents used by the service organization.

•

The reports or other accounting documents produced by the service organization.

•

The nature of the service organization's responsibilities. Do they merely record entity transactions
and process related data, or do they have the ability to initiate transactions on their own?

•

Controls maintained by the entity to prevent or detect material misstatement in the input or output.

20_

20_

20_

20.

Prepared or updated by:
Reviewed by:

Purchasing Cycle—Expenditures/Expenses, Payables, and
Cash Disbursements
. 25 This form may be used on any audit engagement of a governmental entity when the purchasing cycle
is significant. The purchasing cycle is usually significant in governmental audit engagements.

. 26 The purpose of this form is to document your understanding of controls for significant classes of
transactions. Your knowledge of the purchasing cycle should be sufficient for you to understand—

•

How purchases are initiated and goods are received.

•

How cash disbursements are recorded.

•

How purchases and cash disbursements are processed by the accounting system.

•

The accounting records and supporting documents involved in processing and reporting purchases,
accounts payable, and cash disbursements.

•

How the entity controls compliance with budgetary and grant requirements.

•

The processes used to prepare significant accounting estimates and disclosures.
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Interpreting Results
.27 This form documents your understanding of how internal control over the purchasing cycle is designed
and whether it has been placed in operation. It should help you in planning a primarily substantive approach. In
entities where a significant amount of information is transmitted, processed, maintained, or accessed electroni
cally, just gaining an understanding of internal control may not be enough (even in a primarily substantive
approach). This is especially the case when evidence of an entity's initiation, recording, or processing of financial
data exists only in electronic form. Because the competence of electronic evidence usually depends on the
effectiveness of internal control over its validity and completeness, an auditor may have to test the internal control
surrounding that evidence to gather evidence to support an assessed level of control risk below the maximum
for affected financial statement assertions. In situations where the auditor decides to rely on internal control and
assess control risk below the maximum for certain assertions (including instances where the preponderance of
electronic evidence necessitates it), tests of controls will need to be designed and then specific controls will need
to be tested to determine the effectiveness of their design and operation. If you plan a lower control risk assessment
for certain assertions relating to the purchasing cycle, the following checklist uses the following coding to identify
parenthetically after the control the financial statement assertions to which that control applies:
E = Existence or occurrence

C = Completeness
R = Rights and obligations
V = Valuation or allocation
P = Presentation and disclosure

.28 The processes, documents, and controls listed on this questionnaire are typical for governmental
entities but are by no means all-inclusive. The preponderance of "No" or "N/A" responses may indicate
that the entity uses other processes, documents, or controls in their information and communication systems.
You should consider supplementing this questionnaire with a memo or flowchart to document significant
features of the entity's system that are not covered by this questionnaire. See AAM section 4500 for example
flowcharting techniques.
.29
Personnel

I.

N/A

No

Yes

Purchases and Accounts Payable

A. Initiating Purchases and Receipts of Goods

1.

Access to the master vendor file is limited to employees
authorized to make changes. (E, C)

2.

Responsibilities for the requisitioning and receiving func
tions are segregated from the purchasing, invoice process
ing, accounts payable, and general ledger functions. (E, C)

3.

Purchasing authorizations are structured to give appro
priate recognition to the nature and size of purchases
and the experience of the purchasing personnel. (E, C)

4.

If practical, contract or purchasing officer's areas of re
sponsibility are rotated on a regular basis. (E, C)

5.

A qualified employee or independent firm is engaged to
inspect and monitor technically complex projects. (E, C, V)

6.

Approval procedures exist for purchase order and con
tract issuance. (E, C)

7.

Purchase requisitions are pre-numbered and those num
bers are controlled. (E, C)
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8.

Purchases of goods and services are initiated by properly
authorized requisitions bearing the approval of officials
designated to authorize requisitions. (E, C)

9.

The appropriation to be charged is indicated on the
purchase requisition by the person requesting the pur
chase. (E, C, P)

N/A

12,100-43
No

Yes

10. Before commitment, unobligated funds remaining un
der the appropriation are verified by the accounting or
budget department as sufficient to meet the proposed
expenditure. (P)
11. Procedures exist to ensure that funds received are spent
in accordance with legal requirements and spending
restrictions. (C, P)
12. Encumbrance (obligation) entries are recorded only on
the basis of approved purchase orders. (E, P)

13. Competitive bidding procedures are used. (V)
14. Price lists and other appropriate records of price quota
tions are maintained by the purchasing department. (V)
15. Requests for special purpose (nonshelf items) materials
or personal services are accompanied by technical speci
fications. (E, V)
16. Procedures exist for public advertisement of procure
ments in accordance with legal requirements. (E, V)
17. Provisions in contracts for materials, services, or facili
ties acquired on other than a fixed price basis provide for
an audit of contractors' costs, with payments subject to
audit results. (E, V)
18. The right to audit contractor records during project per
formance is exercised. (E, V)

19. Predetermined selection criteria exist for awarding per
sonal service contracts and adequate documentation of
the award process is required. (E)

20. Purchase orders and contracts are issued under numeri
cal or some other suitable control. (E, C)
21. Splitting orders to avoid higher levels of approval is
prohibited. (P)
22. Purchases made for the accommodation of employees
are prohibited or adequately controlled. (E, V)
23. Changes to contracts or purchase orders are subjected to
the same controls and approvals as the original agree
ment. (E, C, V)

24. Controls exist to notify department heads of payments
made against encumbrances (obligations). (E, V, P)
25. An adequate record of open purchase orders and pur
chase agreements is maintained to ensure knowledge of
outstanding commitments. (E, C, R, V, P)
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Yes

26. Trial balances of reserves for encumbrances (obliga
tions) are prepared on a regular basis. (E, V, P)
27. Receiving reports are prepared for all purchased goods.
(E,C)

28. Someone other than the individual that approves pay
ments verifies that goods and services have been re
ceived, prices are as ordered, and the goods and services
meet quality standards. (E, C, R, V)
29. Receiving reports are numerically accounted for or oth
erwise controlled to ensure that all receipts are reported
to the accounting department. (E, C, R, V)
30. Copies of receiving reports are sent directly to purchas
ing, accounting, and, if appropriate, inventory record
keeping. (E, C, R, V)
31. There are controls to record and follow up on partial
deliveries. (E, C, R, V)
32. Controls exist for filing claims against carriers or ven
dors for shortages or damaged materials. (E, R, V)
33. The accounting and purchasing departments are promptly
notified of returned purchases, and such purchases are
correlated with vendor credit advices. (E, R, V)
34. A permanent record of material received is maintained.
(E, C, R, V)
B. Processing Purchases

35. Responsibilities for the invoice processing and accounts
payable functions are segregated from those for record
ing cash disbursements and general ledger entries. (E, C,
R, V, P)

36. All invoices are received from vendors in a central loca
tion, such as the accounting department. (E, C)
37. Invoice processing controls provide for—

a.

Obtaining copies of purchase orders and receiving
reports directly from issuing departments. (E, C)

b.

Comparing invoice quantities, prices, and terms
with those indicated on the purchase order. (E,
C, V)

c.

Comparing invoice quantities with those indicated
on the receiving reports. (E, C, V)

d.

Checking the accuracy of calculations. (V)

38. A senior employee reviews and approves invoices by
checking the clerical accuracy and examining the sup
porting documentation. (E, C, V)

39. Differences in invoice and purchase order prices, terms,
shipping arrangements, and quantities are referred to
purchasing for review and approval. (E, C, V)
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N/A
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No

Yes

40. If an invoice is received from a supplier not previously
dealt with, steps are taken to ascertain that the supplier
actually exists. (E)
41. Controls exist for submission and approval of reim
bursements to employees for travel and other expenses.
(E, V)

42. Controls exist for processing invoices not involving ma
terials or supplies (for example, lease or rental payments
and utility bills). (E, C)
43. Control is established by the accounting department
over invoices received before releasing them for depart
mental approval and other processing. (E, C, V)
44. Controls exist ensuring accurate account distribution of
all entries resulting from invoice processing. (E, V, P)
45. Entries are posted to the accounting system on a timely
basis. (E, C, R, V, P)
46. Responsibility is fixed for seeing that all cash discounts
are taken and, if applicable, that exemptions from sales,
federal excise, and other taxes are claimed. (V)

47. Statements from vendors are compared on a regular
basis with recorded amounts payable. (E, C, V)

48. Responsibilities for the disbursement approval function
are segregated from those for the disbursement prepa
ration function. (E, C, V)
49. Controls exist ensuring that the accounts payable system
is properly accounting for unmatched receiving reports
and invoices. (E, C, R, V)
50. The accounting department maintains a current list of
those authorized to approve expenditures. (E)
51. The program and expenditure account to be charged is
reviewed for propriety and budget conformity. (P)

52. Procedures exist to ensure adjustment of the reserve for
encumbrances (obligations) when invoices are prepared
for payment. (E, V, P)

53. Controls exist ensuring that department heads are noti
fied of payments made against accounts payable and
encumbrances (obligations). (E, V, P)
54. Transactions between funds are posted in all affected
funds in the same accounting period and on a timely
basis. (E, C, R, V, P)
55. Trial balances of accounts payable are prepared on a
regular basis. (C, R, V, P)
56. Trial balances of accounts payable are checked and
traced to the individual items as well as compared in
total to the general ledger balance by an employee other
than the accounts payable clerk. (E, C, R, V, P)
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Yes

Cash Disbursements
1.

Procedures exist for disbursement approval and war
rant or check-signing. (E, C, V)

2.

Responsibilities for the disbursement approval function
are segregated from those for the disbursement, voucher
preparation, and purchasing functions. (E, C, V)

3.

Responsibilities for entries in the cash disbursement re
cords are segregated from those for general ledger en
tries. (E, C, V)

4.

Controls are maintained over the supply of unused and
voided warrants or checks. (E, C)

5.

Original invoices and supporting documents are fur
nished to the signer prior to signing the warrant or check.
(E, C, V)

___________

6.

Warrants or checks are cross-referenced to invoices. (E, V)

7.

Invoices and supporting documents are canceled by or
in the presence of the check signer at the time of signing.
(E, V)
___________

8.

Controls exist to ensure that warrants or checks that have
been signed and issued are recorded promptly. (E, C, R,
V,P)
___________

9.

The drawing of warrants or checks to cash or bearer is
prohibited. (E)

10. Control exists over warrant or check-signing machines
as to signature plates and usage. (E)

11. The check-signing machine is read by the signer or an
appropriate designee to ascertain that all checks or war
rants signed are properly accounted for by comparison
to document control totals. (E)

12. Reasonable limits are set on amounts that can be paid by
a check-signing machine. (E)
13. Two signatures are required on warrants or checks over
a stated amount. (E)
14. Signed warrants or checks are delivered directly to the
mailroom making them inaccessible to persons who
requested, prepared, or recorded them. (E)
15. Controls exist to notify banks when a new signer is author
ized or a previous signer leaves the employ of the govern
ment or is otherwise no longer authorized to sign. (E)
16. Responsibilities for entries in the cash disbursement re
cords are segregated from those for general ledger en
tries. (E, C, R, V, P)
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III. Grants Received and Made4

1.

Grant disbursements are processed under the same degree
of controls applicable to the organization's other transac
tions (budget, procurement, and so forth). (E, C, R, V, P)

2.

Procedures are modified when funds are disbursed un
der grant or loan agreements and related regulations
impose requirements that differ from the entity's normal
policies. (E, C, P)

3.

Controls are established to ensure that costs charged to
grants are in compliance with grant agreements. (E, C, P)

4.

There a system for obtaining grantor approval before
incurring expenditures in excess of budgeted amounts
or for unbudgeted expenditures. (E, C, P)

5.

Procedures exist to identify, before order entry, costs and
expenditures that are not allowable under grant pro
grams. (E, C, P)

6.

If an indirect cost allocation plan is established, it has been
developed in accordance with grantor requirements and
approved as required by the grantor. (E, C, V, P)

7.

Grant activity is accounted for so that it can be separated
from the accounting for locally funded activities. (E, C, V, P)

8.

Procedures and controls exist to monitor compliance
with grant requirements. (E, C, P)

9.

The level of authority for approving grants and sub
grants appears appropriate. (E, C, P)

10. Controls exist to ensure that statistics or data used to
allocate grant or subgrant funds to recipients are accu
rately accumulated (for example, census bureau forms).
(E, C, V, P)
___________
11. Compliance requirements are defined (for example,
regulations) and communicated to recipients. (C, P)

12. The responsibility for monitoring recipient activities is
properly fixed. (C, P)
13. Grant and subgrant activity is monitored from a central
ized location. (E, C, R)
14. Grant and subgrant payments are disbursed only on the
basis of approved applications. (E, C, V)
15. Funds are disbursed to recipients only on an as needed
basis. (C, P)
___________
16. Procedures exist to monitor recipient compliance with
grant terms. (C, P)
4 This section need not be completed if the auditor is conducting an audit in accordance with the provisions of OMB Circular A-133,
Audits of States, Local Governments, and Non-Profit Organizations, concurrently with the financial statement audit, and the scope of that
A-133 audit is sufficient to provide reasonable assurance concerning the entity's compliance with grant requirements that have a direct
and material effect on financial statement amounts. See instead AAM section 12,040.

AICPA Audit and Accounting Manual

AAM §12,030.29

12,100-48

State and Local Governments

50

Personnel

N/A

No

10-01

Yes

17. Recipients are subject to periodic and timely audits. (E, C,
R, V, P)
18. Recipients are required to correct previously detected
deficiencies before a grant or subgrant is extended or
renewed. (E, R, P)
19. Recipients are required to file statements of compliance
with entitlement conditions and a responsible official
reviews them. (C, P)

20. Audited financial statements and other reports from
recipients are reviewed on a timely basis and unusual
items are investigated. (E, C, R, V, P)
21. Audits of contractors cover compliance with regulations
(such as the Equal Employment Opportunity and DavisBacon Acts) and contract terms, in addition to costs.
(E, C, R, V, P)
22. Controls exist to recognize grant receivables, revenues,
expenditures/expenses, and payables in the proper pe
riod in conformity with generally accepted accounting
principles based on the underlying exchange, the receipt
of the resources, the entity's enforceable legal claim to
the amounts, time requirements, and resource "avail
ability," as appropriate. (P)

End User Computing in the Purchasing Cycle
.30 End user computing occurs when the user is responsible for developing and executing a computer
application that generates the information used by that same person. For example, an accounting clerk
prepares a spreadsheet that calculates the difference between lease expenditures and cash disbursements for
leases, and that difference is the source of a journal entry.
.31 Computer Applications Form—Governmental Units [AAM section 12,020] was used to document your
understanding of computer applications operated by the entity's data processing department. In this section
of the Financial Reporting Information Systems and Controls Form, you may document your understanding
of how end user computing is used in the purchasing cycle to process significant accounting information
outside of the data processing department.

.32 You should obtain an understanding of any spreadsheet application, database, or separate computer
system that has been developed by end users to—
• Process significant accounting information outside of the data processing department-operated
accounting application. For example, a database calculates the cash disbursement for lease payments
based on the provisions of the lease agreement.

• Make significant accounting decisions. For example, a spreadsheet calculates the journal entry to be
made for lease expenditures based on generally accepted accounting principles.

• Accumulate footnote information. For example, a database of lease obligations provides information
for note disclosure.
.

33

In the space provided below, describe how end user computing is used in the purchasing cycle. Describe—

• The person or department who performs the computing.
• A general description of the application and its type (for example, spreadsheet).
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•

The source of the information used in the application.

•

How the results of the application are used in further processing or decision making.

12,100-49

Procedures and Controls Over End User Computing
. 34 Answer the following questions relating to procedures and controls over end user computing related
to the purchasing cycle.
Personnel

N/A

No

Yes

Purchasing Cycle
1.

End user applications listed in paragraph .33 of this form
have been adequately tested before use.

2.

The application has an appropriate level of built-in con
trols, such as edit checks, range tests, or reasonableness
checks.
___________

3.

Access controls limit access to the end user application.

4.

A mechanism exists to prevent or detect the use of
incorrect versions of data files.

5.

The output of the end user applications is reviewed for
accuracy or reconciled to the source information.

Information Processed by Outside Computer Service Organizations
.35 Computer Applications Form—Governmental Units [AAM section 12,020] was used to document your
understanding of the entity's use of an outside computer service organization to process entity-wide
accounting information such as the general ledger. In this section you will document your understanding of
how the entity uses an outside computer service organization to process information relating specifically to
the purchasing cycle.
.36 In the space below, describe the purchasing cycle information processed by the outside computer
service bureau. Discuss—

•

The general nature of the application.

•

The source documents used by the service organization.

•

The reports or other accounting documents produced by the service organization.
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• The nature of the service organization's responsibilities. Do they merely record entity transactions
and process related data, or do they have the ability to initiate transactions on their own?
• Controls maintained by the entity to prevent or detect material misstatement in the input or output.

20_

20_

20_

20_

Prepared or updated by:
Reviewed by:

Cash and Investments5
. 37 This form may be used on any audit engagement of a governmental entity when cash and investment
balances or transactions are significant.
. 38 The purpose of this form is to document your understanding of controls for significant classes of
transactions. Your knowledge of cash and investments should be sufficient for you to understand—
• How the entity ensures compliance with legal and contractual requirements over cash and invest
ment transactions.
• How cash accounts are managed and reconciled.
• How investment decisions are authorized and initiated.
• How investment transactions are processed by the accounting system.
• The accounting records and supporting documents involved in the processing and reporting of
investments.

• The processes used to prepare financial statement disclosures and presentations relating to cash and
investments.

Interpreting Results
. 39 This form documents your understanding of how internal control over cash and investments is
designed and whether it has been placed in operation. It should help you in planning a primarily substantive
approach. In entities where a significant amount of information is transmitted, processed, maintained, or
accessed electronically, just gaining an understanding of internal control may not be enough (even in a
primarily substantive approach). This is especially the case when evidence of an entity's initiation, recording,
or processing of financial data exists only in electronic form. Because the competence of electronic evidence
5 SAS No. 92, Auditing Derivative Instruments, Hedging Activities, and Investments in Securities (AU section 332), provides guidance in
planning and performing auditing procedures for assertions about those items. SAS No. 92 explains that the auditor may need special
skill or knowledge to plan and perform auditing procedures for certain assertions about derivatives and securities. It also provides
guidance on obtaining an understanding of internal control, assessing inherent and control risk, and designing substantive procedures.
The AICPA Audit Guide Auditing Derivative Instruments, Hedging Activities, and Investments in Securities (product number 012520), is an
essential companion guide to SAS No. 92. The guide provides practical guidance and case studies for implementing SAS No. 92.To
order the guide call the AICPA Order Department at 888-777-7077.
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usually depends on the effectiveness of internal control over its validity and completeness, an auditor may
have to test the internal control surrounding that evidence to gather evidence to support an assessed level
of control risk below the maximum for affected financial statement assertions. In situations where the auditor
decides to rely on internal control and assess control risk below the maximum for certain assertions (including
instances where the preponderance of electronic evidence necessitates it), tests of controls will need to be
designed and then specific controls will need to be tested to determine the effectiveness of their design and
operation. If you plan a lower control risk assessment for certain assertions relating to cash and investments,
the following checklist uses the following coding to identify parenthetically after the control the financial
statement assertions to which that control applies:
E = Existence or occurrence

C = Completeness

R = Rights and obligations

V = Valuation or allocation
P = Presentation and disclosure

.40 The processes, documents, and controls listed on this questionnaire are typical for governmental
entities but are by no means all-inclusive. The preponderance of "No" or "N/A" responses may indicate that
the entity uses other processes, documents, or controls in their information and communication systems.
You should consider supplementing this questionnaire with a memo or flowchart to document significant
features of the entity's system that are not covered by this questionnaire. See AAM section 4500 for example
flowcharting techniques.
.41
Personnel

I.

II.

N/A

No

Yes

Cash and Investments
1.

Controls exist to ensure that cash and investment trans
actions are recorded on a timely basis. (E, C, R, V)

2.

Procedures exist for reconciling detailed cash and invest
ment accounting records with the general ledger. (E,C,R,V)

3.

Individuals with access to cash accounts and invest
ments are bonded. (C, R, V)

4.

There is adequate control over the allocation among
funds of pooled cash and investments. (R, P)

________________

Cash
1.

Bank accounts are properly authorized. (C)

2.

Depositories are periodically reviewed and formally
reauthorized. (C)

3.

Procedures exist to review bank balances for appropriate
insurance and collateral on a periodic basis. (R, P)

4.

Procedures exist for authorizing and recording inter
bank transfers and for providing for proper accounting
for those transactions. (E, C, R, V, P)

5.

Responsibilities for preparing and approving bank ac
count reconciliations are segregated from those for other
cash receipt or disbursement functions. (E, C, V)

6.

Bank statements and paid warrants or checks are deliv
ered in unopened envelopes directly to the employee
preparing the reconciliation. (E, C, V)
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7.

N/A

No
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Yes

Procedures exist for steps essential to an effective bank
statement reconciliation, particularly—
a.

Comparison of warrants or checks in appropriate
detail with disbursement records. (C, V)

b.

Examination of signature and endorsements, at
least on a test basis. (E, R)

c.

Accounting for numerical sequence of warrants or
checks used. (C)

d.

Comparison of book balances used in reconcili
ations with general ledger accounts. (E, C, V)

e.

Comparison of deposit amounts and dates with
cash receipt entries. (C, V)

f.

Footing of cash books. (C, V)

8.

All reconciliations and investigations of unusual recon
ciling items are reviewed and approved (by signature)
by an official who is not responsible for receipts and
disbursements. (E, C, R, V)

9.

Checks outstanding for a considerable time periodically
are reviewed for propriety. (E)

10. Cancelled checks are subject to appropriate escheat pro
cedures. (R, P)
11. Controls and physical safeguards exist surrounding
petty cash funds. (E, C)

III. Investments
1.

Investment policies are formally established and peri
odically reviewed. (R, P)

2.

Procedures are adequate to ensure that only investments
that are permitted by law are acquired. (R, P)

3.

The entity's investment program is integrated with its
cash management program and expenditure require
ments. (E, C, V)

4.

Authority and responsibility has been established for
investment opportunity evaluation and purchase. (E, V)

5.

Procedures have been established governing the level
and nature of approvals required to purchase or sell
investments. (E, V)

6.

Competitive bids are sought for investment purchases.
(E, V)

7.

Responsibilities for initiating, evaluating, and approv
ing investment transactions are segregated from those
for detail accounting, general ledger, and other related
functions. (E, C, R, V, P)

8.

Responsibilities for initiating investment transactions
are segregated from those for final approvals that com
mit government resources. (E)
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9.

N/A

12,100-53

No

Yes

Adequate physical safeguards and custodial procedures
exist over—
a.

b.

Negotiable and nonnegotiable securities owned. (E,
C,R)
___________

____

____

Legal documents or agreements evidencing owner
ship or other rights. (E, C, R)

10. Dual signatures or authorizations are required to obtain
the release of securities from safekeeping or to obtain
access to the entity's safe deposit box. (E, C, R)
11. Persons with access to securities are authorized by the
governing board. (E, C, R)
12. Custodial responsibilities for securities and other docu
ments evidencing ownership or other rights are assigned
to an official who has no accounting duties. (E, C, R)
13. All securities are registered or held in the name of the
entity. (E, R)
14. Securities are periodically inspected or confirmed with
safekeeping agents. (E, C, R)
15. Periodic comparisons are made between income re
ceived and the amount specified by the terms of the
security or publicly available investment information.
(E,C,V)
___________
16. Responsibilities for monitoring investment fair values
and performance are segregated from those for invest
ment acquisition. (R, V)

17. The performance of the investment portfolio is peri
odically evaluated by persons independent of the invest
ment portfolio management activities. (E, C, R, V)
18. Detailed accounting records are maintained for invest
ments. (E, C, R, V, P)
19. Responsibilities for maintaining detail investment ac
counting records are segregated from those for general
ledger entries. (E, C, R, V, P)

20. Detailed accounting records for investments are peri
odically agreed (or reconciled) to the general ledger
records and that agreement/reconciliation is reviewed
by a person independent of the investment management
and accounting functions. (E, C, R, V, P)
21. Procedures exist to ensure that transactions arising from
investments are properly processed, including income
and amortization entries. (E, C, R, V, P)
22. Controls exist to ensure that investment earnings are
credited to the appropriate fund. (E, C, R, V, P)
23. Appropriate procedures exist to determine the fair value
of investments (including, if deemed necessary, confir
mation of those fair values with a second source). (V)
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24. Controls exist to review investments carried at cost
based measures for other-than-temporary declines and
to appropriately write down the values of those invest
ments. (V)
25. Management periodically reviews the fair values of in
vestments. (V)
26. The entity has an established policy for reporting invest
ments as cash and cash equivalents. (P)

End User Computing for Cash and Investments
.42 End user computing occurs when the user is responsible for developing and executing a computer
application that generates the information used by that same person. For example, an accounting clerk
prepares a spreadsheet that calculates the journal entry to amortize purchased discounts and premiums for
investments that are reported using cost-based measures.
.43 Computer Applications Form—Governmental Units [AAM section 12,020] was used to document your
understanding of computer applications operated by the entity's data processing department. In this section
of the Financial Reporting Information Systems and Controls Form, you may document your understanding
of how end user computing is used for cash and investments to process significant accounting information
outside of the data processing department.

.44 You should obtain an understanding of any spreadsheet application, database, or separate computer
system that has been developed by end users to—
•

Process significant accounting information outside of the data processing department-operated
accounting application. For example, a spreadsheet calculates the daily investment purchases and
sales for a single journal entry into the general ledger.

•

Make significant accounting decisions. For example, a spreadsheet calculates the journal entry to
amortize purchased discounts and premiums for investments that are reported using cost-based
measures.

•

Accumulate footnote information. For example, a database of insurance and collateral on depository
accounts provides information for note disclosure.

. 45 In the space provided below, describe how end user computing is used in the purchasing cycle.
Describe—
•

The person or department who performs the computing.

•

A general description of the application and its type (for example, spreadsheet).

•

The source of the information used in the application.

•

How the results of the application are used in further processing or decision making.
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Procedures and Controls Over End User Computing
.46 Answer the following questions relating to procedures and controls over end user computing related
to cash and investments.
Personnel

N/A

No

Yes

Cash and Investments
1.

End user applications listed in paragraph .45 of this form
have been adequately tested before use.

2.

The application has an appropriate level of built-in con
trols, such as edit checks, range tests, or reasonableness
checks.

3.

Access controls limit access to the end user application.

4.

A mechanism exists to prevent or detect the use of
incorrect versions of data files.

5.

The output of the end user applications is reviewed for
accuracy or reconciled to the source information.

Information Processed by Outside Computer Service Organizations
.47 Computer Applications Form—Governmental Units [AAM section 12,020] was used to document your
understanding of the entity's use of an outside computer service organization to process entity-wide
accounting information such as the general ledger. In this section you will document your understanding of
how the entity uses an outside computer service organization to process information relating specifically to
cash and investments.
.48 In the space below, describe the cash and investments information processed by the outside computer
service bureau. Discuss—

•

The general nature of the application.

•

The source documents used by the service organization.

•

The reports or other accounting documents produced by the service organization.

AICPA Audit and Accounting Manual

AAM §12,030.48

12,100-56

State and Local Governments

50

10-01

•

The nature of the service organization's responsibilities. Do they merely record entity transactions
and process related data, or do they have the ability to initiate transactions on their own?

•

Controls maintained by the entity to prevent or detect material misstatement in the input or output.

20_

20_

20_

20.

Prepared or updated by:

Reviewed by:

Fixed Assets
. 49 This form may be used on any audit engagement of a governmental entity when fixed assets are
significant.

. 50 The purpose of this form is to document your understanding of controls for significant classes of
transactions. Your knowledge of controls over fixed assets should be sufficient for you to understand—
•

How fixed asset transactions are authorized and initiated. (Additional information on the acquisition
of fixed assets is documented in the form for the purchasing cycle—AAM section 12,030.25.)

•

How fixed asset transactions and depreciation is processed by the accounting system.

•

The accounting records and supporting documents involved in the processing and reporting of fixed
assets and depreciation.

•

The process used to prepare significant accounting estimates and disclosures.

Interpreting Results
.51 This form documents your understanding of how internal control over fixed assets is designed and
whether it has been placed in operation. It should help you in planning a primarily substantive approach.
In entities where a significant amount of information is transmitted, processed, maintained, or accessed electroni
cally, just gaining an understanding of internal control may not be enough (even in a primarily substantive
approach). This is especially the case when evidence of an entity's initiation, recording, or processing of financial
data exists only in electronic form. Because the competence of electronic evidence usually depends on the
effectiveness of internal control over its validity and completeness, an auditor may have to test the internal control
surrounding that evidence to gather evidence to support an assessed level of control risk below the maximum
for affected financial statement assertions. In situations where the auditor decides to rely on internal control
and assess control risk below the maximum for certain assertions (including instances where the preponder
ance of electronic evidence necessitates it), tests of controls will need to be designed and then specific controls
will need to be tested to determine the effectiveness of their design and operation. If you plan a lower control

AAM §12,030.49

Copyright © 2001, American Institute of Certified Public Accountants, Inc.

50

Financial Reporting Information Systems and Control Forms—Governmental Units

10-01

12,100’57

risk assessment for certain assertions relating to fixed assets, the following checklist uses the following coding
to identify parenthetically after the control the financial statement assertions to which that control applies:

E = Existence or occurrence
C = Completeness
R = Rights and obligations
V = Valuation or allocation

P = Presentation and disclosure

.52 The processes, documents, and controls listed on this questionnaire are typical for governmental
entities but are by no means all-inclusive. The preponderance of "No" or "N/A" responses may indicate that
the entity uses other processes, documents, or controls in their information and communication systems.
You should consider supplementing this questionnaire with a memo or flowchart to document significant
features of the entity's system that are not covered by this questionnaire. See AAM section 4500 for example
flowcharting techniques.
.53
Personnel

I.

N/A

No

Yes

Fixed Assets
A. Authorization and Initiation
1.

A separate capital budget is prepared. (P)

2.

Written executive or legislative approval is required for
all significant fixed asset projects or acquisitions. (E)

3.

Responsibilities for initiating, evaluating, and approving
capital expenditures, leases, and maintenance or repair
projects are segregated from those for project accounting,
property records, and general ledger functions. (E)

4.

Those individuals authorized to initiate fixed asset
transactions are identified and there is clear definition of
the limits of their authority. (E)

5.

Responsibilities for initiating fixed asset transactions are
segregated from those for final approvals that commit
government resources. (E)

6.

Controls exist to—
a.

Distinguish between capital budget expenditures
and operating budget expenditures. (E, C, P)

b.

Identify operating budget expenditures to be capi
talized as fixed assets. (P)

c.

Distinguish between capital and operating leases. (P)

7.

An adequate number of price quotations are obtained
before placing orders not subject to competitive bid
ding. (V)
___________

8.

Guidelines are established with respect to key considera
tions for fixed asset acquisitions, such as prices to be
paid, acceptable vendors and terms, asset quality stand
ards, and the provisions of grants or bonds that may
finance the expenditures. (E, R, V, P)
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Controls exist ensuring that purchased materials and
services for capital expenditure and repair projects are
subject to the same levels of controls as exist for all other
procurements (for example, receiving, approval, check
ing). (E, C)
___________

10. Controls exist providing for obtaining grantor approval,
if required, for the use of grant funds for fixed asset
acquisitions. (C, P)
11. Grant-funded authorizations are subject to the same
controls as internally funded acquisitions. (E, C, R, V, P)

12.Supplemental authorizations are required, including, if
appropriate, those of the grantor agency, for expendi
tures in excess of originally approved amounts. (E, C, P)

13. If construction contracts are to be awarded, bid and
performance bonds are considered. (E)
14. Predetermined selection criteria exist for awarding con
struction contracts and adequate documentation of the
award process is required. (E)

15. Lease transactions are subject to control procedures
similar to those required for other capital expenditures.
(E, C, R, V, P)

B. Processing and Documentation
1.

The general ledger and detailed fixed assets records are
updated for fixed asset transactions (including the com
pletion of construction projects) on a timely basis. (E, C,
R,V,P)
___________

2.

The accounting distribution is reviewed to ensure
proper allocation of charges to fixed asset and expendi
ture projects. (V, P)

3.

If construction work is performed by contractors, con
trols exist to provide for and maintain control over con
struction projects and progress billings (for example,
requests for progress payments relate to contractors'
efforts and they are formally approved). (E, R, V)

4.

Project cost records are established and maintained for
capital expenditure and repair projects. (E, C, V)

5.

Responsibilities for project accounting and property re
cords are segregated from the general ledger and custo
dial functions. (E, C, R, V, P)

6.

Detailed property records are maintained for all signifi
cant self-constructed, donated, purchased, or leased as
sets. (E, C, R, V, P)
_____

7.

The accountability for each asset is established. (E, C)

8.

Physical safeguards over assets exist. (E, C)

9.

Equipment is properly identified by metal numbered
tags or other means of positive identification. (E)
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N/A

12,100-59
No

Yes

10. Procedures exist to ensure that fixed assets are ade
quately insured. (E, C)
11. Periodic inventories of fixed assets are taken and inven
tory results are compared to the detailed property re
cords. (E, C, R)
12. Responsibilities for the periodic physical inventories of
fixed assets is assigned to responsible officials who have
no custodial or record keeping responsibilities. (E, C, R)

13. Differences between records and physical counts are
investigated, the records adjusted to reflect differences,
and adjustments are reviewed by management. (E, R, V)
14. Controls exist for periodic inventory of documents evi
dencing property rights (for example, deeds, leases, and
the like). (E,C,R)

15. Detailed property records are periodically reconciled
with the general ledger control accounts. (E, C, V)
16. Controls exist to govern depreciation methods and prac
tices. (V)
___________
17. If costs are expected to be charged against federal grants,
depreciation policies or methods of computing allowances
are in compliance with the standards outlined in OMB
circulars or grantor agency regulations or depreciation
charged to grants is adjusted accordingly. (R, V, P)
18. Fully depreciated assets are carried in the accounting re
cords as a means of providing accounting control. (E, C)

C. Dispositions
1.

Controls exist for authorizing, approving, and docu
menting sales or other dispositions of fixed assets. (E)

2.

Controls exist for monitoring the appropriate disposi
tion of property acquired with grant funds. (E, R, P)

3.

The accounting records are adjusted promptly—both
the asset and related allowance for depreciation—when
fixed assets are retired, sold, or transferred. (E, R, V)

End User Computing for Fixed Assets
.54 End user computing occurs when the user is responsible for developing and executing a computer
application that generates the information used by that same person. For example, an accounting clerk
prepares a spreadsheet that calculates depreciation for fixed assets.
.55 Computer Applications Form—Governmental Units [AAM section 12,020] was used to document your
understanding of computer applications operated by the entity's data processing department. In this section
of the Financial Reporting Information Systems and Controls Form, you may document your understanding
of how end user computing is used for fixed assets to process significant accounting information outside of
the data processing department.
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.56 You should obtain an understanding of any spreadsheet application, database, or separate computer
system that has been developed by end users to—
•

Process significant accounting information outside of the data processing department-operated
accounting application. For example, a spreadsheet accumulates the monthly fixed assets purchases
and sales for a single journal entry into the general ledger.

•

Make significant accounting decisions. For example, a spreadsheet calculates the depreciation charge
for fixed assets.

•

Accumulate footnote information. For example, a database of detailed fixed asset records provides
information for disclosure of the major classes of fixed assets.

.57 In the space provided below, describe how end user computing is used for fixed assets. Describe—
•

The person or department who performs the computing.

•

A general description of the application and its type (for example, spreadsheet).

•

The source of the information used in the application.

•

How the results of the application are used in further processing or decision making.

Procedures and Controls Over End User Computing
.58 Answer the following questions relating to procedures and controls over end user computing related
to fixed assets.
Personnel

N/A

No

Yes

Fixed Assets
1.

End user applications listed in paragraph .57 of this form
have been adequately tested before use.

2.

The application has an appropriate level of built-in con
trols, such as edit checks, range tests, or reasonableness
checks.
___________

3.

Access controls limit access to the end user application.
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Personnel

4.

A mechanism exists to prevent or detect the use of
incorrect versions of data files.

5.

The output of the end user applications is reviewed for
accuracy or reconciled to the source information.

N/A

12,100-61

No

Yes

Information Processed by Outside Computer Service Organizations
.59 Computer Applications Form—Governmental Units [AAM section 12,020] was used to document your
understanding of the entity's use of an outside computer service organization to process entity-wide
accounting information such as the general ledger. In this section you will document your understanding of
how the entity uses an outside computer service organization to process information relating specifically to
fixed assets.
.60 In the space below, describe the fixed asset information processed by the outside computer service
bureau. Discuss—

•

The general nature of the application.

•

The source documents used by the service organization.

•

The reports or other accounting documents produced by the service organization.

•

The nature of the service organization's responsibilities. Do they merely record entity transactions
and process related data, or do they have the ability to initiate transactions on their own?

•

Controls maintained by the entity to prevent or detect material misstatement in the input or output.

20—

20_

20_

20.

Prepared or updated by:
Reviewed by:

Payroll Cycle
.61 This form may be used on any audit engagement of a governmental entity when the payroll cycle is
significant. The payroll cycle is usually significant in governmental audit engagements.
.62 The purpose of this form is to document your understanding of controls for significant classes of
transactions. Your knowledge of controls over the payroll cycle should be sufficient for you to understand—

•

How salaries and hourly rates are established.

•

How the time worked by employees is captured by the accounting system.
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•

How payroll and the related withholdings are calculated.

•

The accounting records and supporting documents involved in the processing and reporting of
payroll.

Interpreting Results
.63 This form documents your understanding of how internal control over the payroll cycle is designed
and whether it has been placed in operation. It should help you in planning a primarily substantive approach.
In entities where a significant amount of information is transmitted, processed, maintained, or accessed
electronically, just gaining an understanding of internal control may not be enough (even in a primarily
substantive approach). This is especially the case when evidence of an entity's initiation, recording, or
processing of financial data exists only in electronic form. Because the competence of electronic evidence
usually depends on the effectiveness of internal control over its validity and completeness, an auditor may
have to test the internal control surrounding that evidence to gather evidence to support an assessed level
of control risk below the maximum for affected financial statement assertions. In situations where the auditor
decides to rely on internal control and assess control risk below the maximum for certain assertions (including
instances where the preponderance of electronic evidence necessitates it), tests of controls will need to be
designed and then specific controls will need to be tested to determine the effectiveness of their design and
operation. If you plan a lower control risk assessment for certain assertions relating to the payroll cycle, the
following checklist uses the following coding to identify parenthetically after the control the financial
statement assertions to which that control applies:
E = Existence or occurrence
C = Completeness

R = Rights and obligations
V = Valuation or allocation

P = Presentation and disclosure
.64 The processes, documents, and controls listed on this questionnaire are typical for governmental
entities but are by no means all-inclusive. The preponderance of "No" or "N/A" responses may indicate that
the entity uses other processes, documents, or controls in their information and communication systems.
You should consider supplementing this questionnaire with a memo or flowchart to document significant
features of the entity's system that are not covered by this questionnaire. See AAM section 4500 for example
flowcharting techniques.
.65
Personnel

I.

N/A

No

Yes

Payroll
A. Initiating Payroll Transactions
1.

Wages and salaries are approved by the governing
board as part of the budget process. (E, V)

2.

Bonuses and employee benefits are authorized by the
governing board. (E, V)

3.

All changes in employment (additions and terminations),
salary and wage rates, and payroll deductions are properly
authorized, approved, and documented. (E, C, V)
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Personnel

4.

Notices of additions, separations, and changes in sala
ries, wages, and deductions are promptly reported to the
payroll-processing function. (E, C, V)

5.

Changes to the master payroll file are approved and
documented. (E, V)

6.

Access to the master payroll file is limited to employees
who are authorized to make changes. (E, V)

7.

Wages are at or above the federal minimum wage. (V)

8.

Responsibilities for supervision and timekeeping func
tions are segregated from personnel, payroll processing,
disbursement, and general ledger functions. (E, C)

9.

Records and controls exist for timekeeping and atten
dance. (E, C)

N/A

12,100-63
No

Yes

10. If time cards are used, they are punched only by the
employees to whom they are issued. (E)
11. The time clock is placed in a position where it can be
observed by a supervisor. (E)

12. Hours worked, overtime hours, and other special bene
fits are reviewed and approved by the employee's super
visor. (E, C, V)
13. Appropriate payroll records are maintained for accumu
lated employee benefits (vacation, pension data, and so
forth). (E, C, R)
14. Procedures exist for authorizing, approving, and record
ing vacations, holidays, sick leave, and compensatory
time. (E, C, R, V, P)
15. Terminating employees are interviewed by the person
nel department as a check on departure and as a final
review of any termination settlement. (E, C, V)

B. Processing Payroll
1.

Controls exist over payroll preparation. (E, C, R, V, P)

2.

Responsibilities for the payroll processing function are
segregated from the general ledger function. (E, C, R, V)

3.

Payroll is calculated using authorized pay rates, payroll
deductions, and time records. (E, C, R, V)

4.

There are adequate account coding procedures to ensure
proper classification of employee compensation and
benefit costs in general ledger accounts. (P)

5.

Controls exist to ensure that employee benefit and com
pensation costs do not exceed appropriated or budgeted
amounts. (V, P)

6.

The distribution of costs to general ledger accounts is
balanced with the payroll registers, and reviewed by
someone independent but knowledgeable in this area.
(V, P)
________________________________
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Personnel

7.

Completed payroll registers are reviewed and approved
before disbursements are made. (E, C, R)

8.

Comparisons (reconciliations) of gross pay of current
and prior period payrolls are reviewed for reasonable
ness by a knowledgeable person not otherwise involved
in payroll processing. (E, C, R, V)

9.

The payroll (including an examination of authorization
of changes on reconciliations) is reviewed by an em
ployee not involved in its preparation. (E, C, R, V)

N/A

No

10-01

Yes

10. Payroll advances to officials and employees are prohib
ited or they are subject to appropriate review. (E)
11. Responsibilities for initiating payments under employee
benefit plans are segregated from accounting and gen
eral ledger functions. (E, C, V)

12. Accrued liabilities for unpaid employee compensation
and benefit costs are properly recorded and disclosed.
(E, C, R, V, P)
13. Documents supporting employee benefit payments
(such as accumulated vacation or sick leave) are re
viewed before disbursements are made. (E, C, V)
14. The counter on the check-signing machine is reconciled
with the number of checks issued in each payroll. (E, C)

15. Signature plates and the use of the payroll check-signing
machines are kept under control of the official whose
name appears on the signature plate (or his/her desig
nee). (E)
___________
16. The supply of unused payroll checks is controlled. (E, C)

17. A separate, imprest-basis, payroll bank account is main
tained. (E, C, V)
18. The payroll bank account is reconciled regularly by em
ployees independent of all other payroll transaction
processing activities. (E, C, V)
19. Payroll check endorsements are compared, on a test
basis, with signatures on file by someone independent
of the payroll department. (E)

20. Responsibilities for payroll distribution are segregated
from personnel, timekeeping, and payroll processing
functions. (E)
21. Payroll checks are periodically distributed by the inter
nal auditors to ascertain that employees exist for all
checks prepared. (E)
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N/A

12,100-65
No

Yes

22. Employees are required to provide identification before
being given checks or pay envelopes. (E)

23. Employees are prohibited from accepting another em
ployee's pay. (E)
24. Unclaimed wages are returned to a custodian inde
pendent of the payroll department. (E, P)
25. Employees who distribute checks or pay envelopes
make a report of unclaimed wages directly to the ac
counting department. (E, P)
26. Unclaimed wages are paid at a later date only upon
presentation of appropriate evidence of employment
and those payments are approved by an officer or em
ployee who is not responsible for payroll preparation or
time reporting. (E)
27. W-2 forms are compared to payroll records and mailed
by employees not otherwise involved in the payroll
process. (E, V)

28. Procedures exist for investigating returned W-2s. (E, V)

End User Computing in the Payroll Cycle
.66 End user computing occurs when the user is responsible for developing and executing a computer
application that generates the information used by that same person. For example, a payroll clerk prepares
a spreadsheet that calculates the first payroll for newly hired employees that provides the basis for manual
checks and a journal entry into the accounting system.
.67 Computer Applications Form—Governmental Units [AAM section 12,020] was used to document your
understanding of computer applications operated by the entity's data processing department. In this section
of the Financial Reporting Information Systems and Controls Form, you may document your understanding
of how end user computing is used for the payroll cycle to process significant accounting information outside
of the data processing department.

.68 You should obtain an understanding of any spreadsheet application, database, or separate computer
system that has been developed by end users to—
•

Process significant accounting information outside of the data processing department-operated
accounting application. For example, a spreadsheet accumulates time card information for batch
processing.

• Make significant accounting decisions. For example, a spreadsheet calculates the compensated
absences liability.

•

Accumulate footnote information.

.69 In the space provided below, describe how end user computing is used in the payroll cycle.
Describe—
•

The person or department who performs the computing.

•

A general description of the application and its type (for example, spreadsheet).
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The source of the information used in the application.

•

How the results of the application are used in further processing or decision making.
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Procedures and Controls Over End User Computing
.70 Answer the following questions relating to procedures and controls over end user computing related
to the payroll cycle.
Personnel

N/A

No

Yes

Payroll Cycle
1.

End user applications listed in paragraph .69 of this form
have been adequately tested before use.

2.

The application has an appropriate level of built-in con
trols, such as edit checks, range tests, or reasonableness
checks.
___________

3.

Access controls limit access to the end user application.

4.

A mechanism exists to prevent or detect the use of
incorrect versions of data files.

5.

The output of the end user applications is reviewed for
accuracy or reconciled to the source information.

Information Processed by Outside Computer Service Organizations
.71 Computer Applications Form—Governmental Units [AAM section 12,020] was used to document your
understanding of the entity's use of an outside computer service organization to process entity-wide
accounting information such as the general ledger. In this section you will document your understanding of
how the entity uses an outside computer service organization to process information relating specifically to
the payroll cycle.
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.72 In the space below, describe the fixed asset information processed by the outside computer service
bureau. Discuss—
•

The general nature of the application.

•

The source documents used by the service organization.

•

The reports or other accounting documents produced by the service organization.

•

The nature of the service organization's responsibilities. Do they merely record entity transactions
and process related data, or do they have the ability to initiate transactions on their own?

•

Controls maintained by the entity to prevent or detect material misstatement in the input or output.

20_

20_

20

20

Prepared or updated by:
Reviewed by:

[The next page is 12,100-101.]
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AAM Section 12,040
Internal Control Checklist—Federal
Awards (OMB Circular A-133
Single Audits)
.01 Office of Management and Budget (OMB) Circular A-133, Audits of States, Local Governments, and
Non-Profit Organizations, requires the auditee to maintain internal control over federal programs that
provides reasonable assurance that it is managing its federal awards in compliance with laws, regulations,
and the provisions of contracts or grant agreements that could have a material effect on each of its federal
programs.

.02 Circular A-133 also requires the auditor—in addition to the requirements of generally accepted
auditing standards and Government Auditing Standards1 issued by the Comptroller General—to:

•

Perform procedures to obtain an understanding of internal control over compliance for federal
programs that is sufficient to plan the audit to support a low assessed level of control risk for major
programs.

•

Plan the testing of internal control over compliance for major programs to support a low assessed level
of control risk for the assertions relevant to the compliance requirements for each major program.

•

Perform testing of the internal control over compliance as planned unless internal control over some
or all of the compliance requirements for a major program are likely to be ineffective in preventing
or detecting noncompliance. (However, if such internal control is likely to be ineffective, Circular
A-133 requires the auditor to report a reportable condition [including whether any such condition is
a material weakness], assess the related control risk at the maximum, and consider whether additional
compliance tests are required because of ineffective internal control.)

. 03 The auditor has no responsibility under Circular A-133 to obtain an understanding of internal control
over compliance for programs that are not considered major, or to plan or perform any testing of internal
control over compliance for those programs except for (a) any procedures the auditor may choose to perform
as part of the risk assessment process in determining major programs and (b) follow-up on prior-year
findings. However, a program that is not considered major could still be material to the financial statements.
In that situation, in conjunction with the financial statement audit, the auditor may need to obtain an
understanding of the internal control over financial reporting that is relevant to the program.

. 04 Following are examples of characteristics of internal control that could reasonably assure compliance
with federal laws, regulations, and program compliance requirements that are common to the fourteen types of
compliance requirements identified in the March 2001 OMB Compliance Supplement. Internal control objectives
and examples of characteristics specific to each of those fourteen types of compliance requirements are in
paragraph .05. Answers that fall toward the right side of this checklist (" Strongly Agree" or "Somewhat Agree")
indicate areas of strength in the entity's internal control. Answers that fall toward the left side of this checklist
("Strongly Disagree" or "Somewhat Disagree") indicate areas of weakness in the entity's internal control.

1 For the requirements of Government Auditing Standards issued by the Comptroller General of the United States, see AAM section
12,350, Government Auditing Standards Requirements, chapters 4 and 5 of the AICPA Audit and Accounting Guide Audits of State and Local
Governmental Units (With Conforming Changes as of May 1, 2001), and AICPA Statement of Position 98-3, Audits of States, Local
Governments, and Not-for-Profit Organizations Receiving Federal Awards (AUD section 11,320).
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Somewhat
Disagree

Some
what
Agree

10-01

Strongly
Agree

Control Environment

1.

The entity has a sense of conducting
operations ethically, as evidenced
by a code of conduct or other verbal
or written directive.

2.

The governing Board has established
an Audit Committee or equivalent
that is responsible for engaging the
auditor, receiving all reports and
communications from the auditor,
and ensuring that audit findings and
recommendations are adequately
addressed.

3.

Management has responded posi
tively to prior questioned costs and
control recommendations.

4.

Management has respect for and
adheres to program compliance
requirements.

5.

Key managers' responsibilities are
clearly defined.

6.

Key managers have adequate
knowledge and experience to dis
charge their responsibilities.

7.

Staff is knowledgeable about com
pliance requirements and are given
responsibility to communicate all
instances of noncompliance to
management.

8.

Management's commitment to
competence ensures that staff re
ceives adequate training to perform
their duties.

9.

Management supports adequate
information and reporting systems.

Risk Assessment
1.

Program managers and staff un
derstand and have identified key
compliance objectives.

2.

The entity's organizational struc
ture helps to identify risks of noncompliance—

a.

Key managers have been given
responsibility to identify and
communicate changes in pro
gram objectives and procedures.
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9-00

No
Opinion

3.

C.

b.

Employees who require close su
pervision (such as, those who are
inexperienced) are identified.

c.

Management has identified
and assessed complex opera
tions, programs, or projects.

d.

Management is aware of re
sults of monitoring, audits, and
reviews and considers related
risk of noncompliance.

Strongly
Disagree

Some
what
Disagree

Some
what
Agree

12,100-103
Strongly
Agree

Management has established a proc
ess to implement changes in pro
gram objectives and procedures.

Control Activities

1.

Operating policies and procedures
are clearly written and communi
cated.

2.

The entity has procedures in place to
implement changes in laws, regula
tions, guidance, and funding agree
ments affecting federal awards.

3.

Management has a prohibition
against intervention or overriding
established controls.

4.

There is adequate segregation of du
ties provided between performance,
review, and recordkeeping of tasks.

5.

Computer and program controls
include—
a.

Data entry controls, such as,
edit checks.

b.

Exception reporting.

c.

Access controls.

d.

Reviews of input and output
data.

e.

Computer general controls and
security controls.

6.

Supervision of employees is commen
surate with their level of competence.

7.

Personnel have adequate knowl
edge and experience to discharge
their responsibilities.

8.

Equipment, inventories, cash, and
other assets are physically secured
and periodically counted and com
pared to recorded amounts.
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Some
what
Disagree

Some
what
Agree

9-00

Strongly
Agree

The governing Board conducts regu
lar meetings, for which written docu
mentation is maintained, where
financial information is reviewed
and the results of program activities
and accomplishments are discussed.

D. Information and Communication
1.

The accounting system provides
for separate identification of fed
eral and non-federal transactions
and the allocation of transactions
applicable to both.

2.

Adequate source documentation ex
ists to support amounts and items
reported.

3.

The entity has established a record
keeping system to ensure that ac
counting records and documentation
are retained for the time period re
quired by applicable requirements.

4.

Reports are provided to managers
on a timely basis for review and
appropriate action.

5.

Accurate information is accessible
to those who need it.

6.

There are reconciliations and reviews
to ensure the accuracy of reports.

7.

There are established internal and
external communication channels,
such as—
a.

Staff meetings.

b.

Bulletin boards.

c.

Memos, circulation files, e-mail.

d.

Surveys, suggestion box.

8.

Employees' duties and control re
sponsibilities are effectively com
municated.

9.

The entity has established channels
of communication for people to re
port suspected improprieties.

10. Actions are taken as a result of com
munications received.
11. The entity has established channels
of communication with its subre
cipients.
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E.

Strongly
Disagree

Somewhat
Disagree

Somewhat
Agree

Strongly
Agree

Monitoring
1.

Ongoing monitoring is built-in
through the use of independent rec
onciliations, staff meeting feed back,
rotating staff, supervisory review,
and management review of reports.

2. Periodic site visits are performed at
decentralized locations (including
subrecipients) and checks are per
formed to determine whether proce
dures are being followed as intended.

3. The entity follows up on irregulari
ties and deficiencies to determine
the cause.
4. Internal quality control reviews are
performed.
5. Management meets with program
monitors, auditors, and reviewers
to evaluate the condition of the pro
gram and controls.

6.

Internal audit routinely tests for com
pliance with federal requirements.

7.

The governing Board reviews the
results of all monitoring or audit
reports and periodically assesses
the adequacy of corrective action.

.05
A. Activities Allowed or Unallowed and B. Allowable Costs/Cost Principles
1.

2.

Control objectives—To provide reasonable assurance that federal awards are expended only for
allowable activities and that the costs of goods and services charged to federal awards are allowable
and in accordance with the applicable cost principles.
Control Environment—
a.

Management sets reasonable
budgets for federal and non-fed
eral programs so that no incentive
exists to miscode expenditures.

b.

Management enforces appro
priate penalties for misappro
priation or misuse of funds.

c.

There is organization-wide
awareness of the need for sepa
rate identification of allowable
federal costs.

d.

Management provides personnel
who approve and pre-audit ex
penditures with a list of allowable
and unallowable expenditures.
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3.

4.

5.

Strongly
Disagree
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Some
what
Disagree

Some
what
Agree

9-00

Strongly
Agree

Risk Assessment—

a.

There is a process for assessing
risks resulting from changes to
cost accounting systems.

b.

A key manager has a sufficient
understanding of staff, processes,
and controls to identify where
unallowable activities or costs
could be charged to a federal pro
gram and not be detected.

Control Activities—

a.

Accountability is provided for
charges and costs between fed
eral and non-federal activities.

b.

There is a process in place for
timely updating of procedures
for changes in activities al
lowed and cost principles.

c.

Computations are checked for
accuracy.

d.

Supporting documentation is
compared to list of allowable
and unallowable expenditures.

e.

Adjustments to unallowable
costs are made where appro
priate and follow-up action is
taken to determine the cause.

f.

There is adequate segregation
of duties in review and authori
zation of costs.

g.

Accountability for authorization
is fixed in an individual who is
knowledgeable of the require
ments for determining activities
allowed and allowable costs.

Information and Communication—
a.

Reports, such as a comparison of
budget to actual, are provided to
appropriate management on a
timely basis for review.

b.

The entity has established in
ternal and external communi
cation channels on activities
and costs allowed.

c.

Training programs, both formal
and informal, provide knowl
edge and skills necessary to deter
mine activities and costs allowed.
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d.

There is interaction between
management and staff regard
ing questionable costs.

e.

Grant agreements (including
program laws, regulations,
handbooks, and so forth) and
cost principles circulars are
available to the staff responsi
ble for determining activities
allowed and allowable costs
under federal awards.

Strongly
Disagree

Somewhat
Disagree

Somewhat
Agree

12,100-107
Strongly
Agree

Monitoring—

C.

a.

Management reviews support
ing documentation of allowable
cost information.

b.

There is flow of information
from federal agency to appro
priate management personnel.

c.

Budget to actual comparisons
of allowable costs are made.

d.

Analytic reviews (such as,
comparison of budget to actual
or prior year to current year)
and audits are performed.

Cash Management
1. Control objectives—To provide reasonable assurance that the draw down of federal cash is only for
immediate needs, an entity that is a state complies with applicable Treasury agreements, and
recipients limit payments to subrecipients to immediate cash needs.
2. Control Environment—

a.

There are appropriate assign
ments of responsibility for ap
proving cash draw downs and
payments to subrecipients.

b.

Budgets for draw downs are
consistent with realistic cash
needs.
_______

_______

_______

_______

_______

3. Risk Assessment—

a.

Mechanisms exist to anticipate,
identify, and react to routine
events that affect cash needs.

b.

The entity routinely assesses
the adequacy of subrecipient
cash needs.

c.

Management has identified
programs that receive cash ad
vances and is aware of cash
management requirements.

AICPA Audit and Accounting Manual
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4.

Some
what
Disagree

Some
what
Agree

4-99

Strongly
Agree

Control Activities—

a.

Cash flow statements by pro
gram are prepared to deter
mine essential cash flow needs.

b.

The accounting system is capa
ble of scheduling payments for
accounts payable and requests
for funds from Treasury to
avoid a time lapse between
draw down of funds and actual
disbursements of funds.

c.

There is an appropriate level of
supervisory review of cash
management activities.

d.

The entity has a written policy
that provides—

e.

(1)

Procedures for requesting
cash advances as close as
is administratively possi
ble to actual cash outlays.

(2)

Monitoring of cash man
agement activities.

(3)

Repayment of excess in
terest earnings where re
quired.
_______

For state programs subject to a
Treasury-State agreement, a writ
ten policy exists that includes—

(1)

Programs covered by the
agreement.

(2)

Methods of funding to be
used.
_______

(3)

Method used to calculate
interest.

(4)

5.

Strongly
Disagree

41

_______

Procedures for determin
ing check clearing pat
terns (if applicable for the
funding method).

Information and Communication—

a.

The entity performs variance
reporting of expected versus
actual cash disbursements of
federal awards and draw
downs of federal funds.
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b.

6.

D.

Strongly
Disagree

Some
what
Disagree

Some
what
Agree

12,100-109
Strongly
Agree

There is an established channel
of communication between the
entity and its subrecipients re
garding cash needs.
Monitoring—

a.

There are periodic inde
pendent evaluations (such as
by internal audit or top man
agement) of entity cash man
agement, budget and actual
results, repayment of excess in
terest earnings, and federal
draw down activities.

b.

Subrecipients' requests for fed
eral funds are evaluated for
propriety.

c.

Compliance with TreasuryState agreements is reviewed.

Davis-Bacon Act
1. Control objectives—To provide reasonable assurance that contractors and subcontractors are paid
prevailing wage rates for projects covered by the Davis-Bacon Act.
2. Control Environment—

a.

Management understands and
communicates to staff, contrac
tors, and subcontractors the re
quirements to pay wages in
accordance with the DavisBacon Act.

b.

Management understands its
responsibility for monitoring
compliance.

3. Risk Assessment—
a.

Mechanisms are in place to
identify contractors and sub
contractors that are the most at
risk of not paying the prevail
ing wage rates.

b.

Management has identified
how compliance will be moni
tored and the related risks of
failure to monitor for compli
ance with Davis-Bacon Act.

4. Control Activities—
a.

Contractors are informed in the
procurement documents of the
requirements for prevailing
wage rates.
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b.

Contractors and subcontractors
are required to submit certifica
tions and copies of payrolls that
meet the requirements to pay
prevailing wage rates.

c.

Contractors' and subcontrac
tors' payrolls are monitored for
compliance with prevailing
wage rates.

Strongly
Disagree

41

Somewhat
Disagree

Some
what
Agree

4-99

Strongly
Agree

5. Information and Communication—

a.

Prevailing wage rates are ap
propriately communicated.

b.

Reports provide sufficient in
formation to determine if re
quirements are being met.

c.

Channels are established for
staff, contractors, and workers to
report misclassifications or fail
ure to pay prevailing wages.

6. Monitoring—
a.

E.

Management performs reviews
to ensure that contractors and
subcontractors are being re
quired to pay prevailing wage
rates.
_______

b.

On-site visits are performed to
monitor classifications and
wage rates.

c.

Monitoring reports from con
tractors are compared to inde
pendent checks.

_______

Eligibility
1. Control objectives—To provide reasonable assurance that only eligible individuals and organizations
receive assistance under federal award programs, that subawards are made only to eligible subre
cipients, and that amounts provided to or on behalf of eligibles were calculated in accordance with
program requirements.
2. Control Environment—

a.

Staff size and competence pro
vides for proper eligibility de
terminations.

b.

The entity establishes realistic
caseload / performance targets
for eligibility determinations.
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c.

Strongly
Disagree

Somewhat
Disagree

Some
what
Agree

Strongly
Agree

Lines of authority are clear for
determining eligibility.

3. Risk Assessment—

a.

The entity identifies the risk
that eligibility information pre
pared internally or received
from external sources could be
incorrect.

b.

Conflict-of-interest statements
are maintained for individuals
who determine eligibility.

c.

There is a process for assessing
risks resulting from changes
to eligibility determination
systems.

4. Control Activities—
a.

Written policies provide direc
tion for making and document
ing eligibility determinations.

b.

The entity's procedures to cal
culate eligibility amounts are
consistent with program re
quirements.

c.

Eligibility objectives and pro
cedures are clearly communi
cated to employees.

d.

Authorized signatures (man
ual or electronic) on eligibility
documents are periodically
reviewed.

e.

Access to eligibility records is
limited to appropriate persons.

f.

Manual criteria checklists or
automated process are used in
making eligibility determina
tions.
_______

g.

There is a process for periodic
eligibility redeterminations in
accordance with program re
quirements.

h.

Information used in eligibility
determinations is verified for
accuracy.

i.

There are procedures to ensure
that accurate and complete
data are used to determine eli
gibility requirements.
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Somewhat
Disagree

_______

_______

_______

_______

_______

_______

_______

_______

_______

_______

Strongly
Agree

Information and Communication—

a.

6.

Somewhat
Agree

4-99

Strongly
Disagree

No
Opinion

5.

41

The information system meets
the needs of eligibility decision
makers and program manage
ment.

b.

The processing of eligibility infor
mation is subject to edit checks
and balancing procedures.

c.

Training programs inform em
ployees of eligibility require
ments.

d.

Channels of communication ex
ist for people to report suspected
eligibility improprieties.

e.

Management is receptive to sug
gestions to strengthen the eligi
bility determination process.

f.

Program personnel document
eligibility determinations in ac
cordance with program re
quirements.

Monitoring—

a.

Management performs peri
odic analytical reviews of eligi
bility determinations.

b.

Program quality control proce
dures are performed.

c.

There are periodic audits of de
tailed transactions.

_______________

Equipment and Real Property Management
1.

2.

Control objectives—To provide reasonable assurance that proper records are maintained for equipment
acquired with federal awards, equipment is adequately safeguarded and maintained, disposition or
encumbrance of any equipment or real property is in accordance with federal requirements, and the
federal awarding agency is appropriately compensated for its share of any property sold or converted to
non-federal use.
Control Environment—

a.

Management is committed to
providing proper stewardship
for property acquired with fed
eral awards.

b.

No incentives exist to undervalueassetsattimeofdisposition.

c.

Sufficient accountability exists
to discourage temptation of
misuse of federal assets.
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Strongly
Disagree

Somewhat
Disagree

Some
what
Agree

12,100-113
Strongly
Agree

3. Risk Assessment—
a.

Procedures exist to identify the
risk of misappropriation or im
proper disposition of property
acquired with federal awards.

b.

Management understands re
quirements and operations suf
ficiently to identify potential
areas of noncompliance (such
as, decentralized locations, de
partments with budget con
straints, transfers of assets
between departments).

4. Control Activities—

a.

Accurate records are main
tained on all acquisitions and
dispositions of property ac
quired with federal awards.

b.

Property tags are placed on
equipment.

c.

A physical inventory of equip
ment is periodically taken and
compared to property records.

d.

Property records contain de
scriptions, including serial
number or other identification
number, source, who holds ti
tle, acquisition date and cost,
percentage of federal participa
tion in the cost, location, condi
tion, and disposition data.

e.

Procedures are established to
ensure that the federal award
ing agency is appropriately re
imbursed for dispositions of
property acquired with federal
awards.
_______

f.

_______

Policies and procedures are in
place for responsibilities of re
cordkeeping and authorities
for disposition.

5. Information and Communication—

a.

The accounting system pro
vides for separate identifica
tion of property acquired
wholly or partly with federal
funds and with non-federal
funds.
_______

AICPA Audit and Accounting Manual
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b.

A channel of communication
exists for people to report sus
pected improprieties in the use
or disposition of equipment.

c.

Program managers are pro
vided with applicable require
ments and guidelines.

Strongly
Disagree

41

Some
what
Disagree

Some
what
Agree

4-99

Strongly
Agree

6. Monitoring—

G.

a.

Management reviews the re
sults of periodic inventories
and follows up on inventory
discrepancies.

b.

Management reviews disposi
tions of property to ensure
appropriate valuation and re
imbursement to federal award
ing agencies.

Matching, Level of Effort, Earmarking
1. Control objectives—To provide reasonable assurance that matching, level of effort, and earmarking
requirements are met using only allowable funds or costs that are properly calculated and valued.

2. Control Environment—

a.

There is a commitment from
management to meet match
ing, level of effort, and ear
marking requirements (such
as, adequate budget resources
to meet a specified matching
requirement or maintain a re
quired level of effort).

b.

The budgeting process addresses
and provides adequate resources
to meet matching, level of effort,
or earmarking goals.

c.

An official written policy exists
outlining—

(1)

Responsibilities for deter
mining required amounts
or limits for matching,
level of effort, and ear
marking.

(2)

Methods of valuing match
ing requirements, such as
“in-kind" contributions of
property and services,
and calculations of levels
of effort.
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(3)

Allowable costs that may
be claimed for matching,
level of effort, and ear
marking.

(4)

Methods of accounting for
and documenting amounts
used to calculate amounts
claimed for matching, level
of effort, and earmarking.

Strongly
Disagree

Somewhat
Disagree

Somewhat
Agree

12,100-115
Strongly
Agree

3. Risk Assessment—
a.

The entity identifies areas
where estimated values will be
used for matching, level of ef
fort, and earmarking.

b.

Management has sufficient un
derstanding of the accounting
system to identify potential re
cording problems.

4. Control Activities—
a.

Evidence is obtained (such as a
certification from the donor) or
other procedures are per
formed to identify whether
matching contributions—
(1)

b.

Are from non-federal
sources.

(2)

Involve federal funding,
directly or indirectly.

(3)

Were used for another fed
erally-assisted program.
(Note: Generally, match
ing contributions must be
from a non-federal source
and may not involve fed
eral funding or be used for
another federally-assisted
program.)

_______

_______

_______

_______

There is adequate review of
monthly cost reports and ad
justing entries.

5. Information and Communication—

a.

The entity has an accounting
system capable of—
(1)

Separately accounting for
data used to support match
ing, level of effort, and ear
marking amounts, limits,
or calculations.
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(2)

(3)

Ensuring that expenditures
or expenses, refunds, and
cash receipts or revenues
are properly classified and
recorded only once as to
their effect on matching,
level of effort, and earmark
ing.
-----------

41

Strongly
Disagree

Some
what
Disagree

Some
what
Agree

4-99

Strongly
Agree

-----------

-----------

-----------

-----------

_______

_______

_______

_______

Documenting the value
of "in-kind" contributions
of property or services, in
cluding—

(i) Basis for local labor mar
ket rates for valuing vol
unteer services.
(ii) Payroll records or con
firmation from other
organizations for ser
vices provided by their
employees.
(iii) Quotes, published pri
ces, or independent
appraisals used as the
basis for donated equip
ment, supplies, land,
buildings, or use of
space.
_______
6. Monitoring—

a.

Supervisory reviews of matching,
level of effort, and earmarking ac
tivities are performed to assess the
accuracy and allowability of
transactions and determinations
(such as, at the time reports on
federal awards are prepared).

H. Period of Availability of Federal Funds
1. Control objectives—To provide reasonable assurance that federal funds are used only during the
authorized period of availability.

2. Control Environment—

a.

b.

Management understands and
is committed to complying with
period of availability require
ments.
_______

_______

_______

_______

_______

Entity's operations are such that
it is unlikely there will be federal
funds remaining at the end of the
period of availability.
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3.

Some
what
Disagree

Some
what
Agree

Strongly
Agree

Risk Assessment—

a.

The budgetary process consid
ers period of availability of fed
eral funds as to both obligation
and disbursement.

b.

The entity identifies and com
municates period of availability
cut-off requirements as to both
obligation and disbursement.
Control Activities—

4.

a.

The accounting system pre
vents obligation or expendi
ture of federal funds outside of
the period of availability.

b.

A person knowledgeable of period
of availability of funds require
ment reviews disbursements.

c.

End of grant period cut-offs are
met by such mechanisms as ad
vising program managers of the
impending cut-off dates and re
viewing expenditures just be
fore and after the cut-off date.

d.

The entity cancels unliquidated
commitments at the end of the
period of availability.

5.

6.

Strongly
Disagree

ormation and Communication—
Inf

a.

Period of availability require
ments and expenditure dead
lines are timely communicated
to individuals responsible for
program expenditures, includ
ing through automated notifi
cations of pending deadlines.

b.

Unliquidated balances are pe
riodically reported to appro
priate levels of management
and followed up on.

Monitoring—

a.

The entity periodically reviews
expenditures before and after
the cut-off date to ensure com
pliance with period of avail
ability requirements.

b.

Management reviews reports
showing budget and actual for
the period.
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I.

Strongly
Disagree

41

Somewhat
Disagree

Somewhat
Agree

4-99

Strongly
Agree

Procurement and Suspension and Debarment
1. Control objectives—To provide reasonable assurance that procurement of goods and services are made
in compliance with the provisions of the A-102 Common Rule or OMB Circular A-110, as applicable,
and that no subaward, contract, or agreement for purchases of goods or services is made with any
debarred or suspended party.

2. Control Environment—
a.

Codes of conduct and other
policies regarding acceptable
practice, conflicts-of-interest,
or expected standards of ethi
cal and moral behavior for
making procurements exist
and are implemented.

b.

The entity has a procurement
manual that incorporates fed
eral requirements.

c.

There is an absence of pressure
to meet unrealistic procure
ment performance targets.

d.

Management has a prohibition
against intervention or over
riding established procure
ment controls.

e.

Board or governing body over
sight is required for high dol
lar, lengthy, or other sensitive
procurement contracts.

f.

Key procurement managers
have adequate knowledge and
experience in light of their re
sponsibilities for procurements
for federal awards.

g.

There is a clear assignment of
authority for issuing purchas
ing orders and contracting for
goods and services.

3. Risk Assessment—

a.

There are procedures to iden
tify risks arising from vendor
inadequacy, such as, quality of
goods and services, delivery
schedules, warranty assurances,
and user support.

b.

The entity has established pro
cedures to identify risks arising
from conflicts-of-interest, such
as kickbacks, related party trans
actions, and bribery.
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4.

c.

Management understands the re
quirements for procurement and
suspension and debarment, and,
given the entity's staff, depart
ments, and processes, has identi
fied where noncompliance could
likely occur.

d.

Conflict-of-interest statements
are maintained for individuals
with responsibility for procure
ment of goods or services.

Strongly
Disagree

Some
what
Disagree

Some
what
Agree

Strongly
Agree

Control Activities—

a.

There are job descriptions or
other means of defining tasks
that comprise particular pro
curement jobs.

b.

The entity monitors and docu
ments contractors' performance
with the terms, conditions, and
specifications of the contracts.

c.

The entity segregates duties be
tween employees responsible
for contracting, accounts pay
able, and cash disbursing.

d.

Procurement actions are ap
propriately documented in the
procurement files.

e.

Supervisors review procure
ment and contracting decisions
for compliance with federal
procurement policies.

f.

Procedures are established to
verify that vendors providing
goods and services under the
award have not been sus
pended or debarred by the fed
eral government.

g.

The entity has an official writ
ten policy for procurement and
contracts establishing—

(1)

Contract files that docu
ment significant procure
ment history.

(2)

Methods of procurement
that are authorized, in
cluding selection of con
tract type, contractor
selection or rejection, and
the basis of contract price.
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h.

5.

(3)

Verification that procure
ments provide full and
open competition.

(4)

Requirements for cost or
price analysis, including
for contract modifications.

(5)

Requirements to obtain
and react to suspension and
debarment certifications.

(6)

Other applicable require
ments for procurements
under federal awards.

Strongly
Disagree

41

Some
what
Disagree

Some
what
Agree

4-99

Strongly
Agree

The entity has an official writ
ten policy for suspensions and
debarments that—

(1)

Contains or references the
federal requirements.

(2)

Prohibits the award of a
subaward, covered con
tract, or any other covered
agreement for program ad
ministration, goods, serv
ices, or any other program
purpose with any sus
pended or debarred party.

(3)

Requires staff to obtain
certifications from entities
receiving subawards (con
tract and subcontract) over
$100,000 certifying that the
recipient organization and
its principals are not sus
pended or debarred.

Information and Communication—

a.

The entity has a system in place
to assure that procurement
documentation is retained for
the time period required by the
A-102 Common Rule, OMB
Circular A-110, award agree
ments, contracts, and program
regulations and that such
documentation includes—

(1)

The basis for contractor
selection.

(2)

Justification for lack of com
petition when competitive
bids or offers are not ob
tained.
_______
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(3)

The basis for award cost or
price.

b.

Employees' procurement du
ties and control responsibilities
are effectively communicated.

c.

Procurement staff are provided
a current List of Parties Excluded
from Federal Procurement or Non
procurement Programs, issued by
the General Services Admini
stration, or have on-line access.

d.

Channels of communication
are provided for people to re
port suspected procurement
and contracting improprieties.

Strongly
Disagree

Some
what
Disagree

Some
what
Agree

____________

____________

12,100-121

Strongly
Agree

___________

6. Monitoring—

a.

J.

Management periodically con
ducts independent reviews of
procurements and contracting
activities to determine whether
policies and procedures are be
ing followed as intended.

Program Income
1. Control objectives—To provide reasonable assurance that program income is correctly earned, re
corded, and used in accordance with the program requirements.
2. Control Environment—

a.

Management recognizes its
responsibilities for program
income.

b.

Management prohibits inter
vention or overriding controls
over program income.

c.

There are realistic performance
targets for the generation of
program income.

3. Risk Assessment—

a.

Mechanisms are in place to
identify the risk of unrecorded
or mis-coded program income.

b.

Variances between expected
and actual income are analyzed.

4. Control Activities—
a.

Pricing and collection policies
procedures are clearly commu
nicated to personnel responsi
ble for program income.
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5.

b.

Mechanism are in place to ensure
that program income is properly
recorded as earned and depos
ited in the bank as collected.

c.

Policies and procedures pro
vide for correct use of program
income in accordance with fed
eral program requirements.

46

Some
what
Disagree

Some
what
Agree

9-00

Strongly
Agree

Information and Communication—

a.

Information systems identify
program income collections
and usage.

b.

A channel of communication
exists for people to report sus
pected improprieties in the col
lection or use of program income.

6. Monitoring—

a.
b.

K.

There is an internal audit of pro
gram income.

_______________

Management compares program
income to budget and investi
gates significant differences.

Real Property Acquisition and Relocation Assistance
1. Control objectives—To provide reasonable assurance of compliance with the real property acquisition,
appraisal, negotiation, and relocation requirements.

2. Control Environment—

a.

b.

Management is committed to
ensuring compliance with the
Uniform Relocation Assistance
and Real Property Acquisition
Policies Act of 1970, as amended
(URA).
_______

_______

_______

_______

_______

Written policies exist for han
dling relocation assistance and
real property acquisition.

3. Risk Assessment—

a.

The entity identifies the risk that
relocation will not be conducted
in accordance with the URA (for
example, that improper pay
ments will be made to individu
als or businesses that relocate).

4. Control Activities—

a.

Employees handling relocation
assistance and real property ac
quisition have been trained in
the requirements of the URA.
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b.

5.

Some
what
Agree

Strongly
Agree

Employees knowledgeable in the
URA review expenditures per
taining to real property acquisi
tion and relocation assistance.

A system is in place to adequately
document relocation assistance
and real property acquisition.

Monitoring—
a.

L.

Some
what
Disagree

Information and Communication—

a.

6.

Strongly
Disagree

12,100-123

Management monitors reloca
tion assistance and real prop
erty acquisition for compliance
with the URA.

Reporting
1. Control objectives—To provide reasonable assurance that reports of federal awards submitted to the
federal awarding agency or pass-through entity include all activity of the reporting period, are
supported by underlying accounting or performance records, and are fairly presented in accordance
with program requirements.

2. Control Environment—

a.

Persons preparing, reviewing,
and approving the reports pos
sess the required knowledge,
skills, and abilities.

b.

Management's attitude toward
reporting promotes accurate
and fair presentation.

c.

Management appropriately as
signs responsibility and dele
gates authority for reporting
decisions.

3. Risk Management—
a.

Mechanisms exist to identify
risks of faulty reporting caused
by such items as lack of current
knowledge of, inconsistent ap
plication of, or carelessness or
disregard for standards and re
porting requirements of fed
eral awards.

b.

The entity identifies underly
ing source data or analyzes per
formance or special reporting
that may not be reliable.
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4.

41

Strongly
Disagree

Some
what
Disagree

Some
what
Agree

4-99

Strongly
Agree

Control Activities—

a.

A written policy exists that es
tablishes responsibility and
provides the procedures for pe
riodic monitoring, verification,
and reporting of program pro
gress and accomplishments.

b.

There is a tracking system that
reminds staff when reports are
due.
_______

c.

The general ledger or other re
liable records are the basis for
the reports.

d.

Supervisory review of reports
are performed to ensure the ac
curacy and completeness of the
data and information included
in the reports.

e.

The required accounting
method is used (for example,
cash or accrual).

_______

_______

_______

_______

5. Information and Communication—

a.

There is an accounting or infor
mation system that provides
for the reliable processing of fi
nancial and performance infor
mation for federal awards.

6. Monitoring—
a.

Communications from exter
nal parties corroborate infor
mation included in the reports
for federal awards.

b.

The entity periodically com
pares reports to supporting
records.

M. Subrecipient Monitoring
1. Control objectives—To provide reasonable assurance that federal award information and compliance
requirements are identified to subrecipients, subrecipient activities are monitored, subrecipient audit
findings are resolved, and the impact of any subrecipient noncompliance on the pass-through entity
is evaluated. Also, the pass-through entity performs procedures to provide reasonable assurance that
the subrecipient obtained required audits and takes appropriate corrective action on audit findings.

2. Control Environment—

a.

Management establishes a
"tone at the top" indicating its
commitment to monitoring
subrecipients.
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b.

Management is intolerant of
overriding established proce
dures to monitor subrecipients.

c.

The entity's organizational
structure and its ability to pro
vide the necessary information
flow to monitor subrecipients
are adequate.

d.

Sufficient resources are dedicated
to subrecipient monitoring.

e.

The entity has defined the
knowledge, skills, and abilities
needed to accomplish subre
cipient monitoring tasks.

f.

The individuals performing
subrecipient monitoring pos
sess the knowledge, skills, and
abilities required.

g.

Subrecipients demonstrate that—

h.

(1)

They are willing and able
to comply with the re
quirements of the award.

(2)

They have accounting and
internal control systems
adequate to administer
the award.

(3)

Their accounting systems
include the use of applica
ble cost principles.

Strongly
Disagree

Somewhat
Disagree

Somewhat
Agree

Strongly
Agree

Appropriate sanctions are taken
for subrecipient noncompliance.

3. Risk Assessment—
a.

Key managers understand the
subrecipients' environments,
systems, and controls sufficiently
to identify the level and methods
of monitoring required.

b.

Mechanisms exist to identify
risks arising from external
sources affecting subrecipients,
such as risks related to—
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c.

(1)

Economic conditions.

(2)

Political conditions.

(3)

Regulatory changes.

(4)

Unreliable information.

Strongly
Disagree

46

Some
what
Disagree

Some
what
Agree

9-00

Strongly
Agree

Mechanisms exist to identify
and react to changes in subre
cipients, such as—
(1) Financial problems that
could lead to diversion of
grant funds.
(2)

Loss of essential personnel.

(3) Loss of license or accredi
tation to operate program.
(4)

Rapid growth.

(5) New activities, products,
or services.

(6)

Organizational restruc
turing.

_______

4. Control Activities—
a.

The entity provides subrecipi
ents with federal award infor
mation (such as, CFDA title and
number, award name, name of
federal agency, amount of
award) and applicable compli
ance requirements.

b.

The entity includes in its subre
cipient agreements the require
ment to comply with the
compliance requirements ap
plicable to the federal program,
including the audit require
ments of OMB Circular A-133.

c.

The entity monitors the subre
cipients' compliance with audit
requirements using techniques
such as the following—

(1)

The entity determines by
inquiry and discussions
whether subrecipients met
thresholds requiring an
audit under Circular A-133.
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d.

(2)

If an audit is required, the
entity assures that the
subrecipient submits the
report, report package, or
the documents required
by OMB circulars or its
own requirements.

(3)

If a subrecipient was re
quired to obtain an audit
in accordance with Circu
lar A-133 but did not do
so, the entity follows up
with the subrecipient until
the audit is completed and
takes appropriate actions
such as withholding fur
ther funding until the
subrecipient meets the
audit requirements.

Strongly
Disagree

Somewhat
Disagree

Somewhat
Agree

12,100-127
Strongly
Agree

The entity monitors subrecipi
ents' compliance with federal
program requirements by, for
example—
(1)

Issuing timely manage
ment decisions for audit
and monitoring findings
to inform the subrecipient
whether the corrective ac
tion planned is acceptable.

(2)

Maintaining a system to
track and follow up on re
ported deficiencies related
to programs funded by
the entity and to ensure
that timely corrective ac
tion is taken.

(3)

Regularly contacting subre
cipients and making appro
priate inquiries concerning
the federal program.

(4)

Reviewing subrecipient
reports and follows up on
areas of concern.

(5)

Monitoring subrecipient
budgets.

(6)

Performing site visits to
subrecipients to review fi
nancial and programmatic
records and to observe op
erations.
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(7)

e.

Strongly
Disagree

41

Some
what
Disagree

Some
what
Agree

4-99

Strongly
Agree

Offering subrecipients
technical assistance where
needed.

Official written policies exist
requiring or establishing—
(1)

The communication of fed
eral award requirements to
subrecipients.

(2)

The monitoring of subre
cipients.

(3)

Processes and procedures
for monitoring subrecipi
ents.
_______

(4)

A methodology for resolv
ing findings of subrecipient
noncompliance or internal
control weaknesses.

(5)

Subrecipient audits and
their processing, includ
ing appropriate adjust
ment of pass-through
entity's accounts.

5. Information and Communication—

a.

Standard award documents
used by the entity contain—
(1)

A listing of federal re
quirements that the subre
cipient must follow, either
as part of the award docu
ment, attached as an ex
hibit to the document, or
incorporated by reference
to specific criteria.

(2)

The description and pro
gram number for each pro
gram as stated in the CFDA.
If the program funds in
clude pass-through funds
from another recipient, the
pass-through program in
formation also should be
identified.

(3)

A statement signed by an
official of the subrecipient
stating that the subrecipi
ent was informed of, un
derstands, and agrees to
comply with the applicable
compliance requirements.

AAM §12,040.05

Copyright © 1999, American Institute of Certified Public Accountants, Inc.

41

Internal Control Checklist—Federal Awards (OMB Circular A-133 Single Audits)

4-99

No
Opinion

6.

N.

b.

A recordkeeping system is in
place to assure that documen
tation is retained for the time
period required by the federal
agency.

c.

Procedures are in place to pro
vide channels for subrecipients
to communicate concerns to
the entity.

Strongly
Disagree

Some
what
Disagree

Some
what
Agree

12,100-129
Strongly
Agree

Monitoring—
a.

The entity has established a
tracking system to assure
timely submission of required
reporting (such as financial re
ports, performance reports,
and audit reports), on-site
monitoring reviews of subre
cipients, and timely resolution
of audit findings.

b.

Supervisory reviews are per
formed to determine the ade
quacy of subrecipient monitoring.

Special Tests and Provisions
The specific requirement for special tests and provisions are unique to each federal program and are
found in the laws, regulations, and the provisions of contracts or grant agreements pertaining to each
program. Therefore, standardized internal control objectives and examples of characteristics specific
to this type of compliance requirement cannot be provided.

[The next page is 12,101.]
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AAM Section 12,100
Designing the Audit Program
.01 The objective of an audit is to express an opinion on whether financial statements present fairly in
all material respects, an entity's financial position, results of operations, and cash flows in conformity with
generally accepted accounting principles.1,2 This conclusion may be expressed only when the auditor has
formed such an opinion on the basis of an audit performed in accordance with generally accepted auditing
standards. The procedures that the auditor plans to use to gather evidence are outlined in an audit program.

.02 Since the audit program describes the evidence-gathering steps to be used in the audit, it should be
carefully designed. Designing an audit program involves three major considerations:

a.

Deciding what procedures to apply—the nature of audit tests

b.

Deciding when to apply the procedures—the timing of audit tests

c.

Deciding which items to apply the procedures to—the extent of audit tests

.03 Flowchart 1 presents an overview of the structure of the audit process. To design an audit program
that is efficient and effective, the auditor should—
a.

Identify the client's assertions regarding each material component of the financial statements.

b. Consider the risk of material misstatement due to error or fraud, and illegal acts that have a direct
and material effect on the financial statements.3

c.

Establish specific audit objectives relating to the assertions in the financial statements.

d.

Determine the audit procedures to be performed to accomplish the audit objectives.

e.

Determine when to perform the audit procedures.

f.

Determine which items to apply audit procedures to.

.04 The six steps illustrated in flowchart 1 result in a determination of the nature, timing, and extent of
audit tests.
1 The AICPA Audit and Accounting Guide Audits of State and Local Governmental Units (With Conforming Changes as of May 1, 2001),
paragraph 3.12, states that audit scope should be set and materiality evaluations should be applied at the fund type, account group, and
discretely presented component unit column(s) when reporting on the general purpose financial statements (GPFS), or at the individual
fund statement level when reporting on the GPFS and combining and individual fund financial statements in a comprehensive annual
financial report (CAFR). However, that guidance will change in an upcoming revision of the Guide as a result of the issuance of
Governmental Accounting Standards Board (GASB) Statement No. 34, Basic Financial Statements—and Management's Discussion and
Analysis—for State and Local Governments. See the discussion of that GASB Statement in the headnote in AAM section 12,000.
2 This section does not specifically address considerations necessary to design programs for audits conducted in accordance with
Government Auditing Standards issued by the Comptroller General of the United States or Office of Management and Budget (OMB) Circular
A-133, Audits of States, Local Governments, and Non-Profit Organizations (single audits). For such considerations, the auditor is advised to see
AAM section 12,350, Government Auditing Standards Requirements, chapters 4 and 5 of the AICPA Audit and Accounting Guide Audits of State
and Local Governmental Units (With Conforming Changes as of May 1, 2001), AICPA Statement of Position 98-3, Audits of States, Local
Governments, and Not-for-Profit Organizations Receiving Federal Awards (AUD section 11,320), and the AICPA Practice Aid, Auditing Recipients
of Federal Awards: Practical Guidance for Applying OMB Circular A-133, "Audits of States, Local Governments, and Non-Profit Organizations."
3 Auditing Interpretation 1 of SAS No. 47, Audit Risk and Materiality in Conducting an Audit (AU section 9312.01-04), defines a
misstatement as something that causes the financial statements not to be in conformity with generally accepted accounting principles
(GAAP). Misstatements may consist of (1) difference between the amount, classification, or presentation of a reported financial
statement element, account, or item and the amount, classification, or presentation that would have been reported under GAAP, (2) the
omission of a financial statement element, account, or item, (3) a financial statement disclosure that is not presented in accordance with
GAAP, or (4) the omission of information required to be disclosed in accordance with GAAP.
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Flowchart 1
Audit Logic Process
Step

1

Identify client's
assertions
regarding each
material
component of the
financial
statements.

2

Consider the risk
of material
misstatement due
to error, fraud, or
illegal acts.

3

Establish specific
audit objectives
relating to the
assertions in the
financial
statements.

4

Given the audit
objective
determine the
specific audit
procedures to be
performed.

5

Determine when
to perform the
procedure.

(Timing)

6

Determine how
many items the
procedure should
be applied to.
(Extent)
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Financial Statement Assertions
.05 According to SAS No. 31, Evidential Matter, as amended by SAS No. 48 and SAS No. 80 (AU section
326), the independent auditor's work in forming an opinion on financial statements consists of obtaining and
evaluating evidential matter concerning the assertions in such financial statements. These assertions are
embodied in the account balance, transaction class, and disclosure components of financial statements and
are classified according to the following broad categories:
a.

Existence or Occurrence. Reported assets and liabilities actually exist at the balance-sheet date, and
transactions reported in the income statement actually occurred during the period covered.

b.

Completeness. All transactions and accounts that should be included in the financial statements are
included, or there are no undisclosed assets, liabilities, or transactions.

c.

Rights and Obligations. The entity owns and has clear title to assets and liabilities are obligations of
the company.

d. Valuation or Allocation. The assets and liabilities are valued properly, and the revenues and expenses
are measured properly.

e.

Presentation and Disclosure. The assets, liabilities, revenues, and expenses are properly classified,
described, and disclosed in the financial statements.

Developing Audit Objectives
.0 6 A misrepresentation of any of the five financial statement assertions could cause a material misstate
ment in the financial statements. The auditor should consider the risk of material misstatement for each
assertion in the financial statements, and then obtain evidence to support the financial statement assertions
to reduce the risk of material misstatement to an acceptably low level. To determine what type of evidence
to obtain, the auditor develops specific audit objectives related to each assertion.

.0 7 In determining audit objectives, the auditor should evaluate each of the five assertions as they relate to
the specific account balance or class of transactions being examined. For example, if the auditor is attempting to
gather evidence on the assertion of existence of inventory, the auditor's objective would be to gather evidence that
inventory included in the balance sheet physically existed at the date of the balance sheet. An example of the
relationship between financial statement assertions and audit objectives is shown in Figure 1.
Figure 1

Relationship of Assertions and Objectives for Inventory
Financial Statement Assertion

Existence or occurrence
Completeness

Rights and obligations

Valuation or allocation
Presentation and disclosure
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Illustrative Audit Objectives

—Inventories included in the balance sheet physically exist.
—Inventory quantities include all products, materials, and
supplies on hand.
—Inventory quantities include all products, materials, and
supplies owned by the client that are in transit or stored at
outside locations.
—Inventory listings are accurately compiled and the totals
are properly included in the inventory accounts.
—The entity has legal title or similar rights of ownership to
the inventory.
—Inventories are properly stated at cost (except when market
is lower).
—Inventories are properly classified in the balance sheet as
current assets.

AAM §12,100.07

12,104

State and Local Governments

50

10-01

Audit Tests
.08 After the auditor has determined the audit objectives, the method of achieving the objectives should
be selected. Although these methods are referred to by various names such as audit procedures, audit
techniques, and audit tests, they represent the evidence-gathering methods auditors use. The basic require
ment for determining audit procedures, according to SAS No. 31, paragraph 13, as amended (AU section
326.13), is that:
The procedures adopted should be adequate to achieve the auditor's specific objectives and
reduce detection risk to a level acceptable to the auditor. The evidential matter obtained
should be sufficient for the auditor to form conclusions concerning the validity of the
individual assertions embodied in the components of financial statements.

.09 Some audit procedures can satisfy a combination of audit objectives for a given account balance or
class of transactions. For example, the auditor's observation of a physical inventory count can provide
evidence that inventories physically exist and that inventory quantities include all products, materials, and
supplies on hand.

.10 Audit tests or procedures can be classified or categorized in a variety of ways. The most common
classifications are by purpose of the test or by type of test.
Purpose of the Test

.11 According to SAS No. 55, Consideration of Internal Control in a Financial Statement Audit, as amended
by SAS No. 78 and SAS No. 94 (AU section 319), the purpose of performing audit tests are:
a. To evaluate the effectiveness of the design and operation of internal controls. These tests are referred
to as tests of controls.
b. To detect material misstatements in financial statement assertions. These tests are referred to as
substantive tests.

.12 Substantive tests are procedures applied to account balances or classes of transactions to determine
if there are material misstatements in the financial statements. The substantive test that the auditor performs
consists of tests of details of transactions and balances and analytical procedures. In assessing control risk,
the auditor also may use tests of details of transactions as tests of controls. The objective of tests of details of
transactions performed as substantive tests is to detect material misstatements in the financial statements.
The objective of tests of details of transactions as tests of controls is to evaluate whether controls operated
effectively. Although these objectives are different, both may be accomplished concurrently through per
formance of a test of details on the same transaction.
.13 If the control risk is assessed at less than the maximum level, the auditor should obtain sufficient
evidential matter to support that assessed level. The evidential matter that is sufficient to support a specific
assessed level of control risk is a matter of auditor judgment. The type of evidential matter obtained all bear
on the degree of assurance provided. Since the auditor's substantive testing is affected by the quality of the
controls, the auditor is concerned with whether the controls established are designed and operating
effectively. The role of tests of controls is to justify this assertion.
.14 The nature, timing, and extent of substantive tests are generally based on the assessment of inherent
risks, control risk, and other risk assessments made during the planning phase of the engagement. For
example, the higher the assessment of control risk, the more comprehensive the substantive tests should be.
If analytical procedures performed during the planning phase of the engagement suggest that some account
balances are unexpectedly high or low, the auditor may determine that those balances warrant more testing.
Tests' effectiveness can be modified by changing their nature (for example, tests of balances versus analytical
AAM §12,100.08
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procedures), timing (testing as of the balance-sheet date versus an interim date), or extent (testing 100 percent
versus sampling). Similarly, the auditor may be able to change the same factors to make audits more efficient.
While the main objective is to perform an effective audit, if alternative tests are equally effective, the auditor
should choose the most efficient one.

.15 Planning occurs throughout the engagement and as a result the auditor might have to reassess risk
as the engagement unfolds. For example, even if tests of controls indicated that an area had low risk and the
auditor planned substantive tests accordingly, information might come to the auditor's attention during the
audit that requires reassessment of the risk. Such information might include, for example, unexpected
deviations from control procedures, misstatements that the internal controls should have caught, or new
information about transactions or balances.
.16 The most effective and efficient audit strategy for a small entity engagement, without a significant
electronic environment, generally is to assess the control risk at the maximum level (the greatest probability
that a material misstatement that could occur in an assertion will not be prevented or detected on a timely
basis by an entity's internal control). In this case, the auditor will use the knowledge obtained from the
understanding of internal control and the assessed level of control risk in designing substantive tests for
financial statement assertions. In situations where electronic evidence (i.e., information transmitted, proc
essed, maintained, or accessed by electronic means—for example, using a computer, scanner, sensor, or
magnetic media) will be significant in gaining competent evidential matter regarding financial statement
assertions, the ability to rely solely on substantive tests may not be present inasmuch as the competence of
electronic evidence depends on the effectiveness of internal control over its validity and completeness. This
is especially the case when evidence of an entity's initiation, recording, or processing of financial data exists
only in electronic form. In such circumstances, the auditor should perform tests of controls to gather evidence
to support an assessed level of control risk below the maximum for affected assertions. If the auditor
concludes control risk must be assessed at the maximum in such circumstances, or the evidence gathered
through tests of controls and substantive tests is insufficient, the auditor should qualify or disclaim an opinion
because of the resulting scope limitation. (See SAS No. 31, as amended [AU section 326.12-14 and .25].)

Type of Test
17 Auditors perform four types of tests:
a. Analytical procedures
b. Inquiry and observation

c.

Tests of transactions

d. Tests of balances
The relationship of audit tests by purpose to audit tests by type is shown in figure 2.
Matrix of Audit Tests by Purpose and Type__________________________________________ Figure 2

Purpose of Test

Type of
Test

Substantive
Test
Yes
Example A

Test of
Controls

Yes
Example H

Yes
Examples B, C, I

Tests of Transactions

Yes
Example D

Yes
Examples E, F

Tests of Balances

Yes
Examples G, H

No

Analytical
Procedures
Inquiry and
Observation
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Examples:

A—Comparison of this year's expenses with last year's expenses
B—Observation by auditor that cash is deposited daily by a specific clerk
C—Inquiry by auditor about who deposits cash and how often

D—Examination of invoices to support additions (specific transactions) to fixed assets account during year
E—Examine sales invoices to see if initials of credit manager are there to indicate a credit file and credit
approval (Inspection Test)
F—Vouch from sales invoices to credit files to see if customer has a credit file and has been approved for
credit (Reperformance Test)

G—Confirmation of year-end balances in accounts receivable
H—Observation of the existence of a building
I—Extended walk-through of an application

Analytical Procedures
.18 Analytical procedures are tests applied to the total recorded amounts and are based on the existence
of plausible and consistent relationships among financial statement elements or between financial and
nonfinancial amounts. Analytical procedures are used for the following purposes:

a.

To assist the auditor in planning the nature, timing, and extent of other auditing procedures.

b.

As a substantive test to obtain evidential matter about particular assertions related to account
balances or classes of transactions.

c.

As an overall review of the financial information in the final review stage of the audit.

.19 Analytical procedures can be effective:
•

For certain types of assertions (for example, the completeness assertion, which cannot be tested
directly using a test of balances on recorded amounts).

•

When the relationships between amounts are very predictable.

•

When the data used to develop expectations based on the relationship are reliable.

•

When relatively precise expectations can be developed.

.20 Analytical procedures can provide evidence supporting financial statement assertions and, thus, can
be used as substantive tests. Because analytical procedures are often the least expensive tests, they should
be used whenever practical.
.21 SAS No. 56, Analytical Procedures (AU section 329), describes analytical procedures as follows:
Analytical procedures involve comparisons of recorded amounts, or ratios developed from
recorded amounts, to expectations developed by the auditor. The auditor develops such
expectations by identifying and using plausible relationships that are reasonably expected
to exist based on the auditor's understanding of the client and of the industry in which the
client operates. Following are examples of sources of information for developing expectations:
AAM §12,100.18
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a.

Financial information for comparable prior period(s) giving consideration to known
changes.

b.

Anticipated results—for example, budgets, or forecasts including extrapolations from in
terim or annual data.

c.

Relationships among elements of financial information within the period.

d.

Information regarding the industry in which the client operates—for example, cost of funds
information.

e.

Relationships of the financial information with relevant nonfinancial information.

.22 Whenever analytical procedures are applied as substantive tests, the auditor must apply the follow
ing procedures:
a. Consider whether the relationship is plausible and predictable.
b. Consider whether the data used for the comparison is reliable.

c.

Consider whether the account balance tested is consistent with the auditor's expectations. If it is not
consistent, obtain the client's explanation for the variance and get evidence to corroborate the client's
explanation.

.23 SAS No. 56 (AU section 329) also requires that analytical procedures be performed at the planning
and final review stages of the audit.

Inquiry and Observation
.24 Testing of controls that leave no audit trail of documentary evidence is usually tested by inquiry and
observation. Auditors make inquiries of different individuals and conduct observation tests to determine
who performs a particular activity or how or when the activity is done. For example, the auditor may ask
different individuals about who posts to the receivables ledger, the auditor may observe who prepares the
bank reconciliation, or the auditor may observe when cash is deposited in the bank. Typically, inquiry alone
is not sufficient evidence of effective operation of controls.
.25 Inquiry and observation can also be used as substantive tests. For example, an audit procedure such
as an observation of a physical asset to determine that it exists is a substantive test relating to the existence
assertion. Likewise, inquiries regarding subsequent events would be a substantive test because they provide
evidence regarding the adequacy of disclosures in the financial statements.

Tests of Transactions
.26 Tests of transactions consist of the examination of the documents and accounting records involved
in the processing of specific transactions. Such procedures can accomplish both testing of controls and
substantive testing and are sometimes used concurrently.

.27 Tests of controls are accomplished when the auditor examines transaction documentation to deter
mine if controls have been applied as prescribed. Tests of transactions as tests of controls can be classified as
either inspection tests or reperformance tests. If the auditor examines documentation, the tests of controls
are classified as an inspection test. Alternatively, if the auditor repeats controls performed by the client, the
tests of controls are classified as reperformance tests. For example, a control may require employees to match
vendors' invoices with purchase orders and receiving reports and then initial the invoices to indicate that
the procedure was performed. If the auditor tests the control by examining invoices for initials, the test is an
inspection test. If the auditor tests the control by comparing vendors' invoices with purchase orders and
receiving reports, the test is a reperformance test. Reperformance tests may also take the form of simulated
processing, or processing of test data. Regardless of whether the auditor tests by inspection or reperformance,
the test of control is a test of transactions.
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.28 The substantive objective of tests of transactions is accomplished when the auditor examines
transaction documentation to determine if dollar errors exist in a balance. For example, if the auditor
examines documentation supporting individual charges (debits) to an equipment account to determine that
the account balance is fairly stated, the test is classified as a substantive test of transactions.
Tests of Balances

.29 Tests of balances are procedures applied to the individual items that compose an account balance or
class of transactions. The tests involve confirmation, inspection, or observation procedures to provide
evidence about the recorded amount. Tests of balances are substantive tests designed to identify misstate
ments by a direct test of the ending balance rather than by testing the transactions that make up that balance.
.30 Substantive tests of transactions and tests of balances are interrelated in that each class of transactions
affects a related account balance. Since financial statement amounts are the accumulation of transactions, an
auditor may test the transactions that enter the account (that is, the debits and credits), the account balance
itself (that is, the ending balance), or both.

Linking Audit Procedures to Objectives
.31 To design an audit program, the audit should select audit procedures that achieve specific audit
objectives developed from the five broad assertions for each material account balance in the financial
statements.

.32 In selecting audit procedures to achieve the audit objectives developed, an auditor considers the
following, according to SAS No. 31, as amended (AU section 326):
a. The risk of material misstatement of the financial statements including the assessed levels of control
risk.
b.

The expected efficiency and effectiveness of possible audit procedures.

c.

The nature and materiality of the items being tested.

d. The kinds and competence of available evidential matter.

e.

The nature of the audit objective to be achieved.

The Completeness Assertion
.33 SAS No. 31, paragraph 5, as amended (AU section 326.05), discusses the completeness assertion:
Assertions about completeness address whether all transactions and accounts that should
be presented in the financial statements are so included. For example, management asserts
that all purchases of goods and services are recorded and are included in the financial
statements. Similarly, management asserts that notes payable in the balance sheet include
all such obligations of the entity.

.34 Substantive tests that provide assurance regarding the completeness assertion are those that provide
evidence about whether all transactions have been captured by the client's accounting system and are
included in the financial statements.
.35 Gathering evidence about whether all transactions have been recorded is one of the most difficult
audit objectives to achieve. Evidence of completeness can be even more difficult to obtain when a client does
not have good internal control or has only an informal record-keeping system. Because these two charac
teristics often apply to small entities, satisfying the completeness objective can be difficult for the auditor in
a small entity engagement.
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.36 Completeness relates to whether all items have been included in the financial statements. The
completeness assertion is violated if a transaction or account is omitted from the financial statements. If a
transaction is merely recorded in the wrong account, there is no violation of the completeness assertion since
the transaction is still recorded in the financial statements. In such a situation, the accounts are not incorrect
because of a completeness error; rather, they are incorrect because of a classification error. A classification
error is a violation of the presentation and disclosure assertion.
.37 For many accounts, the completeness assertion is the most difficult to test. The difficulty arises
because the auditor must gather evidence about potential unrecorded items. Sources of audit evidence
regarding unrecorded items often are not readily available.
Lack of Evidence

.38 To give an unqualified opinion, the auditor must gather sufficient, competent evidential matter to
reduce the level of audit risk to an appropriately low level. SAS No. 31, paragraph 23, as amended (AU section
326.25), provides the following guidance when the auditor is unable to gather sufficient evidence to be
satisfied regarding the completeness assertion:
To the extent the auditor remains in substantial doubt about any assertion of material
significance, he must refrain from forming an opinion until he has obtained sufficient
competent evidential matter to remove such substantial doubt, or the auditor must express
a qualified opinion or a disclaimer of opinion.

.39 SAS No. 1, section 110, Responsibilities and Functions of the Independent Auditor, as amended by SAS
No. 82 (AU section 110.02), states:
The auditor has a responsibility to plan and perform the audit to obtain reasonable assurance
about whether the financial statements are free of material misstatement, whether caused
by error or fraud. Because of the nature of audit evidence and the characteristics of fraud,
the auditor is able to obtain reasonable, but not absolute, assurance that material misstate
ments are detected. The auditor has no responsibility to plan and perform the audit to obtain
reasonable assurance that misstatements, whether caused by errors or fraud, that are not
material to the financial statements are detected.

.40 SAS No. 31, as amended (AU section 326), requires the auditor to obtain evidence concerning
inclusion in the financial statements of all types of transactions that the auditor has reason to believe has
occurred based on the auditor's knowledge of the client and the industry in which it operates. Utilizing
professional skepticism while performing the audit, the auditor should question transactions that are
peculiar to the client or industry as well as questioning the lack of specific types of transactions.

.41 Practitioners sometimes accept management representations as sufficient audit evidence when
completeness of recorded transactions cannot be substantiated. Management representations are part of
the evidential matter the auditor gathers, but they should not be used as a substitute for the performance
of those procedures considered necessary to form an opinion on the financial statements. An auditor
cannot rely on management representations alone as sufficient audit evidence to substantiate the
completeness of account balances and classes of transactions. Obtaining such representations comple
ments but does not replace other auditing procedures that the auditor should perform. [See Auditing
Interpretation No. 3 of SAS No. 31, "The Auditor's Consideration of the Completeness Assertion" (AU
section 9326.18-.21).] When an auditor is unable to form an opinion, even though representations from
the management have been received, there is a limitation on the scope of the audit that precludes the
auditor from issuing an unqualified opinion (SAS No. 85, Management Representations, paragraph 14 [AU
section 333.14]).
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Controls for Completeness
.42 Controls for completeness are designed (1) to count or otherwise identify transactions executed by
the entity and (2) to provide reasonable assurance that all transactions have been accurately recorded by the
accounting system. For example, completeness controls over purchases can include reconciliation of all
pre-numbered receiving reports that are missing, not recorded, or not otherwise accounted for. Many
auditors prefer to rely on controls gathering evidence of completeness since extensive substantive tests for
completeness may be more difficult to design than those for other SAS No. 31 assertions.
.43 If the auditor desires to assess control risk at less than the maximum level, tests of controls should
be performed to determine that the controls are working as prescribed to make that control risk assessment.
Once the control risk is assessed at less than maximum, the auditor may restrict substantive procedures
designed to obtain evidential matter regarding the completeness assertion. Taken alone, the assessed level
of control risk, ordinarily, is not sufficiently low to eliminate the need to perform any substantive tests. In
addition, small entities often lack segregation of duties, which usually prevents the auditor from assessing
control risk at a low level. As a result, it is necessary to perform substantive tests of the completeness assertion.

Substantive Tests
.44 Many substantive tests are of limited usefulness in detecting errors of omission because they are
usually applied to recorded amounts. Unrecorded transactions are not included in the account balances or
classes of transactions to which the auditor applies substantive tests.
.45 Of all the financial statement assertions, only completeness involves consideration of whether there
are material amounts that are not included in the account balance or class of transactions being tested.
Therefore, substantive tests of the completeness assertion differ somewhat from substantive tests of other
financial statement assertions. The difference is highlighted by the following excerpt from SAS No. 31,
paragraph 11, as amended (AU section 326.11):
In designing substantive tests to achieve an objective related to the assertion of existence or
occurrence, the auditor selects from items contained in a financial statement amount and
searches for relevant evidential matter. On the other hand, in designing procedures to
achieve an objective related to the assertion of completeness, the auditor selects from
evidential matter indicating that an item should be included in the relevant financial
statement amount and investigates whether that item is so included.

.46 Substantive tests can be designed to provide evidential matter to support a conclusion that specific
account balances are not misstated by amounts that would cause the financial statements, taken as a whole,4
to be materially misstated because of unrecorded transactions.

.47 Important sources of evidential matter for completeness include source documents, such as order
logs, shipping and receiving documents, and checks. One common test of completeness involves tracing
amounts from source documents to amounts recorded in the accounting records. For example, the auditor
may vouch selected cash disbursements after the end of the audit period to test the completeness of amounts
recorded as accounts payable at the balance-sheet date. Other substantive procedures that provide evidence
concerning the completeness of financial statement account balances include the following:

a. Sales-and-purchases cutoff procedures that include tracing shipping and receiving documents
processed after the audit period to accounting records for the proper period.
b. Analytical procedures in which the auditor investigates relationships among data that indicate a
financial statement account or balance may be understated. For example, the auditor may obtain
evidence that all interest-bearing debt is recorded by examining the relationship between recorded
4 See footnote 1.
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interest expense and the average balance of interest-bearing debt outstanding for the period.
Disproportionate relationships based on the auditor's knowledge of interest rates should be investi
gated. Other examples include: a comparison of investment income to average investments for the
period to test whether income earned on investments is recorded; the relationship of average pay
times number of employees to payroll expense to substantiate that salaries are recorded; and the
relationship of membership fee revenue to the number of members of an organization.
c.

Confirmations of balances or transactions designed to identify unrecorded amounts, such as accounts
payable confirmations that request the creditor to specify the amount of the client's obligation.

d. Tests of bank reconciliations, including examination of checks clearing the bank after the audit period
to identify cash disbursements processed but not recorded or inappropriately recorded in the
subsequent period.
e.

Reading the minutes of the meetings of the governing board and tracing transactions authorized in
the minutes to amounts recorded in the accounting records.

/.

Overall reconciliations using financial and nonfinancial data, such as "proofs" of cash and sales.

[The next page is 12,201.]
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AAM Section 12,200
Illustrative Audit Programs for State and
Local Governmental Units
Note: The Governmental Accounting Standards Board (GASB) has issued
several pronouncements that will make significant changes in how most state
and local governmental entities account for and report on their transactions
and balances in the future. See the discussion of those pronouncements in the
headnote in AAM section 12,000. These audit programs do not incorporate the
new terminology or the changes in audit objective and procedures that will
result from those pronouncements. Those changes will be incorporated into
these programs when those pronouncements become effective.
The material included in this section relates only to the general purpose
financial statements of state and local governments (that is, not to the
additional requirements of comprehensive annual financial reports) and is
presented for illustrative purposes only. The illustrative audit objectives and
illustrative audit procedures are neither all-inclusive nor are they prescribed
minimums. The illustrative audit procedures are numbered merely to organize
the materials; those numbers are not intended to imply completeness or a
prescribed sequence. The nature, extent, and timing of the auditing procedures
to be applied in a particular engagement are a matter of professional judgment
to be determined by the auditor based on the specific facts and circumstances.
.010

Done
by

I.

Date

W/P
Ref.

Engagement Planning and Administration1

A.

Engagement Planning Procedures
1.

Determine whether a signed engagement letter proposal or con
tract covering the current engagement is on file. Read the letter/
contract for any special provisions.

2.

Determine whether the engagement letter/contract establishes
an understanding with the entity regarding the services to be
performed for the engagement, including that:

a.

The objective of the audit is the expression of an opinion on
the financial statements.

b.

Management is responsible for the entity's financial statements.

1 This program only addresses issues related to an audit of financial statements in accordance with generally accepted auditing standards
(GAAS). It does not address issues related to single audits in accordance with the provisions of OMB Circular A-133, Audits of States, Local
Governments, and Non-Profit Organizations or financial statements audits in accordance with the provisions of Government Auditing Standards
issued by the Comptroller General of the United States (the "Yellow Book"). For single audits, see AAM section 12,200.150. For Yellow Book
audits other than those performed in conjunction with a single audit, see AAM section 12,350, Government Auditing Standards Requirements.
This audit program also does not address compliance audits of state, local, or nongovernmental grants. See the AICPA's Statement of
Position (SOP) 98-3, Audits of States, Local Governments, and Not-for-Profit Organizations Receiving Federal Awards, paragraphs 3.49 through 3.51
(AUD section 11,320-3.49-3.51) for a brief discussion of some of the considerations in auditing such grants.
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c.

Management is responsible for establishing and maintaining
effective internal control over financial reporting.

d.

Management is responsible for identifying and ensuring that
the entity complies with the laws and regulations applicable
to its activities.

e.

Management is responsible for making all financial records
and related information available to the auditor.

f.

At the conclusion of the engagement, management will pro
vide the auditor with a letter that confirms certain repre
sentations made during the audit.

g.

The auditor is responsible for conducting the audit in accord
ance with generally accepted auditing standards, which re
quire that the auditor obtain reasonable rather than absolute
assurance about whether the financial statements are free of
material misstatement, whether caused by error or fraud.
Accordingly, a material misstatement may remain unde
tected. Also, an audit is not designed to detect error or fraud
that is immaterial to the financial statements.

h.

If, for any reason, the auditor is unable to complete the audit
or is unable to form or has not formed an opinion, he or she
may decline to express an opinion or decline to issue a report
as a result of the engagement.

i.

An audit includes obtaining an understanding of internal con
trol sufficient to plan the audit and to determine the nature,
timing, and extent of audit procedures to be performed. An
audit is not designed to provide assurance on internal control
or to identify reportable conditions. However, the auditor is
responsible for ensuring that the audit committee or others with
equivalent authority or responsibility are aware of any report
able conditions that come to his or her attention.

j.

Management is responsible for adjusting the financial state
ments to correct material misstatements and for affirming to
the auditor in the representation letter that the effects of any
uncorrected misstatements aggregated by the auditor dur
ing the current engagement and pertaining to the latest
period presented are immaterial, both individually and in
the aggregate, to the financial statements taken as a whole.2

3.

Review the suggested reference materials in AAM section 12,210
that are relevant to the scope of the engagement.

4.

If this is a new client:
a.

Date

10-01

W/P
Ref.

Perform procedures to determine the integrity of manage
ment, including inquiries of local attorneys, bankers, and
other business leaders as to the entity's standing in the
community and a check of the entity's credit rating.

2 See AAM section 12,100, footnote 1.
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b.

Determine whether the required communications in SAS
No. 84, Communications Between Predecessor and Successor
Auditors [AU section 315], as amended, have been made.

c.

Request the entity to communicate with the predecessor
auditor authorizing that auditor to respond to our inquiries
and to allow our firm to review prior year working papers.

d.

If the predecessor auditor provides an acknowledgment let
ter, determine whether our firm has signed and returned it,
and file a copy in the working papers.

e.

Prepare a list of prior year working papers needed for review
and communicate the list to the predecessor auditor.

f.

Make arrangements for review of prior year working papers.

g.

Document the results of the review of prior year working papers.

5.

Determine whether the decision to accept the engagement (in
case of new client) or to retain the client has been documented.
(See AAM section 11,200.11.)

6.

Determine the type of financial statements to be audited (compre
hensive annual financial report, general purpose financial state
ments, and so forth) and the due dates of the auditor's reports.

7.

Determine the type of audit services to be provided—such as, a
financial statement audit, an audit in accordance with Govern
ment Auditing Standards, an OMB Circular A-133 audit, or a
compliance audit of state, local, or nongovernmental grants.3

8.

Determine whether all applicable independence rules, particu
larly those related to performance of accounting and other
nonaudit services and to component units, have been met for the
firm and the audit team.

9.

Review accounts receivable from the entity to determine whether
any outstanding amounts take on some of the characteristics of
loans and may, therefore, impair the firm's independence.

Date

W/P
Ref.

10. Determine the extent of involvement of other auditors and in
quire about their independence and professional reputation.
Clearly define the responsibilities of each audit firm and which
firm is the primary auditor.
11. Obtain a knowledge of matters affecting the governmental envi
ronment, including

a.

Economic conditions and developments.

b.

Regulatory and legislative conditions and developments.

c.

Changes in technology.

d.

Accounting principles and practices for governmental entities.

3 See footnote 1.
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Date

10-01

W/P
Ref.

12. Obtain an initial, overall understanding of the entity's operations:

a.

Determine the form of government, for example, a legislative
body with an elected administrator (such as a mayor) versus
a legislative body with an appointed manager.

b.

Obtain a copy of the organizational structure, including the
names of all elected officials and the names and experience of top
management. Determine the number of employees by function.

c.

Obtain a list of all related parties.

d.

Inquire of management about its policies relative to the
prevention of illegal acts and assess its identification of laws,
statutes, regulations, and contracts governing the general
operations of the entity.

e.

Determine whether the entity has an audit committee or
other group or individual with oversight responsibility for
financial reporting.

f.

Inquire of management as to factors affecting the continued
functioning of the entity, for example, the presence or ab
sence of taxpayer initiatives that limit the taxing authority's
growth, expenditure growth, or the addition of services.

g.

Determine annually which legally separate entities are to be
included in the financial statements as component units of
the reporting entity as well as how the units are to be pre
sented (discrete or blended).

h.

Determine whether the audit covered by the signed engage
ment letter will satisfy relevant legal, regulatory, and con
tractual requirements.

i.

If audit does not satisfy h. above, communicate this to manage
ment, the audit committee (or other with equivalent authority,
such as the City Council or other elected officials) either in
writing or orally. If orally, document in the working papers.

13. Based on a review of the prior-year reports, financial statements,
and working papers; the permanent file; interim financial state
ments and preliminary financial information for the current year;
and discussions with appropriate entity personnel:
a.

Identify primary sources of revenue (for example, property
taxes, grants, contracts, and service charges).

b.

Identify services provided by the entity.

c.

Identify services provided by separate governmental depart
ments and component units (for example, hospitals, schools)
and their relationship to the entity to be audited.

d.

Determine the number and nature of funds and account groups.

e.

Determine the entity's significant accounting policies and
procedures.

f.

Determine whether any departures from generally accepted
accounting principles were identified in the prior audit that
could lead to report modifications in the current audit.
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14. Review the prior year working papers and the permanent file,
particularly the following:

a.

Internal control questionnaires, memoranda, and related
summary evaluation notes.

—

—

—

b.

Engagement time summary records.

—

—

—

c.

Adjusting and reclassification entries.

—

—

—

d.

Uncorrected financial statement misstatements included in
or with the prior-period representation letter and communi
cated to the audit committee.

—

—

—

Memoranda regarding consultations on accounting and
auditing matters.

—

—

—

f.

Suggestions for the next audit.

—

—

—

g.

The entity's correspondence file.

—

—

e.

15. If the entity has an internal audit department:

a.

Obtain an understanding of the internal audit function suf
ficient to identify those internal audit activities that are rele
vant to planning the audit.

b.

If the internal auditors' work is to be considered in determin
ing the nature, timing and extent of audit procedures, assess
the competence and objectivity of the internal audit function
in light of the intended effect of the internal auditors' work
on the audit. (SAS No. 65 [AU section 322])

16. Obtain copies of minutes of meetings of the governing body and
relevant committees and review for items of significance.

17. Obtain a copy (including all amendments) of the entity's current
budget (for all funds legally budgeted).
18. Obtain all documents and information required for the permanent
file and remove superseded materials for filing in a closed file.
19. Discuss the following (and other appropriate) matters with ap
propriate entity personnel:

a.

Changes in operations, including pending/planned changes.

b.

Debt issued or refunded during the audit period.

c.

Changes in accounting methods or accounting principles
applied.

d.

Changes in key personnel, particularly those who can influ
ence financial reporting.

e.

Principal findings of internal auditors.

f.

Personnel compensation and benefit policies.

g.

Significant accounting or reporting problems.

h.

The various locations at which the entity conducts business
and provides services.

i.

Changes in information technology methods or technology.
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The nature and amount of the entity's related party transac
tions that require disclosure in the financial statements.

____

Significant legal matters and contingencies, including envi
ronmental remediation liabilities.

____

Known violations of legal and contractual provisions.

____

—

—

____

—

—

Disposition of prior year management letter points, report
able conditions, and findings and questioned costs.

____

____

____

Closing information to be prepared, such as closing journal
entries and post-closing trial balance.

____

____

____

p.

Assistance to be provided by entity personnel.

____

—

—

q.

Timing of preliminary audit work, inventory observation,
confirmation procedures, final audit work, and so forth.

____

r.

Adequacy of working space for the audit team.

____

—

—

s.

Access to entity records, including the entity's working hours
and holidays and vacations scheduled by key personnel.

____

____

____

The effect of new accounting and auditing pronouncements
on the entity.

____

____

____

Other matters (prepare list and attach to program).

____

—

—

j.
k.

l.

m. Debt covenants and any known violations of them.
n.

0.

t.
u.

20.

Consider the effect of the entity's information technology sys
tems on the audit.

21.

Obtain from management a listing of the laws and regulations
that have a direct and material effect on the financial statements
for the working papers and obtain an understanding of the
effects of such laws and regulations.

22.

Consider the presence of fraud risk factors in the following
categories:4

23.

9-00

a.

Management characteristics and influence over the control
environment.

b.

Industry conditions.

c.

Operating characteristics and financial stability.

d.

Susceptibility of assets to misappropriation.

e.

Controls over the misappropriation of assets.

Inquire of management about:
a.

Its understanding regarding the risk of fraud in the entity.

b.

The knowledge it may have of fraud that has been perpe
trated on or within the entity.

4 See the AICPA's Practice Aid, Considering Fraud in a Financial Statement Audit: Practical Guidance for Applying SAS No. 82. The Practice
Aid includes industry-specific example risk factors for governmental entities.
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c.

The existence of a program at the entity that includes proac
tive steps to prevent, deter, and detect fraud and whether the
program has identified any fraud risk factors.

Date

W/P
Ref.

___
____

24. Assess the risk of material misstatement due to fraud.

—

—

25. For identified fraud risk factors, develop an appropriate audit
response.

—

—

26. Document in the working papers evidence of the performance of
the assessment of the risk of material misstatement due to fraud.

—

—

27. Obtain an understanding of the entity's controls over financial
reporting and over compliance with laws and regulations suffi
cient to plan the nature, timing, and extent of audit procedures
and tests.

a.

Complete questionnaires or prepare flowcharts and/or nar
rative descriptions relating to the entity's internal control.
Consideration should be given to all five components of
internal control to obtain sufficient knowledge of the control
structure and the design of controls and to determine
whether those controls have been placed in operation.

b.

Assess control risk for financial statement assertions, including
those related to compliance with laws and regulations that have
a direct and material effect on the financial statements.

(1)

For each assertion for which control risk is assessed at
the maximum, record that conclusion in the working
papers.

(2)

In circumstances where electronic evidence is signifi
cant, reconsider the appropriateness of assessing con
trol risk at the maximum and performing only
substantive testing, given the usual dependency of com
petent electronic evidence on effective internal control.
(See SAS No. 80 [AU section 326].)

(3)

For each assertion for which a lowering of control risk
below the maximum is deemed feasible and efficient:

(a)

Identify specific control relevant to specific asser
tions that are likely to prevent or detect material
misstatements in those assertions and that will be
subjected to audit tests.

(b)

Conduct audit tests to determine how the policies
and procedures were applied, the consistency with
which they were applied, and who applied them.
Working papers relating to the tests should de
scribe the policies and procedures tested, test objec
tives, sample selection, test criteria, test results, and
conclusions concerning the effectiveness of the con
trol activity being tested.
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(c)

Date

10-01

W/P
Ref.

Document conclusions in the working papers con
cerning the assessed level of control risk for the

assertion.
28. Obtain preliminary financial information from the entity for the
period under audit.
a.

Compute planning materiality at the appropriate level (fund
type and account group or individual fund).5

b.

Perform analytical procedures to identify unusual or unex
pected transactions, amounts, ratios, or trends that might
have planning ramifications. Compare recorded amounts
with:

c.

(1)

Prior year amounts, adjusted for known changes from
the prior year to the current year.

(2)

Budgeted amounts.

(3)

Other financial and nonfinancial information for which
plausible relationships exist.

Document and explain (if explanations are available) any
unusual or unexpected transactions, amounts, ratios, or
trends noted in the preceding procedure; explain the dispo
sition to be made of such variances and the effect thereof on
the nature, timing, and extent of audit procedures.

29. Consider factors influencing the risk of errors, fraud, or illegal
acts causing financial statements to be materially misstated by
evaluating the following:

a.

The existence of laws, rules, and regulations that may have
a direct and material effect on the financial statements.

b.

Unusual or unexpected transactions, events, amounts, ra
tios, or trends noted as a result of analytical procedures.

c.

The existence of material accounting estimates.

d.

Contentious or difficult accounting issues.

e.

Recent accounting/auditing pronouncements affecting the
client.

f.

The existence of significant difficult-to-audit transactions.

g.

The appearance of an unduly aggressive attitude on the part
of management towards financial reporting.

h.

Management's and elected officials' poor reputation in the
governmental community.

i.

The circumstance that the entity is a new client and sufficient
prior audit information is not available from the predecessor
auditor.

5 See AAM section 12,100, footnote 1.
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j.

The potential for management misrepresentation.

—

—

—

k.

The susceptibility of assets to unauthorized use or disposition.

------

—

—

l.

The ability of the entity to operate within approved budgets
and to issue timely and accurate financial reports.

—

—

—

—

—

—

The dependence of the entity on one or more individuals to
operate key programs or manage the budget or financial
reporting functions.

—

—

—

o.

The effectiveness of the internal audit function.

—

—

p.

Turnover and qualifications of key personnel.

q.

Qualifications in auditors' reports for prior years.

r.

The ability of key subsidiary accounting systems to produce
data needed to support the financial statements.

m. The appropriate segregation of duties and responsibilities.
n.

s.

-------

—

—

—

—

—

—

—

—

Decentralized or centralized records.

Document conclusions in the working papers and their effects on
engagement staffing, extent of supervision, and overall strategy
for the conduct and scope of the audit.
30. Use the information obtained or developed concerning material
ity levels, fraud risk factors, controls over financial reporting and
compliance with laws and regulations and the related assess
ments of control risk, the results of analytical procedures, the
entity's use of electronic information systems, and the evaluation
of other factors affecting audit risk to:
a.

Plan the nature, timing, and extent of substantive tests.

b.

Determine engagement timing, staffing requirements, and
related levels of supervision. (In scheduling engagement
personnel, consider the engagement size and complexity,
personnel knowledge and skills, personnel availability given
the timing of the engagement, special expertise required,
continuity and periodic rotation of personnel, and opportu
nities for on-the-job training.

c.

Determine whether the use of specialists (such as actuaries
or information technology specialists) will be required for
the audit.

d.

Plan the overall strategy for the conduct and scope of audit.

e.

Prepare/revise the audit programs, incorporating consid
erations of financial statement assertions, specific audit ob
jectives, and appropriate audit procedures to achieve the
specific objectives.

31. Prepare an audit planning memorandum for review and ap
proval by the audit partner that includes:
a.

Audit approach.

b.

Use of analytical procedures.
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c.

Documentation of internal control.

d.

Approach used to audit computer generated records.

e.

Use of statistical sampling methods.

f.

Assessment of audit risk and materiality.

g.

Audit programs.

h.

Time budget, estimated completion date, and staffing of
engagement, including responsibilities and supervision.

i.

Use of specialists.

Date

10-01

W/P
Ref.

32. Discuss the audit plan with the engagement personnel. Have
them review the planning memorandum.
33. Schedule timing of work to be done on priority basis, assigning top
priorities to more significant or problem areas of engagement.
34. Prepare a listing of schedules/analyses to be prepared by the
entity (and working paper set-ups, if considered necessary) and
deliver to the entity. Perform the following on all sched
ules/analyses received (these steps can be performed during
substantive testing):

B.

a.

Vouch amounts to the general ledger.

b.

Reperform the footings and crossfootings (test basis may be
appropriate).

c.

Trace opening balances to final balances in the prior year
working papers.

d.

Determine whether the working papers are marked "Pre
pared by Client" or "PBC".

Engagement Administration and Supervision Procedures6
1.

Accumulate all points concerning internal control related mat
ters to be communicated to the entity (SAS No. 60, as amended
by SAS Nos. 78 and 87 [AU section 325]).

a.

Review the listing with the engagement partner and deter
mine which points are to be included in written communi
cations and which points are to be communicated verbally
to the entity.

b.

For those items to be communicated verbally to the entity,
document the communication.

c.

For all other items, prepare the written communication.

2.

Obtain written representations from management (see AAM
section 12,200.140, Step A4).

3.

Determine whether all steps in all audit programs have been
considered and/or completed, and whether any modifications
to the programs resulting from changed conditions have been
properly approved and documented.

6 See also the Financial Reporting Audit Program at AAM section 12,200.140.
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4.

Date

W/P
Ref.

If statistical or nonstatistical sampling was used for substantive
tests of details, determine whether (SAS No. 39, paragraphs 15
through30 [AUsection350.15-.30]):
a.

Consideration was given, in planning the sampling applica
tion, to the relationship of the sample to the audit objective,
preliminary judgments about materiality levels, auditor's
allowable level of risk of incorrect acceptance, and charac
teristics of the population.

b.

The sample was selected in such a way that it could be
expected to be representative of the population.

c.

The misstatement results of the sample were projected to the
items from which the sample was selected.

d.

Consideration was given, in evaluating the sample, to items
for which the planned substantive tests or appropriate alter
nate procedures could not be performed.

e.

Consideration was given, in the aggregate, to projected mis
statement results from all audit sampling applications and to
all known misstatements from nonsampling applications in
evaluating material misstatements in the financial statements.

/.

The documentation of the foregoing considerations was in
accordance with firm policy.

5.

Determine whether all working papers have been headed, in
dexed, cross-referenced, initialed, and dated.

6.

Clear all pending items, and dispose of all follow-up or "TO DO"
sheets and any other similar notations in the files.

7.

Review financial statements and notes and:
a.

Determine the adequacy of evidence gathered in response to
unusual or unexpected balances or transactions identified
during audit planning or audit performance.

b.

Determine the existence of unusual or unexpected balances
or relationships that have not been evaluated.

c.

Determine whether additional evidential matter is necessary
to explain unexpected differences between reported
amounts and expected amounts or relationships.

d.

Investigate and explain any unusual or unexpected balances
or relationships not previously evaluated and document
results in the working papers.

8.

Determine whether working papers include appropriate memo
randa regarding consultations with firm specialists, outside con
sultations, and resolution of differences of opinion, if any, among
firm personnel regarding accounting/auditing matters.

9.

Determine whether differences between the accounting records
and the evidential matter gathered during the application of
audit procedures have been evaluated as to both their quantita
tive and qualitative effects.
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10. Ensure that all work performed has been properly reviewed to
determine whether it was adequately performed and to deter
mine whether the results of the work are consistent with the
conclusions presented in the auditor's report.

11. If audit tests identify significant misstatements in the financial
statements, consider whether such misstatements may be indica
tive of fraud.
12. Consider whether the accumulated results of audit procedures
and other observations affect the assessment of the risk of mate
rial misstatement due to fraud made when planning the audit.

13. In the event that illegal acts were noted, determine that:
a.

An understanding of the nature of the acts was obtained;

b.

The circumstances in which it occurred were evaluated;

c.

The effect of the illegal act on the financial statements was
considered; and

d.

Such other auditing procedures necessary in the circum
stances were performed. (See SAS No. 54, paragraphs .09
through .15 [AU section 317.09-.15].)

14. Determine whether required communications, proper as to form
and content, have been made to disclose fraud and/or illegal acts
noted during the course of the audit.
15. Determine whether the audit work performed indicates that
substantial doubt exists with regard to the entity's ability to
continue as a going concern for a reasonable period of time.

16. If a substantial doubt exists with regard to the entity's ability to
continue as a going concern for a reasonable period of time:

a.

Obtain information about management's plans, assess the
expected effectiveness of the plans, and gather evidence to
evaluate pertinent provisions of those plans and to support
audit conclusions concerning the government's ability or
inability to continue as a going concern.

b.

Evaluate the adequacy of the related financial statement
disclosures.

c.

Consider the effects on the auditors' report.

17. If the entity has an audit committee or has otherwise formally
designated oversight of the financial reporting process to a group
equivalent to an audit committee (such as a finance committee
or budget committee), determine whether the following matters
have been communicated and include documentation to that
effect in the working papers (SAS No. 61, as amended by SAS
No. 89 [AU section 380]):

a.

The auditors' responsibility under generally accepted audit
ing standards.
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b.

Initial selection of and changes in significant accounting
policies or their application.

c.

The process used by management in formulating particu
larly sensitive accounting estimates and the basis for the
auditors' conclusions regarding the reasonableness of those
estimates.

d.

Adjustments arising from the audit that could, in the audi
tor's judgment, either individually or in the aggregate, have
a significant effect on the entity's financial reporting process.

e.

Uncorrected misstatements aggregated by the auditor dur
ing the current engagement and pertaining to the latest
period presented that were determined by management to
be immaterial, both individually and in the aggregate, to the
financial statements taken as a whole.7

f.

The auditor's responsibility for other information in docu
ments containing audited financial statements (such as a
comprehensive annual financial report).

g.

Disagreements with management.

h.

Consultations by management with other accountants about
auditing and accounting matters.

i.

Major issues discussed with management prior to retention.

j.

Difficulties encountered in performing the audit.

k.

If this communication is in writing, determine whether it
includes restricted use language as provided by SAS No. 87.

Date

W/P
Ref.

18. Determine whether all time has been posted to the daily time
control records, and record totals on the engagement time sum
mary. Write explanations for any significant variations between
budgeted and actual time.

This audit program has been completed in accordance with firm policy.
Date

Done by

Reviewed by

7 See AAM section 12,100, footnote 1.

AICPA Audit and Accounting Manual

AAM §12,200.010

12,214

State and Local Governments

50

10-01

The material included in this section relates only to the general purpose
financial statements of state and local governments (that is, not to the
additional requirements of comprehensive annual financial reports) and is
presented for illustrative purposes only. The illustrative audit objectives
and illustrative audit procedures are neither all-inclusive nor are they
prescribed minimums. The illustrative audit procedures are numbered
merely to organize the materials; those numbers are not intended to imply
completeness or a prescribed sequence. The nature, extent, and timing of
the auditing procedures to be applied in a particular engagement are a
matter of professional judgment to be determined by the auditor based on
the specific facts and circumstances.
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W/P
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II. Budget Compliance

Financial Statement Assertions
1.

Existence or occurrence

2.

Completeness

3.

Rights and obligations

4.

Valuation or allocation

5.

Presentation and disclosure

Audit Objectives
A. An annual budget has been adopted for the general fund and, if
required by law, for other funds of the entity. (Assertions 1 and 2)
B.

All amendments to the initially adopted budget have been prop
erly approved. (Assertions 1 and 2)

C. At a minimum, the budgetary amounts shown in the financial
statements (1) include the general fund and all other governmen
tal funds of the primary government for which annual budgets
have been adopted and (2) present the initially adopted budget
and all legally approved amendments thereto at no higher a level
than revenue source and expenditure program or function. (As
sertions 1,2, and 5)
D. The budget has been administered in accordance with laws and
regulations and any excesses of expenditures over appropria
tions in individual funds and material violations of budgetary
laws and regulations have been adequately disclosed in the notes
to the financial statements. (Assertions 2 and 5)

E.

Budgetary amounts shown in the financial statements are shown
on the budgetary basis of accounting and reconciled to the GAAP
basis of accounting, if different. (Assertions 4 and 5)

Note: The letters preceding each of the above audit objectives serve
as identification codes. These codes are presented in the objective
column when the audit step accomplishes the specific objective. If the
letter appears in brackets, that is, [A], [B], and so forth, the audit
procedure only secondarily accomplishes the objective.
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A.

1.

Discuss with management the applicable statutes and ordi
nances governing the legal status of the budget and its applica
bility to the various funds of the governmental entity.

CD

2.

Determine the level of budgetary control—that is, object, depart
ment, program, or fund, and the adequacy of the financial report
ing information system to operate at that level of control.

E

3.

Determine the basis of accounting on which the budget is
prepared.

AB

4.

Consider whether the budgetary process was performed in ac
cordance with statutes and ordinances, including required pub
lic notifications and hearings.

A

5.

Review minutes of meetings of the governing body for approval
of the budget.

B

6.

Determine whether amendments to the adopted budget during
the audit period were approved in accordance with applicable
laws and regulations.

C

7.

Determine that final budgetary amounts include all approved
amendments.

B.

W/P
Ref.

Audit Procedures to Test Budgetary Compliance and Reporting

D

1.

Determine whether the monitoring process for budgetary con
trols leads to amendments to the budget as dictated by changing
circumstances and laws and regulations.

E

2.

Vouch the actual and budget amounts in the entity's budgetary
report to its accounting records on a test basis.

C

Date

Audit Procedures to Test Budgetary Information

[A] [D]

D
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3.

4.

Determine whether the following are disclosed in the notes to the
financial statements:

a.

Any excesses of expenditures over appropriations in indi
vidual funds.

b.

Material violations of budgetary laws and regulations and
actions taken to address those violations.1

Determine whether, at a minimum, the budgetary presentation
in the financial statements (a) includes the general fund and all
other governmental funds of the primary government for which
annual budgets have been adopted and (b) presents the initially
adopted budget and all legally approved amendments thereto at
no higher a level than revenue source and expenditure program
or function.

1 The disclosure of remedial actions is a requirement of GASB Statement No. 38, Certain Financial Statement Note Disclosures, which is
not required to be implemented until the government implements GASB Statement No. 34, Basic Financial Statements—and Manage
ment's Discussion and Analysis—for State and Local Governments. However, earlier implementation is encouraged.
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W/P
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If applicable, review the reconciliation of budgetary basis to
GAAP basis and determine that it has been adequately disclosed
in the financial statements.

Overall Conclusions
1.

In our opinion, we have obtained sufficient and competent evi
dential matter to provide reasonable assurance that:
a.

An annual budget has been adopted for the general fund
and, if required by law, for other funds of the entity.

b.

All amendments to the initially adopted budget have been
properly approved.

c.

Ata minimum, the budgetary amounts shown in the finan
cial statements (1) include the general fund and all other
governmental funds of the primary government for which
annual budgets have been adopted and (2) present the in
itially adopted budget and all legally approved amendments
thereto at no higher a level than revenue source and expen
diture program or function.

d.

The budget has been administered in accordance with laws
and regulations and excesses of expenditures over appro
priations (if any) do not constitute violations of laws and
regulations and have been adequately disclosed in the finan
cial statements, including whether they constitute violations
of laws or regulations.

e.

Budgetary amounts shown in the financial statements are
shown on the budgetary basis of accounting and reconciled
to the GAAP basis of accounting, if different.
Except as follows:

This audit program has been completed in accordance with firm policy.

Date

Done by
Reviewed by
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The material included in this section relates only to the general purpose
financial statements of state and local governments (that is, not to the
additional requirements of comprehensive annual financial reports) and is
presented for illustrative purposes only. The illustrative audit objectives and
illustrative audit procedures are neither all-inclusive nor are they prescribed
minimums. The illustrative audit procedures are numbered merely to organize
the materials; those numbers are not intended to imply completeness or a
prescribed sequence. The nature, extent, and timing of the auditing procedures
to be applied in a particular engagement are a matter of professional judgment
to be determined by the auditor based on the specific facts and circumstances.
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Obj.

Date

W/P
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III. Cash

Financial Statement Assertions
1.

Existence or occurrence

2.

Completeness

3.
4.

Rights and obligations
Valuation or allocation

5.

Presentation and disclosure

Audit Objectives
A. Cash balances reported in the financial statements properly rep
resent cash and cash items on hand, in transit, or on deposit with
third parties. (Assertions 1,2, and 3)
B.

Cash is properly classified in the financial statements and ade
quate disclosure (by segregation or otherwise) is made of re
stricted or committed funds and of cash not subject to immediate
withdrawal. (Assertions 2, 3, and 5)

C. Cash deposits are made in accordance with legal and contractual
provisions. (Assertions 2 and 5)
D. Financial statement presentation and disclosure of cash are in
conformity with generally accepted accounting principles
(GAAP) consistently applied. (Assertions 3,4, and 5)
Note: The letters preceding each of the above audit objectives serve
as identification codes. These codes are presented in the objective
column when the audit step accomplishes the specific objective. If the
letter appears in brackets, that is, [A], [B], and so forth, the audit
procedure only secondarily accomplishes the objective.

A.

Evaluation of Internal Control
1.

Review the understanding of internal control over cash transac
tions and the preliminary assessment of control risk.

2.

For those assertions in which the auditor seeks a further reduc
tion in the assessed level of control risk, perform tests of the
effectiveness of the control activities in order to support the
reduction in assessed level of control risk. This includes situ
ations in which significant audit evidence is transmitted, proc
essed, maintained, or accessed electronically, and the auditor has
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____

____

____

determined that it is not practical or possible to reduce detection
risk to an acceptable level by performing only substantive tests
for one or more financial statement assertions.
3.

B.

C.

Consider the understanding of internal control, the assessed
level of control risk (together with assessment of inherent risk),
and the acceptable level of detection risk to determine the nature,
timing, and extent of substantive tests.

Analytical Procedures
1.

Review the planning procedures applicable to analytical proce
dures performed on cash and consider the result of the proce
dures in determining the nature, timing, and extent of other audit
procedures.

2.

If analytical procedures are used for substantive testing pur
poses, document the basis for the expected relationship, the
results of the comparison of the recorded amount to the expecta
tion, and the results of the evaluation of unexpected differences
between the recorded amount and the expectation.

Other Auditing Procedures

A

1.

Where material, count cash on hand, reconcile balances on hand
to recorded amounts, and obtain signature of custodian acknow
ledging return of funds intact.

A

2.

Confirm balances of depository accounts with banks or other
depositories as of the balance-sheet date using the AICPA Stand
ard Form to Confirm Account Balance Information With Financial
Institutions [see AAM section 7200.04].

[A]

3.

Obtain copies of the entity's bank reconciliations at the end of the
year.

A

4.

If deemed appropriate, obtain bank cutoff statements (or state
ments for month succeeding year end) and related supporting
documents directly from the bank [see AAM section 7200.03].

A

5.

Substantiate reconciling items as follows:

a.

Trace deposits in transit to subsequent bank statements.
Determine whether there was any extraordinary delay be
tween the date deposit was recorded on the accounting
records and the date deposited per bank.

b.

Trace checks in excess of $dated on or before balancesheet date but clearing after the balance-sheet date to the list
of outstanding checks.

c.

Investigate checks in excess of $included on the list
of outstanding checks that did not clear in the month follow
ing year-end.
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d.

Trace any significant transfers between banks or accounts of
a bank (including investment accounts) near year-end to
verify both transactions have been recorded in the same
accounting period.

e.

Investigate any remaining significant reconciling items not
covered above.

A

6.

Consider reversing old outstanding checks. (Investigate those
over $.) Determine whether such amounts have been han
dled properly in accordance with state or local escheat laws.

[A]

7.

Review receipts and disbursements shortly before and shortly
after year-end to determine whether all cash collected and paid
has been recorded in the proper period.

C

8.

Examine legal and contractual provisions for restrictions on the
use of depository accounts (such as a requirement to use in-state
depositories) and review the entity's compliance with such
restrictions.

9.

Obtain copies of all collateral agreements the entity has with
depositories:

C

a.

Confirm collateral with bank or agent holding the collateral
securities.

C

b.

Determine whether the collateral complies with legal re
quirements for the entity.

C

c.

Determine whether the pledging procedures surrounding
and the fair value of the collateral is adequate to secure the
funds on deposit and to meet legal requirements.

CD

d.

Test collateralization throughout the year to determine its
adequacy. Note instances in which the entity's uncollateral
ized deposits during the period significantly exceeded that
category of credit risk at balance-sheet date.

CD

e.

Review the entity's classification of deposits as to credit risk
for note disclosure, including the amount of deposits cov
ered by depository insurance.

C

10. Identify which (if any) individual funds are required by legal or
contractual provisions to maintain separate bank accounts and
ascertain that separate bank accounts are maintained.

B

11. Note any withdrawal restrictions or other commitments that may
exist on cash and review financial statement presentation or note
disclosure regarding significant restrictions or other commitments.

BCD

12. If the entity pools cash:

a.

Determine whether pooling of cash funds is permissible
under applicable laws and contractual agreements.

b.

Obtain records from entity personnel indicating allocation of
earnings on pooled cash to individual funds.
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c.

Review for reasonableness, and test accuracy of allocations.

d.

Determine whether the entity has conformed to GAAP in its
reporting and note disclosure of the allocation of earnings on
pooled cash to individual funds.

e.

Determine whether overdrafts by individual funds and of
bank accounts in total have been reported in accordance with
GAAP.

Date

10-01

W/P
Ref.

13. Determine whether investments that are classified as cash
equivalents conform to the entity's policy for such classification
and whether the classification is consistent with the prior-year's
classification.1

BD

D.

Overall Conclusions
1.

In our opinion, we have obtained sufficient and competent evi
dential matter to provide reasonable assurance that:
a.

Cash balances reported in the financial statements properly
represent cash and cash items on hand, in transit, or on
deposit with third parties.

b.

Cash is properly classified in the financial statements and
adequate disclosure (by segregation or otherwise) is made of
restricted or committed funds and of cash not subject to
immediate withdrawal.

c.

Cash deposits are made in accordance with legal and con
tractual provisions.

d.

Financial statement presentation and disclosure of cash are
in conformity with GAAP consistently applied.

Except as follows:

This audit program has been completed in accordance with firm policy.

Date
Done by

Reviewed by

1 Additional questions concerning the investments that are reported in the balance sheet as cash equivalents are included in AAM
section 12,200.040.
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The material included in this section relates only to the general purpose
financial statements of state and local governments (that is, not to the
additional requirements of comprehensive annual financial reports) and is
presented for illustrative purposes only. The illustrative audit objectives
and illustrative audit procedures are neither all-inclusive nor are they
prescribed minimums. The illustrative audit procedures are numbered
merely to organize the materials; those numbers are not intended to imply
completeness or a prescribed sequence. The nature, extent, and timing of
the auditing procedures to be applied in a particular engagement are a
matter of professional judgment to be determined by the auditor based on
the specific facts and circumstances.
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IV. Investments and Investment Income1,2
Financial Statement Assertions
1.

Existence or occurrence

2.

Completeness

3.

Rights and obligations

4.

Valuation or allocation

5.

Presentation and disclosure

Audit Objectives
A. Investments reported in the financial statements properly represent
investments owned by the entity (or held by it for others in a fiduciary
capacity) and held either on hand or in custody and safekeeping by
others on behalf of the entity. (Assertions 1,2, and 3)
B.

Investments are properly classified in the financial statements
and adequate disclosure (by segregation or otherwise) is made
of restricted or pledged investments. (Assertions 2,3, and 5)

C. Investments are made in accordance with legal and contractual
provisions. (Assertions 2 and 5)
D. Financial statement presentation and disclosure of investments
and the related income are in conformity with generally accepted
accounting principles (GAAP) consistently applied. (Assertions
3,4, and 5)

E.

Reverse repurchase agreement and securities lending transac
tions are properly accounted for and reported. (Assertions 1,2,
3,4, and 5)

1 This section does not specifically address investments held by external investment pools that are sponsored by governmental
entities; see GASB Statement No. 31, Accounting and Financial Reporting for Certain Investments and for External Investment Pools. This
section also does not address investments held by pension trust funds; see AAM section 12,200.135.
2 SAS No. 92, Auditing Derivative Instruments, Hedging Activities, and Investments in Securities (AU section 332), provides guidance in
planning and performing auditing procedures for assertions about those items. SAS No. 92 explains that the auditor may need special
skill or knowledge to plan and perform auditing procedures for certain assertions about derivatives and securities. It also provides
guidance on obtaining an understanding of internal control, assessing inherent and control risk, and designing substantive procedures.
The AICPA Audit Guide Auditing Derivative Instruments, Hedging Activities, and Investments in Securities (product number 012520), is an
essential companion guide to SAS No. 92. The guide provides practical guidance and case studies for implementing SAS No. 92. To
order the guide, call the AICPA Order Department at 888-777-7077.
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Note: The letters preceding each of the above audit objectives serve
as identification codes. These codes are presented in the objective
column when the audit step accomplishes the specific objective. If the
letter appears in brackets, that is, [A], [B], and so forth, the audit
procedure only secondarily accomplishes the objective.
A.

B.

C.

Evaluation of Internal Control
1.

Review the understanding of internal control over investments
and investment transactions and the preliminary assessment of
control risk.

2.

For those assertions in which the auditor seeks a further reduc
tion in the assessed level of control risk, perform tests of the
effectiveness of the control activities in order to support the
reduction in assessed level of control risk. This includes situ
ations in which significant audit evidence is transmitted, proc
essed, maintained, or accessed electronically, and the auditor has
determined that it is not practical or possible to reduce detection
risk to an acceptable level by performing only substantive tests
for one or more financial statement assertions.

3.

Consider the understanding of internal control, the assessed
level of control risk (together with assessment of inherent risk),
and the acceptable level of detection risk to determine the nature,
timing, and extent of substantive tests.

Analytical Procedures
1.

Review the planning procedures applicable to analytical proce
dures performed on investments and related income and con
sider the result of the procedures in determining the nature,
timing, and extent of other audit procedures.

2.

If analytical procedures are used for substantive testing pur
poses, document the basis for the expected relationship, the
results of the comparison of the recorded amount to the expecta
tion, and the results of the evaluation of unexpected differences
between the recorded amount and the expectation.

Other Auditing Procedures
1.

Obtain an understanding of legal and contractual provisions
governing the investment of idle funds.

[A] [B] [D] 2.

Obtain a listing of investments and accrued investment income
that identifies ownership by fund and that shows:

[C]

a.

The reported value and fair value of investments by type and
the reported value of accrued investment income at the
beginning and end of the period.

b.

Investment additions, sales, and other dispositions, holding
gains and losses, the amortization of discounts and premi
ums, and investment income received and accrued during
the period.
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Descriptions of the investments, including the interest rates,
unamortized discounts or premiums, and maturity dates of
debt securities, the numbers of shares and par values of
equity securities, and so forth.

[A] [B] [D] 3.

Foot and crossfoot the listing.

—

—

—

[A] [B] [D] 4.

Trace beginning and ending totals to the prior period audit
working papers and general ledger, respectively.

—

—

—

—

—

—

____

____

____

A [B] [D]

A [B] [D]

5.

6.

For securities held on hand:
a.

On a test basis, examine securities and trace applicable infor
mation from the security to the list of investments.

b.

Obtain signature of custodian acknowledging return of all
securities.

c.

If inspection is performed at other than the balance-sheet
date, verify all changes between date of physical inspection
and date of balance sheet.

For securities held by others, confirm information pertaining to
securities held by them, including the name in which security is
registered or held.

A [B] [D]

7.

For investments other than securities—such as investments in
external investment pools and open ended mutual funds, joint
ventures, and venture capital—examine appropriate evidence of
the entity's ownership and confirm with the issuer.

A [B] [D]

8.

For unsettled investment transactions, confirm with the broker
dealer.

—

—

—

Consider the need to confirm settled and unsettled investment
transactions with the counterparty.

—

—

—

—

—

—

A [B] [D]

9.

D

10. Determine the entity's policies for the valuation of its various
investments, whether those policies are in accordance with gener
ally accepted accounting principles, and whether those policies are
appropriately applied to the various investments in its portfolio.

D

11. For investments reported at fair value, determine on a test basis
that recorded values represent fair values by performing the
following:
a.

b.

For investments listed on national exchanges or over-thecounter markets, agree the fair value to quoted market prices
listed in financial publications, the exchanges, or the Na
tional Association of Securities Dealers Automated Quota
tions System (NASDAQ).
For other investments, agree the fair value to quoted market
prices obtained from broker-dealers who are market makers
in those investments.
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D

c.

For investments that do not have available quoted market
prices, obtain estimates of fair value from third-party sources
based on proprietary models or obtain estimates of fair value
from the entity based on internally developed or acquired
models.

d.

For fair-value estimates obtained from broker-dealers and
other third-party sources, consider the applicability of the
guidance in SAS No. 70, Service Organizations, as amended
by SAS No. 88, or SAS No. 73, Using the Work of a Specialist.

e.

For investments valued by the entity using a valuation
model, assess the reasonableness and appropriateness of the
model, and determine whether the market variables and as
sumptions used are reasonable and appropriately supported.

Date

10-01

W/P
Ref.

12. For investments reported using cost-based measures:

a.

Obtain evidence about the cost of those investments, through
inspection and/or confirmation.

b.

Investigate significant differences between fair values and
reported values as well as management's intended holding
period and liquidity requirements to determine whether any
write-downs are necessary.

D

13. For investments in joint ventures in which the entity has an
equity interest, determine whether the entity has measured and
reported its investment in accordance with the provisions of
GASB Statement No. 14, The Financial Reporting Entity.

D

14. Determine whether the changes in fair value of those investments
that are reported using fair value are appropriately recognized
and reported in the statement of operations.

D

15. Test investment income (interest, dividends, and so forth) re
ceived and accrued to the balance-sheet date.

D

16. For investments that are reported using cost-based measures, test
the amortization of purchased premiums or discounts through
recomputation.

C

17. Test investment transactions during the year to determine
whether investments comply with the entity's legal and contrac
tual provisions.

D

50

a.

If approval of investment transactions are required by legal
and contractual provisions, review the minutes of meeting
of the governing body or investment committee for that
approval.

b.

Review for unusual transactions.

18. Verify that all investments and related income were applied to
the proper funds.
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Date

W/P
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19. If the entity pools investments on an internal basis:

a.

Determine whether pooling of funds for investment pur
poses is permissible under the entity's legal and contractual
provisions.

b.

Obtain records from entity personnel allocating earnings on
pooled investments to the individual funds.

c.

Review the allocation of earnings for reasonableness, and
test the accuracy of allocations, compliance with legal or
contractual provisions or management policy.

d.

Review the allocation of earnings for compliance with legal
or contractual provisions or management policy, and for
proper financial reporting (that is, as direct revenue into the
recipient fund or as an operating transfer).

D

20. Review whether the entity's disclosures about investments con
form to the provisions of GASB Statement No. 31, Accounting and
Financial Reporting for Certain Investments and for External Invest
ment Pools.

[C]D

21. Review the disclosures the entity makes to comply with GASB
Statement No. 3, Deposits with Financial Institutions, Investments
(including Repurchase Agreements), and Reverse Repurchase Agree
ments, for the following:

a.

____

The types of investments authorized by legal or contractual
provisions.

____
______

b.

Significant violations of legal or contractual provisions gov
erning the investment of funds.

c.

The types of investments made during the year but not
owned as of the balance-sheet date.

d.

The categories of credit risk for all investment securities.
(Note that investment positions that are not represented by
securities, such as positions in state investment pools and
open-ended mutual funds, are disclosed but not classified.)

e.

Credit risk for individual component units or funds that is
not apparent because of the aggregation of the disclosure.

_______

____

The fact of and causes for significantly higher category 3
credit risk positions during the period.

_______

____

f.

g.

Unrealized investment losses for individual component
units or funds that are not apparent because of the aggrega
tion of the disclosure.

h.

Losses recognized during the period due to default by coun
terparties to investment transactions and amounts recovered
from prior-period losses if not separately displayed on the
operating statement.

i.

Commitments at the balance-sheet date to resell securities
under yield maintenance repurchase agreements.
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Determine whether such transactions are allowable under
the entity's legal and contractual provisions.

____

—

—

Review the terms of outstanding repurchase commitments,
including the types and coupon rate of collateral and the
repurchase date and prices.

____

Consider the reputation and reliability of collateral holders.
Determine whether those holders are banks or trust companies
that specialize in providing safekeeping services and that are
independent of the broker-dealer arranging the transaction.

____

Examine securities held or request confirmation of securities
held in safekeeping and determine who holds legal title to
the securities.

____

e.

Test collateral value of securities.

____

f.

Review the reputation and financial position of broker-deal
ers or other counterparties to the transaction.

____

Consider the financial credibility and legal responsibility of
any company or agency that is insuring completion of the
transaction.

____

Review broker's advices and other documentation regarding
the completion of the repurchase transaction during the
period following the balance-sheet date.

____

—

—

23. Determine whether restrictions on investments have been prop
erly disclosed in the financial statements or notes thereto.

____

—

—

24. Determine whether long-term investments reported in govern
mental funds are appropriately offset by a fund balance reserve.

____

—

—

25. If derivatives or similar investments were owned during the
period, determine whether the entity's disclosures are in accord
ance with GASB Technical Bulletin 94-1, Disclosures about Deriva
tives and Similar Debt and Investment Transactions.

____

Obj.

[C]D

50

22. Concerning repurchase agreements:

a.
b.

c.

d.

g.

h.

B

D
D

E

26. Determine whether the entity's accounting and reporting for
reverse repurchase agreement transactions is in accordance with
GASB Statement No. 3 and GASB Interpretation No. 3, Financial
Reporting for Reverse Repurchase Agreements.

E

27. Determine whether the entity's accounting and reporting for
securities lending transactions is in accordance with GASB State
ment No. 28, Accounting and Financial Reporting for Securities
Lending Transactions.

D.

—

____

____

Overall Conclusions
1.

In our opinion, we have obtained sufficient and competent evi
dential matter to provide reasonable assurance that:
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a.

Investments reported in the financial statements properly
represent investments owned by the entity (or held by it for
others in a fiduciary capacity) and held either on hand or in
custody and safekeeping by others on behalf of the entity.

b.

Investments are properly classified in the financial state
ments and adequate disclosure (by segregation or otherwise)
is made of restricted or pledged investments.

c.

Investments are made in accordance with legal and contrac
tual provisions.

d.

Financial statement presentation and disclosure of invest
ments and the related income are in conformity with GAAP
consistently applied.

e.

Reverse repurchase agreement and securities lending trans
actions are properly accounted for and reported.

Date

W/P
Ref.

Except as follows:

This audit program has been completed in accordance with firm policy.

Date
Done by

Reviewed by

AICPA Audit and Accounting Manual

AAM §12,200.040

12,228

State and Local Governments

50

10-01

The material included in this section relates only to the general purpose
financial statements of state and local governments (that is, not to the
additional requirements of comprehensive annual financial reports) and is
presented for illustrative purposes only. The illustrative audit objectives
and illustrative audit procedures are neither all-inclusive nor are they
prescribed minimums. The illustrative audit procedures are numbered
merely to organize the materials; those numbers are not intended to imply
completeness or a prescribed sequence. The nature, extent, and timing of
the auditing procedures to be applied in a particular engagement are a
matter of professional judgment to be determined by the auditor based on
the specific facts and circumstances.
.050

Done
By

Obj.

V.

Date

W/P
Ref.

Receivables and Revenues—Governmental Funds1

Financial Statement Assertions
1.

Existence or occurrence

2.

Completeness

3.

Rights and obligations

4.

Valuation or allocation

5.

Presentation and disclosure

Audit Objectives

A. Revenues reported in the financial statements represent valid
transactions and include all transactions that relate to the period.
(Assertions 1 and 2)
B. Receivables reported in the financial statements are valid, com
plete, and stated at the net realizable amount. (Assertions 1,2,3,
and 4)

C. Revenue transactions are in accordance with legal and contrac
tual provisions. (Assertions 2 and 5)
D. Financial statement measurement, presentation, and disclosure
of receivables and revenue are in conformity with generally
accepted accounting principles (GAAP) consistently applied.
(Assertions 3,4, and 5)
Note: The letters preceding each of the above audit objectives serve

as identification codes. These codes are presented in the objective
column when the audit step accomplishes the specific objective. If the
letter appears in brackets, that is, [A], [B], and so forth, the audit
procedure only secondarily accomplishes the objective.

A.

Evaluation of Internal Control
1.

Review the understanding of internal control over receivable and
revenue transactions and the preliminary assessment of control
risk.

Interest income is addressed in the program at AAM section 12,200.040.
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B.

C.

2.

For those assertions in which the auditor seeks a further reduc
tion in the assessed level of control risk, perform tests of the
effectiveness of the control activities in order to support the
reduction in assessed level of control risk. This includes situ
ations in which significant audit evidence is transmitted, proc
essed, maintained, or accessed electronically, and the auditor has
determined that it is not practical or possible to reduce detection
risk to an acceptable level by performing only substantive tests
for one or more financial statement assertions.

3.

Consider the understanding of internal control, the assessed
level of control risk (together with assessment of inherent risk),
and the acceptable level of detection risk to determine the nature,
timing, and extent of substantive tests.

Date

W/P
Ref.

Analytical Procedures
1.

Review the planning procedures applicable to analytical proce
dures performed on receivables and revenue and consider the
result of the procedures in determining the nature, timing, and
extent of other audit procedures.

2.

If analytical procedures are used for substantive testing pur
poses, document the basis for the expected relationship, the
results of the comparison of the recorded amount to the expecta
tion, and the results of the evaluation of unexpected differences
between the recorded amount and the expectation.

Other Auditing Procedures—Receivables and Revenues—Govern
mental Funds

1.
[A] [B] [D]

General

a.

2.

Obtain or prepare a schedule of governmental fund receiv
ables and revenue, showing opening balances, transactions
during the period, and ending balances. Foot and crossfoot
and agree to the prior-year working papers and the entity's
general ledger.

General Property Taxes

[A] [C]

a.

Review the computation of total assessed value for property.

[A] [C] [D]

b.

Compare the current year's assessed value to that of the prior
year and obtain explanations for significant changes.

AC

c.

Determine whether the appropriate tax was properly levied.

ABD
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d.

(1)

Determine whether property assessments have been
made in compliance with laws.

(2)

Determine whether property tax rates are in compliance
with laws.

Review the entity's policy for recognizing property tax re
ceivables and revenue to determine whether it conforms to
GAAP for nonexchange transactions.
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BD

e.

BD

f.

ABD

g.

AD

i.

j.

AB

D

k.

l.

B
3.

AB

A

ABD

ABD

W/P
Ref.

____

—

—

For current-year taxes not yet levied, review the reasonable
ness of the recorded receivables (in total and by fund).

____

—

—

____

—

—

—

—

Test property tax receipts to determine whether the
amounts:

(2)

h.

Date

For current-year taxes levied, recalculate the tax levy and
compare to the recorded receivables (in total and by fund).

(1)

ABD

10-01

Recognized as revenues were levied to finance the cur
rent or a prior fiscal year and were received during the
fiscal year or the entity's "availability" period.
Reduced the recorded taxes receivable.

____

Review allowance for uncollectible taxes for reasonableness
and compare to prior year's computation. Obtain explana
tion for any unusual changes. Determine that uncollectible
amounts are reported in the financial statements or the notes
thereto.

____

Determine that deferred revenue has been recorded for col
lectible property tax receivables that have not yet been rec
ognized as revenues.

____

Determine whether tax sales were properly authorized for
nonpayment of taxes and that revenues and reductions of
receivables were properly recorded.

____

Determine whether property tax policies and procedures are
properly disclosed in the notes to financial statements.

____

Consider confirming property tax receivables.

____

____
___

Sales Taxes

a.

b.

c.

d.

Review the methods used by the entity to reasonably assure
that all taxes due have been remitted (for example, systems
providing for the cross-referencing of returns to a database
showing prior returns, registered corporations, and so forth).

____

____

____

Compare current year's actual revenue with the current
year's budget and prior year's actual revenue; explain any
unusual fluctuations or variances.

____

____

____

Review the entity's policy for recognizing sales tax receiv
ables and revenue to determine whether it conforms to
GAAP for nonexchange transactions.

____

____

____

Recognized as revenues relate to sales made during the
current or a prior fiscal year and received during the
fiscal year or the entity's "availability" period.

_ ___

____

____

Reduced the recorded taxes receivable, if applicable.

____

____

____

Test sales tax receipts to determine whether the amounts:
(1)

(2)

AAM §12,200.050
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e.

ABD

f.

ABC

4.

Date

W/P
Ref.

Determine whether sales taxes receivables and deferred
taxes are properly recorded at fiscal year end:
(1)

Review the entity's methods for estimating the receiv
able accrual for taxes for sales made by year end but not
yet recognized as revenues.

(2)

Compare the current-year receivable accrual to the prior
year receivable accrual and investigate unusual items.

(3)

Recalculate deferred revenue as the amount of the re
ceivables reduced by amounts recognized as revenues.

Select a sample of returns and verify that the tax liability was
computed in accordance with governing laws and regula
tions and that related payments were properly recorded in
the accounting records.

Income and Other Self Assessed Taxes

AB

a.

Review the methods used by the entity to reasonably assure
that all taxes due have been remitted (for example, systems
providing for the cross-referencing of returns to a database
showing prior returns, registered corporations, and so forth).

A

b.

Compare current year's actual revenue with the current
year's budget and the prior year actual revenue; explain any
unusual fluctuations or variances.

ABD

c.

Review the entity's policy for recognizing income and other
self-assessed tax receivables and revenue to determine
whether it conforms to GAAP for nonexchange transactions.

ABD

d.

Test tax receipts to determine whether the amounts:

ABD
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10-01

e.

(1)

Recognized as revenues relate to taxable events and
transactions that took place during the current or a prior
fiscal year and received during the fiscal year or the
entity's "availability" period.

(2)

Reduced the recorded taxes receivable, if applicable.

Determine whether taxes receivables, tax refund liabilities,
and deferred taxes are properly recorded at fiscal year end:
(1)

Review the entity's methods for estimating the tax re
ceivable accrual for taxes for taxable events and trans
actions that took place by year end but not yet
recognized as revenues.

(2)

Review the entity's methods for estimating the tax re
fund liability.

(3)

Compare the current-year receivable and liability accru
als to the prior-year receivable and liability accruals and
investigate unusual items.

(4)

Recalculate deferred revenue as the amount of the re
ceivables reduced by amounts recognized as refund
liabilities ana revenues.
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ABD

f.

5.

Review the entity's policy for recognizing receivables and reve
nue from grants and contributions to determine whether it
conforms to GAAP for exchange and exchange-like transac
tions, government-mandated nonexchange transactions, and
voluntary nonexchange transactions, including that revenue
recognition considers the "availability" of the resources.

[A] [B] C [D]

b.

Review grant and contribution applications, agreements,
contracts, budgets, and reports to determine applicable eli
gibility requirements and purpose restrictions.

[A] [B]C[D]

c.

Review the reasonableness of the entity's indirect cost allo
cation plan.

ABCD

d.

e.

f.

______
___

Test revenue and receivables from grants and contributions
to determine whether:
(1)

Amounts recognized conform to the entity's recogni
tion policies.

(2)

Applicable eligibility requirements affecting recogni
tion were met.

—

Test expenditures from grants and contributions (including
indirect cost allocations) to determine whether:

(1)

Purpose restrictions were met.

(2)

Other material compliance requirements were met.

—

—

—

—

Concerning compliance with provider stipulations:

(1)

(2)

Review grant and contribution records and correspon
dence files for areas of material noncompliance and
questioned costs.
Determine whether the entity has adjusted receivables
(or liabilities) and revenues (or expenditures/expenses)
for grants and contributions for which provider stipu
lations have not or will not be met. (The accounts to be
adjusted depend on the period in which the noncompli
ance is identified).

For grant programs that generate program income, determine
whether that income has been appropriately accounted for and
classified in accordance with the program requirements.

ACD

AB

W/P
Ref.

Date

Revenue From Grants and Contributions

a.

ABCD

10-01

Select a sample of returns and verify that the taxpayer's
liability was computed in accordance with governing laws
and regulations and that related payments were properly
recorded in the accounting records.

ABD

ABCD

50

h.

Confirm grant and contribution receipts and receivables
with grantors and contributors.

ABD

i.

Determine whether pass-through grants are appropriately
accounted for.

D

j.

Determine whether grant and contribution receivables and
revenues are properly classified in the financial statements.
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[A] [C]

a.

Determine licenses and permits in effect and rates set by laws
and regulations.

b.

Compare revenue from licenses and permits by totals to
current year's budget and prior year actual revenue. Explain
any unusual fluctuations or variations.

ABD

c.

Review the entity's policy for recognizing receivables and
revenue from licenses and permits to determine whether it
conforms to GAAP for exchange and exchange-like transac
tions and for nonexchange transactions (as appropriate),
including that revenue recognition considers the "availabil
ity" of the resources.

ABD

d.

Test receivables and revenue from licenses and permits to
determine whether amounts recognized conform to the en
tity's recognition policies.

AC

e.

If licenses and permits constitute a material source of revenue:

(1)

7.

On a test basis, trace collections from persons or businesses
ordinarily required to pay fees to accounting records.

(2)

On a test basis, recompute the amounts of licenses and
permits to determine whether fees are being assessed in
accordance with laws and regulations.

(3)

Where appropriate, reconcile usage of inventories of
licenses and permits to revenues.

Date

W/P
Ref.

____

____

____

____

____

____

—

-------

------

-------

-------

Franchise Fees

AC

a.

Review franchise laws and regulations and compare fees as
indicated therein with amounts received.

AD

b.

Compare revenue from franchise fees by totals to current
year's budget and prior year actual revenue. Explain any
unusual fluctuations or variations.

ABD

c.

Review the entity's policy for recognizing receivables and
revenue from franchise fees to determine whether it con
forms to GAAP for exchange and exchange-like transactions
and for nonexchange transactions (as appropriate), includ
ing that revenue recognition considers the "availability" of
the resources.

ABD

d.

Test receivables and revenue from franchise fees to deter
mine whether amounts recognized conform to the entity's
recognition policies.

AB

e.

Consider confirming franchise fees received or receivable
during the year directly with the franchisee.

8.

Done
By

Licenses and Permits

AD

[A]C
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Fines

a.

Review and test the entity's procedures for accounting for
tickets, and determine whether tickets are being properly dis
posed of through the collection of cash or authorized dismissal.
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A

b.

Compare fine revenue by totals to current year's budget and
prior year actual revenue. Explain any unusual fluctuations
or variations.

ABD

c.

Review the entity's policy for recognizing receivables and
revenue from fines to determine whether it conforms to
GAAP for nonexchange transactions, including that revenue
recognition considers the "availability" of the resources.

ABD

d.

Test receivables and revenue from fines to determine
whether amounts recognized conform to the entity's recog
nition policies.

AC

e.

Determine whether fines are distributed in accordance with
governing regulations.

9.

Date

10-01

W/P
Ref.

-------

—

Sale of Property and Equipment

[A]C

a.

Review minutes of the governing board to determine author
ity to sell property and equipment and that such sales have
been conducted in accordance with applicable state and local
laws and regulations.

ABCD

b.

Determine whether proceeds are credited to the proper fund
as required by law, that any receivables are properly classi
fied, and that amounts are supported by source documents.

c.

Determine whether dispositions have been removed from
the property and equipment records.

—

-------

-------

—

-------

-------

_____
____

_____

10. Rentals of Property and Equipment

[A] [C]

a.

Examine authorizing laws and regulations, schedules, con
tracts, leases, and other documents governing the use of
public property by others.

ABC

b.

On a test basis, compare the amounts of billings against
terms of rental agreements.

ABD
ABD

c.
d.

Trace billings to recording in proper fund in the accounting
records.

Test for classification (such as, operating, sales, and direct
financing type) as well as proper accounting for leases.

11. Special Assessments

[A]C

ABD

ABD

a.
b.

c.

Examine minutes of the governing body for authorization of
special assessments.

____

____

____

Review the entity's policy for recognizing receivables and
revenue from special assessments to determine whether it
conforms to GAAP for exchange or nonexchange transac
tions (as appropriate), including that revenue recognition
considers the "availability" of the resources.

____

____

____

Test receivables and revenue from special assessments to
determine whether amounts recognized conform to the en
tity's recognition policies.

____

____

____

AAM §12,200.050

Copyright © 2001, American Institute of Certified Public Accountants, Inc.

-------

50

12,235

Illustrative Audit Programs for State and Local Governmental Units

10-01

Done
By

Obj.

d.

(1)

Compare current and past-due installment receipts to
revenue recorded for current year.

AB

(2)

Compare total installment receivables to deferred reve
nue amounts.

e.

AC

W/P
Ref.

____

____

—

—

____

____

Obtain a schedule of assessment installments.

A

ABD

Date

Review allowance for uncollectible special assessments for
reasonableness and compare to prior year's computation.
Obtain explanation for any unusual changes.
Using the interest rate stated in the assessment ordinance,
recompute interest revenue for the current fiscal year and
compare to recorded amounts.

B

g.

Obtain a list of all assessments receivable balances and com
pare the total of these balances to the general ledger control
accounts.

B

h.

Consider confirming unpaid assessment balances directly
with property owners, especially significant or old balances.

AB

i.

Review all adjustments to the accounts for authority and
propriety.

_______

12. Other Revenues

AB
CD

a.

D.

Schedule any other revenue accounts of material amount
and perform audit procedures determined necessary.

_______

Other Auditing Procedures—Receivables—Governmental Funds
1.

Accounts Receivables2

a.

2.

If accounts receivable are not being confirmed, document the
reason. One of the following is acceptable:

(1)

Accounts receivable are immaterial to the financial
statements.

(2)

Use of confirmations would be ineffective.

(3)

The combined assessed level of inherent risk and con
trol risk is low, and the assessed level, in conjunction
with the evidence expected to be provided by analytical
procedures or other substantive tests of details, is suffi
cient to reduce audit risk to an acceptably low level for
the applicable financial statement assertions.

All Receivables

B

a.

Obtain an aged listing of receivables not examined in the
preceding audit procedures. Test accuracy of listing and
reconcile the balance with the general ledger.

B

b.

Confirm individual accounts with large or unusual balances
directly with the owing party.

2 SAS No. 67, The Confirmation Process (AU section 330), defines accounts receivable as the entity's claims against customers that have
arisen from the sale of goods or services in the normal course of business.
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AB

c.

Obtain or list subsequent collections of past due items to date
of field work.

ABC

d.

Obtain list of uncollectible receivables written off during the
year and of all credits issued during the year, and review for
authority and propriety.

____

Review collectibility of receivables with responsible person
nel and determine whether a proper allowance is established
for uncollectible receivables.

____

e.

B

E.

Date

10-01

W/P
Ref.

Overall Conclusions

1.

In our opinion, we have obtained sufficient and competent evi
dential matter to provide reasonable assurance that:
a.

Revenues reported in the financial statements represent
valid transactions and include all transactions that relate to
the period.

b.

Receivables reported in the financial statements are valid,
complete, and are stated at the net realizable value.

c.

Revenue transactions are in accordance with legal and con
tractual provisions. (Assertions 2 and 5)

d.

Financial statement measurement, presentation, and disclo
sure of receivables and revenue are in conformity with
GAAP consistently applied.
Except as follows:

This audit program has been completed in accordance with firm policy.
Date

Done by

Reviewed by
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The material included in this section relates only to the general purpose
financial statements of state and local governments (that is, not to the
additional requirements of comprehensive annual financial reports) and is
presented for illustrative purposes only. The illustrative audit objectives
and illustrative audit procedures are neither all-inclusive nor are they
prescribed minimums. The illustrative audit procedures are numbered
merely to organize the materials; those numbers are not intended to imply
completeness or a prescribed sequence. The nature, extent, and timing of
the auditing procedures to be applied in a particular engagement are a
matter of professional judgment to be determined by the auditor based on
the specific facts and circumstances.
.060
Done
By

Obj.

Date

W/P
Ref.

VI. Expenditures, Expenses, Payables, and Prepaid Items1
Financial Statement Assertions
1.

Existence or occurrence

2.

Completeness

3.
4.

Rights and obligations
Valuation or allocation

5.

Presentation and disclosure

Audit Objectives

A. Expenditures/expenses reported in the financial statements rep
resent valid transactions and include all items that are applicable
to the period. (Assertions 1 and 2)
B.

Payables and accrued liabilities reported in the financial state
ments are properly authorized, represent the correct amounts of
currently payable items, and reflect all outstanding obligations.
(Assertions 1, 2,3, and 4)

C. Prepaid items reported in the financial statements are valid, com
plete, and stated at the proper amount. (Assertions 1,2,3, and 4)
D. Encumbrances and other commitments are identified and re
corded or disclosed. (Assertions 2,3, and 5)

E.

Expenditures/expenses are made in accordance with legal and
contractual provisions. (Assertions 2 and 5)

F.

Financial statement presentation and disclosure of expenditures,
expenses, payables, and prepaid items are in conformity with
generally accepted accounting principles (GAAP) consistently
applied. (Assertions 3,4, and 5)

Note: The letters preceding each of the above audit objectives serve
as identification codes. These codes are presented in the objective
column when the audit step accomplishes the specific objective. If the
letter appears in brackets, that is, [A], [B], and so forth, the audit
procedure only secondarily accomplishes the objective.
1 See also the audit programs at AAM sections 12,200.080 and 12,200.120 concerning capital expenditures and risk financing and
insurance related activities, respectively.

AICPA Audit and Accounting Manual

AAM §12,200.060

12,238

State and Local Governments

50

Done
By

Obj.

A.

B.

W/P
Ref.

Evaluation of Internal Control
1.

Review the understanding of internal control over expenditures/
expenses, payables, and prepaid items and the preliminary as
sessment of control risk.

2.

For those assertions in which the auditor seeks a further reduc
tion in the assessed level of control risk, perform tests of the
effectiveness of the control activities in order to support the
reduction in assessed level of control risk. This includes situ
ations in which significant audit evidence is transmitted, proc
essed, maintained, or accessed electronically, and the auditor has
determined that it is not practical or possible to reduce detection
risk to an acceptable level by performing only substantive tests
for one or more financial statement assertions.

3.

Consider the understanding of internal control, the assessed
level of control risk (together with assessment of inherent risk),
and the acceptable level of detection risk to determine the nature,
timing, and extent of substantive tests.

Analytical Procedures
1.

2.

C.

Date

10-01

Review the planning procedures applicable to analytical proce
dures performed on expenditures/expenses, payables, and prepaid
items and consider the result of the procedures in determining the
nature, timing, and extent of other audit procedures.

__ _

If analytical procedures are used for substantive testing pur
poses, document the basis for the expected relationship, the
results of the comparison of the recorded amount to the expecta
tion, and the results of the evaluation of unexpected differences
between the recorded amount and the expectation.

Other Auditing Procedures

1.

Expenditures/Expenses in General

[E]

a.

Review the applicable laws and regulations setting forth the
entity's procedures for making purchases.

ACE

b.

For selected expenditures/expenses (except those addressed
in detail later in this audit program) examine supporting
documents and compare to disbursement records noting:

(1)

Authorization for disbursement and approval of sup
porting documents.

(2)

Data supporting invoices such as purchase orders and
receiving reports.

(3)

Evidence of compliance with purchasing laws and pro
cedures. (Examine bid files for those items requiring
competitive bids.)

(4)

Evidence of check of clerical accuracy.

(5)

Cancellation of documents.
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c.

d.
e.

f.

g.

h.

(6)

Evidence of duplicate payment, in whole or in part.

____

(7)

Charge to proper expenditure/expense and appropria
tion accounts or reserve for encumbrances.

____

(8)

That discounts were taken when offered.

____

(9)

The check was signed by an authorized person.

____

(10) If the expenditure/expense was for an exchange trans
action, that it was recorded in the period the good or
services were received (except for those items that are
capitalized, for example, as prepaid items).

____

(11) If the expenditure/expense was for a nonexchange
transaction, that it was recorded in the period that the
recipient met the provider's eligibility requirements (if
resources have been transmitted but the eligibility re
quirements have not been met, those amounts should
be recorded as advances).

____

(12) Whether, for expenditures/expenses charged to grant
programs, the costs were allowable and otherwise com
plied with program requirements (such as whether the
charges were incurred during the grant period).2

____

Determine whether expenditures/expenses incurred by or
on behalf of key officials are reasonable and adhere to the
entity's policies.

____

Determine whether the entity properly accounts for expen
ditures/expenses for pass-through grants.

____

Determine whether the entity has adjusted liabilities (or receiv
ables) and expenditures/expenses (or revenues) for nonex
change transactions for which its stipulations have not or will
not be met. (The accounts that should be adjusted depend on
the period in which the noncompliance is identified).

____

Schedule any other expenditure/expense accounts of mate
rial amount or unusual nature and perform audit procedures
determined necessary.

____

Determine whether on-behalf payments that the entity has
made for salaries and fringe benefits for the employees of
other entities have been classified as it classifies similar cash
grants to such entities.

____

Compare individual expenditure/expense accounts to cur
rent year's budget and prior year's actual. Explain any un
usual fluctuations or variations.

____

Date

W/P
Ref.

2 This step is not necessary for federal grant expenditures/expenses if the auditor is conducting an audit in accordance with the
provisions of OMB Circular A-133, Audits of States, Local Governments, and Non-Profit Organizations, concurrently with the financial
statement audit and the scope of that A-133 audit is sufficient to provide reasonable assurance concerning the entity's compliance with
grant requirements that have a direct and material effect on financial statement amounts.
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Liabilities in General

a.

b.

Accounts Payable:

(1)

Obtain a schedule of accounts payable outstanding at
the end of the audit period.

(2)

Reconcile the detail of liabilities to the general ledger
amounts.

(3)

Consider confirming large or unusual accounts payable
balances.

(4)

For selected entries in accounts payable (those in excess
of $____ ), examine underlying documentation for
proper support and proper inclusion in the period being
audited.

(5)

Examine invoices received and payments made sub
sequent to year-end on a test basis (those in excess of
$___ ) to determine if any should be included in the
period being audited.

Deposit Liabilities:

BF

(1)

If deposit liabilities are not material to the financial state
ments, review liability for reasonableness and explain any
unusual variations from prior years. Otherwise—

B

(2)

Obtain listing of deposits (with indication of purpose of
deposit if not otherwise noted) and reconcile to general
ledger.

B

(3)

Confirm balances on a test basis.

(4)

If interest is paid—

ABE

(a)

Examine documentation authorizing payment of
interest and determine whether proper rate is being
paid/accrued.

AB

(b)

Test interest payments made during the period and
accrued as of the end of the audit period.

E

(5)

Review any related legal provisions and test for compliance.

B

(6)

Determine whether records of "bid" or "good faith"
deposits are maintained, including records indicating
disposition of such deposits.

c.

Taxes Levied or Collected for Other Governments:

B

(1)

Obtain a schedule of collections, payments, and bal
ances on hand that are due other governments and
vouch to supporting documents on a test basis.

B

(2)

Obtain a sample of collections during the period and
trace into the accounting records.

BF

(3)

Determine whether balances on hand are recorded as
liabilities due to other governments.

B

(4)

Trace material amounts to settlements in subsequent
period.
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Obtain listing of taxes collected under protest and rec
oncile to amounts recorded as such liabilities in the
general ledger.

—

—

—

Obj.

d.

BF

Taxes Collected Under Protest:
(1)

B

(2)

Vouch large or unusual amounts to supporting documents.

—

—

—

B

(3)

Evaluate the entity's process for recognizing as revenue
any portion of taxes collected under protest.

—

—

—

Trace disposition of items recorded as liabilities at the
beginning of the audit period.

—

—

—

Obtain listing of escheat liabilities and reconcile to
amounts recorded as such liabilities in the general ledger.

—

—

—

Evaluate the entity's process for recognizing escheat
property as liabilities or revenue.

—

—

—

Trace disposition of items recorded as liabilities at the
beginning of the audit period.

—

—

—

Compare the rate of pay used in computing payroll
disbursements with the employees' personnel files and
with the salary and appropriation ordinances or other
established pay scales.

—

—

—

Examine appropriate attendance records for the dis
bursements being examined.

—

—

—

Recompute gross pay and compare to amount com
puted by the entity.

—

—

—

When applicable, verify that appropriate entries were
made to the entity's leave records.

—

—

—

For payroll charges made to grant programs, determine
whether the costs were allowable and otherwise com
plied with program requirements (such as that appro
priate time and attendance records were maintained).3

—

—

—

Determine whether the payroll disbursements were
charged to the proper appropriation accounts and funds.

—

—

—

Examine the entity's calculation of payroll taxes for
propriety.

—

—

—

Determine whether the payroll tax payments were
charged to the proper appropriation accounts and funds.

—

—

—

B

(4)
e.

BF

Escheat Liabilities:

(1)

B

(2)

B

(3)

Payroll and Payroll Taxes

3.

a.

AE

For selected payroll disbursements:
(1)

A

(2)

A

(3)

[A]B

(4)

AE

(5)

AF

(6)
b.

A
AF

For selected payroll tax payments:
(1)
(2)

3 See footnote 2.
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E

(3)

BE

c.

ABF

d.

ABE

e.

AB

f.

g.

AF

4.

[A]
AB

If payroll tax payments were charged to grant pro
grams, determine whether the costs were allowable and
otherwise complied with program requirements.4

Verify payment of the various payroll deductions to the
proper authority.
(1)

Review year-end accruals for reasonableness.

(2)

Trace material liability amounts to applicable payroll
reports and payment in subsequent period.

Date

W/P
Ref.

—

—

____
____
____
____

Compare payroll and payroll tax accounts to budgeted
amounts and to prior year's actual. Explain any unusual
variations or fluctuations.

____

Inquire whether there have been any retroactive pay in
creases, large overtime payments, or other unusual compen
sation arrangements. If so, determine authority for and
propriety of such payments.

____

From a comparison of pay periods and salary payment dates,
determine whether an accrual should be made at year end
for payroll and payroll taxes. If so, obtain a copy of the
entity's worksheets for accruals of payroll and payroll taxes
and test for accuracy.

Determine whether on-behalf payments made by other enti
ties for salaries for the entity's employees have been ac
counted for and disclosed in accordance with GASB
Statement No. 24, Accounting and Financial Reporting for Cer
tain Grants and Other Financial Assistance.

10-01

____

____

Employee Fringe Benefits
a.
b.

Obtain the entity's personnel policies and procedures and
review the provisions relating to employee fringe benefits.

____

____

____

Payments are only made for eligible employees, includ
ing new employees only after the appropriate waiting
period.

____

____

____

An appropriate accrual has been made at year-end for
payments owed but not yet made.

____

____

____

Charges were made to the proper expenditure / expense
and appropriation accounts and funds.

____

____

____

Any payment refunds were appropriately credited to
the proper expenditure/expense and appropriation ac
counts and funds.

____

____

____

For employee medical insurance payments, determine by
appropriate tests that:5

(1)

(2)
(3)
(4)

4 See footnote 2.
5 If the entity "self-insures" employee medical benefits, the audit program at AAM section 12,200.120 applies.
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For compensated absences, obtain the entity's computation
of its liability and determine by appropriate tests that:

(1)

The schedule is arithmetically correct.

(2)

All qualifying employees are included and that all em
ployees included on the schedule are qualified.

____

(3)

Appropriate pay or salary rates are applied.

—-----

(4)

Leave balances shown on the schedule are reasonable and
are consistent with leave records of selected employees.

(5)

The entity has accrued an additional amount as a liabil
ity for salary-related payments associated with the pay
ment of compensated absences, using the rates in effect
at the balance sheet date.

(6)

The schedule is correct as to the employing fund.

(7)

The current and long-term portions of the liability have
been recorded in accordance with GASB Statement No.
16, Accounting for Compensated Absences.

____

—
____
_
—

For each sole or agent employer defined benefit pension
plan, obtain a copy of the entity's actuarial valuation and a
schedule of its annual required contribution, annual contri
bution, annual pension cost, and net pension obligation
(NPO) by fund.6
(1)

Determine by appropriate tests that:

(a)

The schedule is arithmetically correct.

(b)

The information in the schedule is consistent with
the actuarial valuation.

(c)

Annual contributions reconcile to actual disburse
ments.

(d)

Annual pension cost and the NPO have been calcu
lated in conformity with the requirements of GASB
Statement No. 27, Accounting for Pensions by State
and Local Governmental Employers.

(e)

The details of the schedule reconcile to general
ledger amounts.

(f)

Amounts have been accounted for in the proper fund
or in the general long-term debt account group.

(g)

Amounts recognized as pension expenditures/ex
penses, liabilities, and assets are in conformity with
generally accepted accounting principles.

(h)

Disclosures in the notes to financial statements, re
quired supplementary information, and notes to the
required supplementary information are in conform
ity with generally accepted accounting principles.

6 If the pension plan is reported as a pension trust fund in the entity's financial statements, these procedures should be coordinated
with the procedures for the plan in AAM section 12,200.135.
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(2)

Date
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For the actuarial valuation:

(a)

Obtain information concerning the professional
qualifications and reputation of the actuarial firm
and other information as required by SAS No. 73
[AU section 3361, as amended.

(b)

Obtain an understanding of the actuary's methods
and assumptions.

(c)

Submit an inquiry to the actuary concerning:7

(i) Whether the actuarial valuation considers all
pertinent provisions of the plan, including any
changes to the plan or other events affecting the
actuarial calculations.
(ii) Relationships between the actuary and the plan
or the entity that may impair the actuary's
objectivity.

(iii) Aggregate and selected individual participant
data amounts used in the actuarial valuations.
(iv) Whether the actuary has reviewed the relevant
portions of the financial statements and agrees
with such information as presented.

(d)

ABCF

e.

Verify the accuracy and completeness of the partici
pant data used in the actuarial valuation.

For each cost-sharing multiple-employer defined benefit
pension plan and defined contribution pension plan, deter
mine by appropriate tests that:
(1)

Annual pension expenditures/expenses equal contrac
tually required contributions to the plan.

(2)

Annual pension expenditures/expenses have been ac
counted for in the proper fund or account group.

(3)

Amounts recognized as pension expenditures/ex
penses, liabilities, and assets are in conformity with
generally accepted accounting principles.

(4)

Disclosures in the notes to financial statements are in con
formity with generally accepted accounting principles.

F

f.

Determine whether on-behalf payments made by other enti
ties for fringe benefits for the entity's employees have been
accounted for in accordance with GASB Statement No. 24.

ABF

g.

Schedule the expenditure/expense and liability accounts of
other fringe benefits of material amount or unusual nature
and perform audit procedures determined necessary.

E

h.

For fringe benefits charged to grant programs, determine
whether the costs were allowable and otherwise complied

7 See the AICPA Audit and Accounting Guide Audits of State and Local Governmental Units, Appendix N, "Illustrative Request to
Actuary for Confirmation of GASB Pension Information."
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with program requirements (such as that the amounts
charged were based on amounts paid or amounts measured
on a GAAP-basis, if applicable).8

5.

Postemployment Benefits Other Than Pension Benefits (OPEB)

A

a.

If the entity provides OPEB, obtain a description of policies
and a schedule of the costs for current year.

ABCF

b.

If the entity has opted to apply the provisions of GASB
Statement No. 27 to postemployment healthcare benefits,
determine whether the accounting and financial reporting
conform to that Statement.

F

c.

Review the entity's OPEB disclosures in the notes to financial
statements for conformity with generally accepted account
ing principles.

Special Termination Benefits

6.

a.

ABF

If the entity has provided special termination benefits during
the period, determine the authority for and propriety of such
payments and whether the accounting and financial report
ing for such payments and related liabilities is in accordance
with generally accepted accounting principles.

Municipal Solid Waste Landfill Closure and Postclosure Care Costs

7.

[A] [B]

a.

Review and document the entity's policies concerning esti
mating and accounting for municipal solid waste landfill
closure and postclosure care costs.

ABF

b.

Obtain a copy of the entity's computation of costs for the
current period and the liability as of year-end.

c.

(1)

Compare to prior period's computation to determine
whether assumptions or methods of calculation have
changed. (If an engineer is used, SAS No. 73 [AU section
336], as amended, must be followed.)

(2)

Trace cumulative capacity used to supporting docu
mentation. Compare to prior year's amount and current
year's additions.

(3)

Determine whether computations have been adjusted
for inflation and current changes in federal, state, or
local laws and regulations.

(4)

Trace current period costs and total liability to financial
statements and determine whether that accounting and
reporting are proper for the applicable fund type.

Compare information obtained in preceding procedure with
information disclosed in notes to financial statements and
determine whether disclosures are in accordance with GASB
Statement No. 18, Accounting for Municipal Solid Waste Land
fill Closure and Postclosure Care Costs.

8 See footnote 2.
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8.

a.

Obtain a schedule of encumbrances outstanding at the end
of the audit period.

D

b.

Reconcile the detail of encumbrances to general ledger
amounts.

D

c.

Trace encumbrances (in excess of $______ ) to unfilled purchase orders.

DF

d.

Determine whether encumbrances and other significant
commitments have been properly reported and disclosed in
the financial statements.

Prepaid Items

a.

[C]

Review the type and amount of prepaid items, such as:
(1)

Unexpired insurance

(2)

Prepaid rent

(3)

Supplies inventories

(4)

Advances

(5)

Unamortized expenses

(6)

Deposits

(7)

Other (itemize):

CF

b.

C

c. For material amounts, ascertain propriety of balances by
review of calculations and supporting documents.

C

d. Consider confirmation of balances.

C

e. Trace selected amounts to disposition in subsequent period.

F

f. Determine whether the accounting treatment, including the
presentation of fund balance reserves, is in accordance with
generally accepted accounting principles.

D.

W/P
Ref.

Encumbrances and Other Commitments

D

9.

Date

10-01

Review amounts for reasonableness by comparison with
balances at the end of the preceding period, related expense
accounts, and so forth.

Overall Conclusions
1.

In our opinion, we have obtained sufficient and competent evi
dential matter to provide reasonable assurance that:

a.

Expenditures/expenses reporting in the financial statements
represent valid transactions and include all items that are
applicable to the period.

b.

Payable and accrued liabilities reported in the financial state
ments are properly authorized, represent the correct
amounts of currently payable items, and reflect all outstand
ing obligations.
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c.

Prepaid items reported in the financial statements are valid,
complete, and stated at the proper amount.

____

____

d.

Encumbrances and other commitments are identified and
recorded or disclosed.

____

____

e.

Expenditures/expenses are made in accordance with legal
and contractual provisions.

____

____

Financial statement presentation and disclosure of expendi
tures, expenses, payables, and prepaid items are in conform
ity with GAAP consistently applied.

____

____

f.

Date

W/P
Ref.

Except as follows:

This audit program has been completed in accordance with firm policy.

Date
Done by

Reviewed by
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The material included in this section relates only to the general purpose
financial statements of state and local governments (that is, not to the
additional requirements of comprehensive annual financial reports) and is
presented for illustrative purposes only. The illustrative audit objectives
and illustrative audit procedures are neither all-inclusive nor are they
prescribed minimums. The illustrative audit procedures are numbered
merely to organize the materials; those numbers are not intended to imply
completeness or a prescribed sequence. The nature, extent, and timing of
the auditing procedures to be applied in a particular engagement are a
matter of professional judgment to be determined by the auditor based on
the specific facts and circumstances.
.070
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VIL Inventories

Financial Statement Assertions
1.

Existence or occurrence

2.

Completeness

3.

Rights and obligations

4.

Valuation or allocation

5.

Presentation and disclosure

Audit Objectives
A. Inventories physically exist, in good condition, unencumbered
by pledge or lien. (Assertions 1,2, and 3)
B.

The accounts reflect all inventory held for sale or used in the
ordinary course of operations. (Assertions 3 and 5)

C. Estimates of realizable value are carefully and consistently made.
(Assertion 4)
Note: The letters preceding each of the above audit objectives serve
as identification codes. These codes are presented in the objective
column when the audit step accomplishes the specific objective. If the
letter appears in brackets, that is, [A], [B], and so forth, the audit
procedure only secondarily accomplishes the objective.
A.

Evaluation of Internal Control
1.

Review the understanding of internal control over inventory and
the preliminary assessment of control risk.

2.

For those assertions in which the auditor seeks a further reduc
tion in the assessed level of control risk, perform tests of the
effectiveness of the control activities in order to support the
reduction in assessed level of control risk. This includes situ
ations in which significant audit evidence is transmitted, proc
essed, maintained, or accessed electronically, and the auditor has
determined that it is not practical or possible to reduce detection
risk to an acceptable level by performing only substantive tests
for one or more financial statement assertions.
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Consider the understanding of internal control, the assessed
level of control risk (together with assessment of inherent risk),
and the acceptable level of detection risk to determine the nature,
timing, and extent of substantive tests.

Analytical Procedures
1.

Review the planning procedures applicable to analytical proce
dures performed on inventories and consider the result of the
procedures in determining the nature, timing, and extent of other
audit procedures.

2.

If analytical procedures are used for substantive testing pur
poses, document the basis for the expected relationship, the
results of the comparison of the recorded amount to the expecta
tion, and the results of the evaluation of unexpected differences
between the recorded amount and the expectation.

Other Auditing Procedures
1.

Observe the taking of physical inventories.
a.

Review client's arrangements for the physical inventory,
paying particular attention to controls to ensure complete
ness of the physical count.

b.

Make test counts of various items, recording description and
quantities of items selected.

c.

Inspect inventory for evidence of damaged items and/or
obsolete goods and determine that such stock has been ap
propriately identified in the inventory count.

d.

Inspect inventory for unusual concentration or overstocking
of particular items, unusual storage that could cause difficult
or impossible counts of items, and any other unusual condi
tions that need to be investigated.

AB

2.

Ascertain that proper cut-off is effected with respect to purchases
and consumption.

B

3.

Trace quantities and descriptions per audit test counts into final
inventory sheets.

BC

4.

Test clerical accuracy of inventories as to:
a.

Unit prices

b.

Extensions

c.

Footings

d.

Totals to summaries
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5.

Select several items included in the inventory test counts and
verify prices to determine that the inventory has been consis
tently valued.

AC

6.

Review inventory issuance records for evidence of obsolete
inventory.

AC

7.

Ascertain that obsolete and damaged stock has been identified
and appropriately valued.

B

8.

Compare the dollar amount of inventory by fund to prior periods
and investigate any material fluctuations.

[C]

9.

Compute and analyze turnover rates for significant inventories.

D.

Date

10-01

W/P
Ref.

Overall Conclusions
1.

In our opinion, we have obtained sufficient and competent evi
dential matter to provide reasonable assurance that:
a.

Inventories physically exist, in good condition, unencum
bered by pledge or lien.

b.

The accounts reflect all inventory held for sale or used in the
ordinary course of operations.

c.

Cost of inventory items is measured in accordance with gener
ally accepted accounting principles, consistently applied.

d.

Estimates of realizable value are carefully and consistently
made.

Except as follows:

This audit program has been completed in accordance with firm policy.

Date
Done by

Reviewed by
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The material included in this section relates only to the general purpose
financial statements of state and local governments (that is, not to the
additional requirements of comprehensive annual financial reports) and is
presented for illustrative purposes only. The illustrative audit objectives
and illustrative audit procedures are neither all-inclusive nor are they
prescribed minimums. The illustrative audit procedures are numbered
merely to organize the materials; those numbers are not intended to imply
completeness or a prescribed sequence. The nature, extent, and timing of
the auditing procedures to be applied in a particular engagement are a
matter of professional judgment to be determined by the auditor based on
the specific facts and circumstances.
.080
Done
By

Obj.

Date

W/P
Ref.

VIII. Capital Expenditures and Related Fund and Account Group Activity1
(for proprietary funds, use Audit Program in AAM section 5400.080)

Financial Statement Assertions
1.

Existence or occurrence

2.

Completeness

3.

Rights and obligations

4.

Valuation or allocation

5.

Presentation and disclosure

Audit Objectives

A. Property and equipment recorded in the general fixed assets
account group (GFAAG) represent a valid listing of the capital
ized cost of assets purchased, constructed, donated, or leased and
physically on hand. (Assertions 1, 2, and 3)
B.

Capital expenditures represent a complete and valid listing of all
costs incurred by the acquiring fund of the property and equip
ment acquired during the period, and costs that meet the capi
talization policy are excluded from repair and maintenance and
similar expenditure accounts. (Assertions 1 and 2)

C. Capitalized costs and, if applicable, related depreciation associ
ated with all fixed assets no longer owned or possessed have been
removed from the GFAAG. (Assertions 1 and 3)
D. Property and equipment is stated at historical or estimated his
torical cost. Donated assets are recorded at their estimated fair
value at the date of donation. Depreciation, if recorded, if appro
priately calculated. (Assertion 4)
E. Leases are classified properly as capital or operating; fixed assets
capitalized are classified properly by major classes of assets and
related sources of funding; and related disclosures are adequate.
(Assertions 4 and 5)

F.

Property transferred between the GFAAG and proprietary funds
is appropriately reported. (Assertions 4 and 5)

1 See also the audit program at AAM section 12,200.060 for auditing procedures relating to cash disbursements and payables for
capital expenditures.
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Date

10-01

W/P
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G. The entity has complied with legal and contractual provisions relating
to capital expenditures and capital assets. (Assertions 2 and 5)

Note: The letters preceding each of the above audit objectives serve
as identification codes. These codes are presented in the objective
column when the audit step accomplishes the specific objective. If the
letter appears in brackets, that is, [A], [B], and so forth, the audit
procedures only secondarily accomplishes the objective.

A.

B.

C.

Evaluation of Internal Control
1.

Review the understanding of internal control over capital expen
ditures and capital assets and the preliminary assessment of
control risk.

2.

For those assertions in which the auditor seeks a further reduc
tion in the assessed level of control risk, perform tests of the
effectiveness of the control activities in order to support the
reduction in assessed level of control risk. This includes situ
ations in which significant audit evidence is transmitted, proc
essed, maintained, or accessed electronically, and the auditor has
determined that it is not practical or possible to reduce detection
risk to an acceptable level by performing only substantive tests
for one or more financial statement assertions.

3.

Consider the understanding of internal control, the assessed
level of control risk (together with assessment of inherent risk),
and the acceptable level of detection risk to determine the nature,
timing, and extent of substantive tests.

Analytical Procedures
1.

Review the planning procedures applicable to analytical proce
dures performed on capital expenditures and capital assets and
consider the result of the procedures in determining the nature,
timing, and extent of other audit procedures.

2.

If analytical procedures are used for substantive testing pur
poses, document the basis for the expected relationship, the
results of the comparison of the recorded amount to the expecta
tion, and the results of the evaluation of unexpected differences
between the recorded amount and the expectation.

Other Auditing Procedures—Capital Expenditures

ABG

1.

Review minutes of governing authority for approval of purchase
and construction contracts and for the fund to be charged.

[A] [B]

2.

Document the entity's capitalization policy.

ABDG

3.

Examine invoices or other documentation for capital expendi
tures during the period, considering matters such as:

a.

Whether the assets acquired conform to the terms of the
purchase orders (or contracts and change orders for con
struction contracts).
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b.

4.

Where applicable, review bids for compliance with state or local
bid laws and regulations.

G

5.

If the capital expenditures were charged to grant programs,
determine whether the costs were allowable and otherwise com
plied with program requirements (such as equipment and real
property management and the prevailing wage rate require
ments of the Davis-Bacon Act).2

B

6.

Ascertain amounts of contracts payable, including retainage
withheld, that are due but unpaid and trace to liability accounts
in general ledger.

[B]

7.

Compare amounts of major contracts (including change orders)
to amounts appropriated for the project. Determine if additional
funds will be required for completion.

ADE

8.

Trace selected capital expenditures into the GFAAG, noting
agreement of description and amount, classification, related
sources of funding, and compliance with capitalization policy.

E

9.

For construction projects completed during the year, ensure that
capitalized amounts are transferred from construction in process
to proper classification by major class of assets.

Date

W/P
Ref.

------

------

—

Other Auditing Procedures—Leases

[B]

1.

Obtain copies of major leases for equipment and/or facilities.

ABG

2.

Review minutes of governing body for approval of lease agree
ment and the fund to be charged.

[A] E

3.

From a review of the lease, determine if the lease is an operating
lease or capital lease.

ABDE

4.

If lease is a capital lease:

B

Done
By

Whether amounts are paid are in accordance with the terms
of the purchase orders or contracts/change orders.

G

D.
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5.

a.

Determine whether the transaction has been recorded in
accordance with generally accepted accounting principles
(GAAP) (as described in GASB Codification section L20).

b.

Trace recording of cost of the asset to capital expenditure
accounts.

c.

Trace unpaid lease amounts to general long term debt ac
count group (GLTDAG).

Examine documentary support for lease payments.

2 This step is not necessary for federal grant expenditures if the auditor is conducting an audit in accordance with the provisions of
OMB Circular A-133, Audits of States, Local Governments, and Non-Profit Organizations, concurrently with the financial statement audit
and the scope of that A-133 audit is sufficient to provide reasonable assurance concerning the entity's compliance with grant
requirements that have a direct and material effect on financial statement amounts.
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G

6.

If lease expenditures were charged to grant programs, determine
whether the costs were allowable and otherwise complied with
program requirements.3

E

7.

Determine whether the disclosures about operating and capital
leases in the notes to the financial statements are in conformity
with GAAP.

E.

Date

10-01

W/P
Ref.

Other Auditing Procedures—GFAAG

A

1.

Obtain detailed listing of property records and reconcile with the
appropriate control accounts in the general ledger.

A

2.

Physically inspect a sample of fixed assets and agree to the
detailed property records.

D

3.

Obtain a listing of fixed assets acquired during the year and
vouch to documentation of the cost of the asset or the fair value
at the date of donation.

4.

Obtain a listing of fixed assets disposed of during the year:

a.

Determine whether disposals were properly authorized
(and, if applicable, properly advertised) and were removed
from the detailed property records.

b.

Trace proceeds into the record of cash receipts or receivables.

G

c.

Determine whether proceeds have been recorded in the
proper fund in accordance with legal requirements.

C

d.

Determine whether fixed assets that have been sold, traded,
demolished, or scrapped in conjunction with acquisitions
during the period of new fixed assets have been appropri
ately reflected as disposals.

G

e.

If disposed assets were initially acquired with grant funds,
determine whether the grantor's disposition requirements
were followed.4

CG

CD

5.

If the entity records an allowance for depreciation on general
fixed assets, review the allowance for accuracy of additions and
deletions during the year and reasonableness of ending balances.

[A]

6.

Document the entity's policy regarding insurance of general
fixed assets:
a.

[A]

F

50

7.

If applicable, inspect major insurance policies to determine
coverage and compliance with entity's policy.

Determine whether property transfers between the GFAAG and
proprietary funds are appropriately reported.

3 See footnote 2.
4 See footnote 2.
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F.

Date

W/P
Ref.

Overall Conclusions
1.

In our opinion, we have obtained sufficient and competent evi
dential matter to provide reasonable assurance that:
a.

Property and equipment recorded in the GFAAG represent
a valid listing of the capitalized cost of assets purchased,
constructed, donated, or leased and physically on hand.

b.

Capital expenditures represent a complete and valid listing
of all costs incurred by the acquiring fund of the property
and equipment acquired during the period, and costs that
meet the capitalization policy are excluded from repair and
maintenance and similar expenditure accounts.

c.

Capitalized costs and, if applicable, related depreciation as
sociated with all fixed assets no longer owned or possessed
have been removed from the GFAAG.

d.

Property and equipment is stated at historical or estimated
historical cost. Donated assets are recorded at their estimated
fair value at the date of donation. Depreciation, if recorded,
if appropriately calculated.

e.

Leases are classified properly as capital or operating; fixed
assets capitalized are classified properly by major classes of
assets and related sources of funding; and related disclosures
are adequate.

f.

Property transferred between the GFAAG and proprietary
funds is appropriately reported.

g.

The entity has complied with legal and contractual provi
sions relating to capital expenditures and capital assets.
Except as follows:

This audit program has been completed in accordance with firm policy.
Date

Done by
Reviewed by
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The material included in this section relates only to the general purpose
financial statements of state and local governments (that is, not to the
additional requirements of comprehensive annual financial reports) and is
presented for illustrative purposes only. The illustrative audit objectives and
illustrative audit procedures are neither all-inclusive nor are they prescribed
minimums. The illustrative audit procedures are numbered merely to organize
the materials; those numbers are not intended to imply completeness or a
prescribed sequence. The nature, extent, and timing of the auditing procedures
to be applied in a particular engagement are a matter of professional judgment
to be determined by the auditor based on the specific facts and circumstances.
.090
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Date
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IX. Debt and Debt Service1
Financial Statement Assertions
1.

Existence or occurrence

2.

Completeness

3.

Rights and obligations

4.

Valuation or allocation

5.

Presentation and disclosure

Audit Objectives

A. Debt service expenditures reported in the financial statements
represent valid transactions and include all items that are appli
cable to the period. (Assertions 1 and 2)
B.

Debt liabilities reported in the financial statements are properly
authorized and reflect all outstanding obligations. (Assertions 1,
2, and 3)

C. Debt transactions are made in accordance with legal and contrac
tual provisions, including federal arbitrage restriction and rebate
requirements. (Assertions 2 and 5)
D. Financial statement measurement, presentation, and disclosure
of debt service transactions and balances (including restrictions,
guarantees, commitments, conduit debt, and debt defeasances)
are in conformity with generally accepted accounting principles
(GAAP) consistently applied. (Assertions 3,4, and 5)

Note: The letters preceding each of the above audit objectives serve
as identification codes. These codes are presented in the objective
column when the audit step accomplishes the specific objective. If the
letter appears in brackets, that is, [A], [B], and so forth, the audit
procedure only secondarily accomplishes the objective.

1 SAS No. 92, Auditing Derivative Instruments, Hedging Activities, and Investments in Securities (AU section 332), provides guidance in
planning and performing auditing procedures for assertions about those items. SAS No. 92 explains that the auditor may need special
skill or knowledge to plan and perform auditing procedures for certain assertions about derivatives and securities. It also provides
guidance on obtaining an understanding of internal control, assessing inherent and control risk, and designing substantive procedures.
The AICPA Audit Guide Auditing Derivative Instruments, Hedging Activities, and Investments in Securities (product number 012520), is an
essential companion guide to SAS No. 92. The guide provides practical guidance and case studies for implementing SAS No. 92. To
order the guide, call the AICPA Order Department at 888-777-7077.
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A.

B.

C.

Date

W/P
Ref.

Evaluation of Internal Control
1.

Review the understanding of internal control over debt and debt
service transactions and the preliminary assessment of control risk.

2.

For those assertions in which the auditor seeks a further reduc
tion in the assessed level of control risk, perform tests of the
effectiveness of the control activities in order to support the
reduction in assessed level of control risk. This includes situ
ations in which significant audit evidence is transmitted, proc
essed, maintained, or accessed electronically, and the auditor has
determined that it is not practical or possible to reduce detection
risk to an acceptable level by performing only substantive tests
for one or more financial statement assertions.

3.

Consider the understanding of internal control, the assessed
level of control risk (together with assessment of inherent risk),
and the acceptable level of detection risk to determine the nature,
timing, and extent of substantive tests.

Analytical Procedures
1.

Review the planning procedures applicable to analytical proce
dures performed on debt and debt service and consider the result
of the procedures in determining the nature, timing, and extent
of other audit procedures.

2.

If analytical procedures are used for substantive testing pur
poses, document the basis for the expected relationship, the
results of the comparison of the recorded amount to the expecta
tion, and the results of the evaluation of unexpected differences
between the recorded amount and the expectation.

Other Auditing Procedures—Short-term Obligations

B

1.

Determine whether all bond, tax, and revenue anticipation notes
and other short-term debt obligations have been properly
authorized.

C

2.

Review applicable documents to determine interest rates, collat
eral, liens, and security agreements, if any.

BC

3.

Confirm outstanding balances and other pertinent information
(see 2. above) with note holders.

C

4.

Determine whether short-term obligations in excess of legal limi
tations have been issued.

B

5.

Examine supporting documents for debt service payments made
during the period.

AB

6.

Review interest paid or accrued for reasonableness. Recompute
on a test basis.
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C

7.

Examine for compliance with legal and contractual provisions
(for example, whether proceeds that were spent during the pe
riod were used for authorized purposes).

D

8.

Determine whether the entity's accounting, financial reporting,
and disclosures for the notes are in conformity with GAAP.

D.

2.

AB

W/P
Ref.

Examine provisions of bond ordinances and tax levies for retire
ment of bond principal and interest and test compliance there
with, including:

a.

Compute required balances of restrictive accounts required
by bond ordinance and compare to amounts actually on
deposit.

b.

Review transactions in restrictive accounts during audit pe
riod to determine whether deposits/transfers are being
made at intervals/dates required by the bond ordinance.

Obtain the entity's maturity schedule for outstanding bonds:
a.

Trace amounts maturing currently to expenditure/expense
accounts for interest and principal.

b.

Trace unmatured bond principal to general long term debt
account group (GLTDAG) or the applicable proprietary
fund(s).

AB

3.

Confirm directly with the paying agent the amounts transmitted
to it during the year, the amount of bonds and interest retired
during the year, and any year end balances (including canceled
bonds and coupons).

B

4.

For bonds issued during the audit period:
a.

Trace approval of issuance to minutes of governing body.

b.

If applicable, review approval from third parties.

C

5.

Determine whether proceeds that were spent during the audit
period were used for authorized purposes.

D

6.

Determine whether cash on hand with the paying agent is re
corded as both an asset and a liability.

C

7.

Determine whether the total outstanding debt exceeds legal
restrictions.

D

8.

Determine whether the entity's accounting, financial reporting,
and disclosures for the bonds are in conformity with GAAP.

E.

Date

10-01

Other Auditing Procedures—Bonds
1.

C

B

50

Other Auditing Procedures—Long-term Obligations Other
Than Bonds
1.

Determine whether all obligations of this nature (such as loans
and advances) have been properly authorized.
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C

2.

Review applicable documents to determine interest rates, collat
eral, liens, and security agreements, if any.

BC

3.

Confirm outstanding balances and other pertinent information
(see 2. above) with the creditor.

C

4.

Determine whether proceeds that were spent during the audit
period were used for authorized purposes.

AB

5.

Examine supporting documents for debt service payments made
during the period.

AB

6.

Review interest paid or accrued for reasonableness. Recompute
on a test basis.

D

7.

Determine whether the entity's accounting, financial reporting,
and disclosures for the obligations are in conformity with GAAP.

F.

1.

Identify the specialist who will be involved in the examination
of the entity's compliance with federal arbitrage restriction and
rebate requirements and obtain information concerning the pro
fessional qualifications and reputation of the specialist, the na
ture of the work to be performed, and other information as
required by SAS No. 73 [AU section 336].

C

2.

Review, as appropriate, the methods and assumptions used by
the specialist in his or her evaluation of the entity's compliance
with federal arbitrage restriction and rebate requirements.

BCD

3.

Obtain the entity's worksheets for computing its arbitrage liability.

4.

D

G.

Date

W/P
Ref.

Other Auditing Procedures—Federal Arbitrage Requirements and
Arbitrage Refund Liabilities2

C

D
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a.

Trace date and amount of deposits and disbursements to
supporting accounting records.

b.

Review the entity's computations for reasonableness.

c.

Determine whether arbitrage liabilities have been recorded
in the fund that will make the payment or the GLTDAG.

Determine whether the entity has made appropriate disclosures
if it has been advised of the possible loss of tax exempt status on
bond issues for failure to comply with federal arbitrage restric
tion and rebate requirements.

Other Audit Procedures

1.

Determine whether conduit debt obligations are in accordance with
GASB Interpretation No. 2, Disclosure of Conduit Debt Obligations.

2 The Government Finance Officers Association (GFOA) has three publications that discuss arbitrage requirements: The GAAFR
Review Practice Guide (1997), Guide to Arbitrage Requirements for Governmental Bond Issues (1992), and 1994 Supplement to the Guide to
Arbitrage Requirements for Governmental Bond Issues.
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Date

W/P
Ref.

Determine whether debt defeasances are in accordance with GASB
Statement No. 7, Advance Refundings Resulting in Defeasance of Debt,
and GASB Statement No. 23, Accounting and Financial Reporting
for Refundings of Debt Reported by Proprietary Activities.

Overall Conclusions
1.

In our opinion, we have obtained sufficient and competent evi
dential matter to provide reasonable assurance that:

a.

Debt service expenditures reported in the financial state
ments represent valid transactions and include all items that
are applicable to the period.

b.

Debt liabilities reported in the financial statements are prop
erly authorized and reflect all outstanding obligations.

c.

Debt transactions are made in accordance with legal and
contractual provisions, including federal arbitrage restric
tion and rebate requirements.

d.

Financial statement measurement, presentation, and disclo
sure of debt service transactions and balances (including
restrictions, guarantees, commitments, conduit debt, and
debt defeasances) are in conformity with generally accepted
accounting principles (GAAP) consistently applied.

Except as follows:

This audit program has been completed in accordance with firm policy.

Date
Done by

Reviewed by
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The material included in this section relates only to the general purpose
financial statements of state and local governments (that is, not to the
additional requirements of comprehensive annual financial reports) and is
presented for illustrative purposes only. The illustrative audit objectives
and illustrative audit procedures are neither all-inclusive nor are they
prescribed minimums. The illustrative audit procedures are numbered
merely to organize the materials; those numbers are not intended to imply
completeness or a prescribed sequence. The nature, extent, and timing of
the auditing procedures to be applied in a particular engagement are a
matter of professional judgment to be determined by the auditor based on
the specific facts and circumstances.
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Done
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X.

Date

W/P
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Interfund Transactions and Fund Equity
Financial Statement Assertions
1.

Existence or occurrence

2.

Completeness

3.

Rights and obligations

4.

Valuation or allocation

5.

Presentation and disclosure

Audit Objectives
A. Interfund transactions and changes in reserved, designated, and
undesignated fund equity reported in the financial statements
represent valid transactions and include all items that are appli
cable to the period. (Assertions 1 and 2)
B.

Interfund balances and fund equity reserves and designations
are properly authorized and reflect all outstanding balances.
(Assertions 1,2, and 3)

C. Interfund and fund equity transactions are made in accordance
with legal and contractual provisions. (Assertions 2 and 5)
D. Financial statement measurement, presentation, and disclosure
of interfund and fund equity transactions and balances are in
conformity with generally accepted accounting principles
(GAAP) consistently applied. (Assertions 3,4, and 5)
Note: The letters preceding each of the above audit objectives serve
as identification codes. These codes are presented in the objective
column when the audit step accomplishes the specific objective. If the
letter appears in brackets, that is, [A], [B], and so forth, the audit
procedure only secondarily accomplishes the objective.

A.

Evaluation of Internal Control
1.

Review the understanding of internal control over interfund
transactions and fund equity and the preliminary assessment of
control risk.
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B.

C.

2.

For those assertions in which the auditor seeks a further reduc
tion in the assessed level of control risk, perform tests of the
effectiveness of the control activities in order to support the
reduction in assessed level of control risk. This includes situ
ations in which significant audit evidence is transmitted, proc
essed, maintained, or accessed electronically, and the auditor has
determined that it is not practical or possible to reduce detection
risk to an acceptable level by performing only substantive tests
for one or more financial statement assertions.

3.

Consider the understanding of internal control, the assessed
level of control risk (together with assessment of inherent risk),
and the acceptable level of detection risk to determine the nature,
timing, and extent of substantive tests.

Date

10-01

W/P
Ref.

Analytical Procedures
1.

Review the planning procedures applicable to analytical proce
dures performed on interfund transactions and fund equity and
consider the result of the procedures in determining the nature,
timing, and extent of other audit procedures.

2.

If analytical procedures are used for substantive testing pur
poses, document the basis for the expected relationship, the
results of the comparison of the recorded amount to the expecta
tion, and the results of the evaluation of unexpected differences
between the recorded amount and the expectation.

Other Auditing Procedures—Interfund Transactions

[A] [B] [D] 1.

Determine the entity's policies for recognizing and classifying
interfund transactions as quasi-external transactions, reimburse
ments, transfers, and loans.

[A] [B]

2.

Obtain or prepare a schedule of interfund transfers and loans and
of all interfund account balances at year end.

BD

3.

Determine whether interfund receivables equal interfund payables.

BC

4.

Review minutes of the governing body, adopted budget, appro
priate debt issuance documents, and other legal and contractual
provisions for authorization of and any legal restrictions on
interfund transactions.

ABD

5.

Determine whether interfund transactions are properly classi
fied as quasi-external transactions, reimbursements, transfers
(operating or residual equity) and loans and reported accord
ingly in the financial statements.

ABD

6.

Review ending balances of interfund accounts as to:
a.

Aging of balances.

b.

Reason for transactions.
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D.

c.

Method of liquidation anticipated.

d.

Proper reporting classification (for example, as "Due
to/from" and "Advance to/from").

e.

Collectibility.

W/P
Ref.

Other Auditing Procedures—Fund Equity

B

1.

Review minutes of the governing body, charter, and debt issu
ance documents and other similar documents to identify the
authorizations for fund equity reserves and designations.

CD

2.

Determine whether fund equity reserves and designations have
been made in compliance with the applicable legal and contrac
tual provisions, including purpose restrictions on nonexchange
transaction resources, and are properly disclosed in the financial
statements, including disclosure of deficit fund balance or deficit
retained earnings of individual funds.

ABD

3.

Analyze all transactions to fund balance and retained earnings
accounts for the year to determine whether all such transactions
are properly reported in the financial statements or notes.

E.

Date

Overall Conclusions

1.

In our opinion, we have obtained sufficient and competent evi
dential matter to provide reasonable assurance that:

a.

Interfund transactions and changes in reserved, designated,
and undesignated fund equity reported in the financial state
ments represent valid transactions and include all items that
are applicable to the period.

b.

Interfund balances and fund equity reserves and designations
are properly authorized and reflect all outstanding balances.

c.

Interfund and fund equity transactions are made in accord
ance with legal and contractual provisions.

d.

Financial statement measurement, presentation, and disclo
sure of interfund and fund equity transactions and balances
are in conformity with generally accepted accounting prin
ciples (GAAP) consistently applied.
Except as follows:

This audit program has been completed in accordance with firm policy.
Date
Done by

Reviewed by
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The material included in this section relates only to the general purpose
financial statements of state and local governments (that is, not to the
additional requirements of comprehensive annual financial reports) and is
presented for illustrative purposes only. The illustrative audit objectives
and illustrative audit procedures are neither all-inclusive nor are they
prescribed minimums. The illustrative audit procedures are numbered
merely to organize the materials; those numbers are not intended to imply
completeness or a prescribed sequence. The nature, extent, and timing of
the auditing procedures to be applied in a particular engagement are a
matter of professional judgment to be determined by the auditor based on
the specific facts and circumstances.
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XI. Proprietary Funds—Special Topics
Note: Most of the audit procedures applicable to proprietary funds
will be completed in connection with other audit programs. How
ever, certain types of accounts and transactions found in proprietary
funds have been separately addressed in this program.
Financial Statement Assertions
1.

Existence or occurrence

2.

Completeness

3.

Rights and obligations

4.

Valuation or allocation

5.

Presentation and disclosure

Audit Objectives

A. Proprietary fund revenue accounts include all transactions that
relate to the period. (Assertions 1 and 2)
B.

Proprietary fund receivables are valid, complete, and stated at
the net realizable amount. (Assertions 1,2,3, and 4)

C. The costs associated with grant financed fixed assets are allow
able and otherwise comply with program requirements. (Asser
tions 2 and 5)

D. Contributed capital has been accounted for in accordance with
generally accepted accounting principles (GAAP). (Assertions 4
and 5)
E.

Financial statement presentation and disclosure for proprietary
funds are in conformity with GAAP consistently applied. (Asser
tions 4 and 5)

Note: The letters preceding each of the above audit objectives serve
as identification codes. These codes are presented in the objective
column when the audit step accomplishes the specific objective. If the
letter appears in brackets, that is, [A], [B], and so forth, the audit
procedure only secondarily accomplishes the objective.
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Evaluation of Internal Control
1.

Review the understanding of internal control over proprietary
fund revenues, receivables, grant financed fixed assets, and con
tributed capital and the preliminary assessment of control risk.

2.

For those assertions in which the auditor seeks a further reduc
tion in the assessed level of control risk, perform tests of the
effectiveness of the control activities in order to support the
reduction in assessed level of control risk. This includes situ
ations in which significant audit evidence is transmitted, proc
essed, maintained, or accessed electronically, and the auditor has
determined that it is not practical or possible to reduce detection
risk to an acceptable level by performing only substantive tests
for one or more financial statement assertions.

3.

Consider the understanding of internal control, the assessed
level of control risk (together with assessment of inherent risk),
and the acceptable level of detection risk to determine the nature,
timing, and extent of substantive tests.

Analytical Procedures
1.

Review the planning procedures applicable to analytical proce
dures performed on proprietary fund revenues, receivables,
grant financed fixed assets, and contributed capital and consider
the result of the procedures in determining the nature, timing,
and extent of other audit procedures.

2.

If analytical procedures are used for substantive testing pur
poses, document the basis for the expected relationship, the
results of the comparison of the recorded amount to the expecta
tion, and the results of the evaluation of unexpected differences
between the recorded amount and the expectation.

Other Auditing Procedures—Operating Revenues
1.

Obtain rate schedules for services and determine whether rates
have been properly authorized.
a.

Where charges are based on variable quantities or volumes
of usage:
(1)

Test records of usage, such as meter readers' reports, to
determine reliability of usage data.

(2)

Determine reasonableness of revenues when compared
to records showing the usage or consumption of goods
or services.

(3)

Compute average revenue per unit of usage or con
sumption and compare to average for prior years.

(4)

Compare records of usage with records of production;
investigate and explain any unusual differences be
tween them.

AICPA Audit and Accounting Manual

AAM §12,200.110

12,266

State and Local Governments

50

Done
By

Obj.

A

b.

A

c.

A

2.

D.

Date

10-01

W/P
Ref.

Where charges are based on direct and allocated costs:
(1)

Determine method used by the entity to accumulate
direct costs and allocate costs to each customer.

(2)

Trace direct costs into customers' ledger to determine
whether costs have been properly accumulated.

(3)

Recompute allocated costs to determine whether they
have been properly assigned to individual customers.

-------

If cycle billing is used, obtain the entity's computation of
unbilled service revenue and—

(1)

Review for accuracy of computation.

(2)

Trace billings to subsequent periods.

(3)

Agree total of unbilled service to general ledger account.

For selected accounts:

a.

Trace records of usage (such as meter reader reports) to
usage shown on customer's bill.

b.

Recompute billing, making sure that authorized rates are in
use.

Other Auditing Procedures—Receivables

AB

1.

Obtain aged listing of accounts receivable. Test accuracy of list
ing and reconcile the balance with the general ledger.

B

2.

Investigate individual accounts with large or unusual balances;
trace to subsequent transactions.

B

3.

Consider confirming accounts receivable directly with custom
ers. If accounts receivables are not confirmed, however, the
reason for nonconfirmation must be documented. (See AAM
section 12,200.050, footnote 1.) Any of the following is acceptable:

a.

Accounts receivable are immaterial to the financial statements.

b.

Use of confirmations would be ineffective.

c.

Combined assessed level of inherent risk and control risk is
low, and the assessed level, in conjunction with the evidence
expected to be provided by analytical procedures or other
substantive tests of details, is sufficient to reduce audit risk
to an acceptably low level for the applicable financial state
ment assertions.

B

4.

Obtain or list subsequent collections of past due items to date of
field work.

B

5.

Obtain list of uncollectible accounts written off during the year
and of all credits issued during the year, and review for authority
and propriety.

BE

6.

Review collectibility of accounts with responsible personnel and
determine whether a proper allowance is established for uncol
lectible accounts.
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E.
C

If capital expenditures or capital use charges were charged to
grant programs, determine whether the costs were allowable and
otherwise complied with program requirements (such as equip
ment and real property management).1

Other Auditing Procedures—Contributed Capital

D

1.

Determine that contributions, grants, and system development
fees received during the period have been recorded as revenue.

D

2.

If depreciation on fixed assets is closed to the contributed capital
equity account:

a.

Determine whether the entity's accounting records have
properly identified fixed assets recorded in the contributed
capital equity account.

b.

Review the computation of depreciation on such assets and
reconcile total depreciation thereon to amounts charged to
the contributed capital equity account.

D

3.

Analyze the propriety of other changes during the period in the
contributed capital equity account.

DE

4.

Determine whether the entity has properly disclosed changes in
the contributed capital equity account in its financial statements.

G.

W/P
Ref.

Other Auditing Procedures—Grant Financed Fixed Assets
1.

F.

Date

Other Auditing Procedures—Reporting

E

1.

If the entity's financial statements distinguish between operating
and non-operating net income, review whether its classifications
are proper and consistent with the prior-year's classifications.

E

2.

If the entity presents a classified balance sheet, review whether
its classifications are in conformity with GAAP and consistent
with the prior-year's classifications.

E

3.

Review whether the proprietary funds' cash flows statements are
in conformity with GAAP and consistent with the prior-year's
statements.

E

4.

Review whether the entity's use of Financial Accounting Stand
ards Board pronouncements are in conformity with GAAP and
consistent with the prior-year's use.

1 This step is not necessary for federal grant expenditures if the auditor is conducting an audit in accordance with the provisions of
OMB Circular A-133, Audits of States, Local Governments, and Non-Profit Organizations, concurrently with the financial statement audit
and the scope of that A-133 audit is sufficient to provide reasonable assurance concerning the entity's compliance with grant
requirements that have a direct and material effect on financial statement amounts.
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Overall Conclusions
1.

In our opinion, we have obtained sufficient and competent evi
dential matter to provide reasonable assurance that:
a.

Proprietary fund revenue accounts include all transactions
that relate to the period.

b.

Proprietary fund receivables are valid, complete, and stated
at the net realizable amount.

c.

The costs associated with grant financed fixed assets are allow
able and otherwise comply with program requirements.

d.

Contributed capital has been accounted for in accordance
with GAAP.

e.

Financial statement presentation and disclosure for proprietary
funds are in conformity with GAAP consistently applied.

Except as follows:

This audit program has been completed in accordance with firm policy.

Date
Done by

Reviewed by
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The material included in this section relates only to the general purpose
financial statements of state and local governments (that is, not to the
additional requirements of comprehensive annual financial reports) and is
presented for illustrative purposes only. The illustrative audit objectives
and illustrative audit procedures are neither all-inclusive nor are they
prescribed minimums. The illustrative audit procedures are numbered
merely to organize the materials; those numbers are not intended to imply
completeness or a prescribed sequence. The nature, extent, and timing of
the auditing procedures to be applied in a particular engagement are a
matter of professional judgment to be determined by the auditor based on
the specific facts and circumstances.
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XII. Risk Financing and Related Insurance Activities

Financial Statement Assertions

1.

Existence or occurrence

2.

Completeness

3.

Rights and obligations

4.

Valuation or allocation

5.

Presentation and disclosure

Audit Objectives

A. The entity has adopted policies to provide reasonable coverage
for risks of loss. (Assertion 3)
B. The entity has complied with legal requirements relating to risk
financing and related insurance activities. (Assertions 2 and 5)

C. Expenditures/expenses reported in the financial statements for
risk financing and related insurance activities represent valid
transactions and include all items that are applicable to the
period. (Assertions 1 and 2)
D. Liabilities reported in the financial statements for risk financing
and related insurance activities are properly authorized, repre
sent the correct amounts of currently payable items, and reflect
all outstanding obligations. (Assertions 1,2, 3, and 4)

E.

Financial statement presentation and disclosure of risk financing
and related insurance activity transactions and balances are in
conformity with generally accepted accounting principles
(GAAP) consistently applied. (Assertions 3,4, and 5)

Note: The letters preceding each of the above audit objectives serve
as identification codes. These codes are presented in the objective
column when the audit step accomplishes the specific objective. If the
letter appears in brackets, that is, [A], [B], and so forth, the audit
procedure only secondarily accomplishes the objective.
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Evaluation of Internal Control
1.

Review the understanding of internal control relative to risk
financing and related insurance activities and the preliminary
assessment of control risk.

2.

For those assertions in which the auditor seeks a further reduc
tion in the assessed level of control risk, perform tests of the
effectiveness of the control activities in order to support the
reduction in assessed level of control risk. This includes situ
ations in which significant audit evidence is transmitted, proc
essed, maintained, or accessed electronically, and the auditor has
determined that it is not practical or possible to reduce detection
risk to an acceptable level by performing only substantive tests
for one or more financial statement assertions.

3.

B.

Date

10-01

■_______

Consider the understanding of internal control, the assessed
level of control risk (together with assessment of inherent risk),
and the acceptable level of detection risk to determine the nature,
timing, and extent of substantive tests.

Analytical Procedures

1.

Review the planning procedures applicable to analytical proce
dures performed on risk financing and related insurance activi
ties and consider the result of the procedures in determining the
nature, timing, and extent of other audit procedures.

2.

If analytical procedures are used for substantive testing pur
poses, document the basis for the expected relationship, the
results of the comparison of the recorded amount to the expecta
tion, and the results of the evaluation of unexpected differences
between the recorded amount and the expectation.

Other Auditing Procedures—Risk Financing and Related Insur
ance Activities—General

A

1.

Obtain a copy of the entity's policy relative to risk financing and
related insurance activities.

AB

2.

Determine whether the policy has been considered and adopted
by the governing body and is in accordance with legal and
contractual provisions.

A

3.

Prepare a schedule showing the types of risks of loss to which
the entity is exposed and how those risks are handled (for exam
ple, through commercial insurance, public entity risk pool, and
risk retention).

A

a.

Consider whether material risks of loss have not been ad
dressed in the entity's policies.

E

b.

Review financial statements for adequacy of disclosure re
garding entity's risk policy and, if applicable, any material
uninsured risks.
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Determine compliance of purchased insurance with adopted
policy.

C

b.

For selected premiums, determine whether payments have
been made in accordance with policy terms and whether
charges have been made to the proper fund/function.

E

c.

From analysis of selected insurance policies, determine
whether there has been a transfer of risks. If not, determine
whether premiums and claims have been properly recorded
to reflect the continuing risks of refunds or assessments.

E

d.

If the entity pays insurance premiums in advance, determine
whether prepaid insurance has been properly reported in the
financial statements.

5.

If the entity participates in a public entity risk pool(s)—

A

a.

Determine the type of public entity risk pool (that is, whether
it involves a transfer or pooling of risk), the type of entity risk
handled by each pool, and whether participation in the pool
complies with adopted policy.

C

b.

Obtain a copy of the agreement with the risk pool and
determine whether required payments have been made in
accordance with the agreement and have been charged to the
proper fund/function.

DE

c.

Obtain a copy of the financial statements from the public
entity risk pool and determine whether the auditee has any
continuing contingencies (asset or liability) relative thereto.
If so, determine whether the entity has recorded that asset or
liability.

E

d.

Determine whether capitalization contributions are appro
priately reported and disclosed in accordance with GAAP.

E

e.

Review the notes to financial statements for adequacy of
disclosures regarding risks being handled by public entity
risk pool(s).

6.

Date

If the entity purchases insurance coverage for identified risks—

a.

A

B
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Determine on a test basis whether, for risk financing and related
insurance activity expenditures/expenses charged to grant pro
grams (including those associated with risk retention programs),
the costs were allowable and otherwise complied with grant
program requirements (such as whether the charges were in
curred during the grant period).1

D. Other Auditing Procedures—Risk Retention

A

1.

Determine whether the entity's risk retention programs comply
with its policies.

1 This step is not necessary for federal grant expenditures/expenses if the auditor is conducting an audit in accordance with the
provisions of OMB Circular A-133, Audits of States, Local Governments, and Non-Profit Organizations, concurrently with the financial
statement audit and the scope of that A-133 audit is sufficient to provide reasonable assurance concerning the entity's compliance with
grant requirements that have a direct and material effect on financial statement amounts.
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D

2.

a.

If an actuarial report is used to record estimated losses,
obtain a copy of the report and perform procedures relative
thereto as required by SAS No. 73, Using the Work of a
Specialist [AU section 336] including obtaining information
concerning the professional qualifications and reputation of
the actuarial firm, obtaining an understanding of the meth
ods and assumptions used by the actuary, making appropri
ate tests of data provided to the actuary (taking into account
the auditor's assessment of control risk), and evaluating
whether the actuary's findings support the related assertions
in the financial statements.

b.

If an actuarial report is not used—
(1)

Review methods used to determine estimated losses for
reasonableness and logic.

(2)

Trace information used in computation to historical
data.

(3)

For selected categories of loss, recompute estimated
losses.

(4)

Consider need to obtain services of a specialist.

3.

Determine whether claims and related expenditures/expenses
have been recognized in accordance with GASB Codification
section C50.

C

4.

Select a representative sample of claims paid and verify that the
claimed losses were documented and that the payments made
conform to program provisions.

E

5.

Determine whether annuity contracts purchased in a claimant's
name have been properly accounted for and disclosed.

6.

For risk retention programs accounted for within a general fund:

DE

a.

Determine whether claims payable are recorded using the
modified accrual basis, with the current portion recorded as
an expenditure and a fund liability and the long-term portion
recorded in the general long-term debt account group.

CE

b.

Review the method of charging losses to other funds, and
determine whether any amounts charged to other funds in
excess of total expenditures and liabilities have been re
corded as operating transfers.

CDE

W/P
Ref.

For risks of loss retained by the entity, determine methods used
to determine estimated losses from claims (including losses in
curred but not reported).

CDE

7.

Date

10-01

____

____

For risk retention programs accounted for within an internal
service fund:

a.

Determine whether premiums are:

(1)
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(2)

Recorded as expenditures/expenses of the insured
funds; and,

(3)

Based on the loss experience (or the loss experience plus
a reasonable provision for future catastrophe losses) of
the internal service fund and allocated to the insured
funds on a reasonable basis.

DE

b.

Determine whether total claims payable are reported as
internal service funds liabilities.

E

c.

Determine whether consideration has been given to record
ing properly authorized interfund receivables and payables
to eliminate internal service fund deficits.
(1)

If receivables/payables have not been recorded, deter
mine whether a feasible plan has been developed to
eliminate the deficit within a reasonable period and
whether such plan is properly disclosed.

(2)

Determine whether internal service fund deficits are
properly disclosed in the notes to financial statements.

D

8.

Correspond directly with the entity's attorney handling claims
under the risk retention program regarding large or unusual
claims that have not been settled.

D

9.

Examine claims paid subsequent to the close of the fiscal year to
determine the existence of unrecorded payables.

E

10. Determine whether assets accumulated to pay claims are appro
priately reported as reserved or designated.

E

11. Determine the accuracy and completeness of related note disclo
sures, including disclosure of loss contingencies and retained
earnings designated for future catastrophe losses.

E.

Date

W/P
Ref.

Overall Conclusions
1.

In our opinion, we have obtained sufficient and competent evi
dential matter to provide reasonable assurance that:
a.

The entity has adopted policies to provide reasonable cover
age for risks of loss.

b.

The entity has complied with legal requirements relating to
risk financing and related insurance activities.

c.

Expenditures/expenses reported in the financial statements
for risk financing and related insurance activities represent
valid transactions and include all items that are applicable to
the period.

d.

Liabilities reported in the financial statements for risk financ
ing and related insurance activities are properly authorized,
represent the correct amounts of currently payable items,
and reflect all outstanding obligations.
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e.
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Financial statement presentation and disclosure of risk fi
nancing and related insurance activity transactions and bal
ances are in conformity with GAAP consistently applied.
Except as follows:

This audit program has been completed in accordance with firm policy.

Date
Done by
Reviewed by
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The material included in this section relates only to the general purpose
financial statements of state and local governments (that is, not to the
additional requirements of comprehensive annual financial reports) and is
presented for illustrative purposes only. The illustrative audit objectives
and illustrative audit procedures are neither all-inclusive nor are they
prescribed minimums. The illustrative audit procedures are numbered
merely to organize the materials; those numbers are not intended to imply
completeness or a prescribed sequence. The nature, extent, and timing of
the auditing procedures to be applied in a particular engagement are a
matter of professional judgment to be determined by the auditor based on
the specific facts and circumstances.
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Fiduciary Funds (Other Than Pension and Investment Trust Funds)1

XIII.

Financial Statement Assertions
1.

Existence or occurrence

2.

Completeness

3.

Rights and obligations

4.

Valuation or allocation

5.

Presentation and disclosure

Audit Objectives
A. Agency funds have been properly established and maintained,
and are reported in accordance with generally accepted account
ing principles (GAAP). (Assertions 1,2,3,4, and 5)
B. Trust funds (other than pension and investment trust funds) are
being maintained in compliance with the applicable legal or
contractual provisions and are reported in accordance with
GAAP. (Assertions 1,2,3,4, and 5)

C. Transactions of Internal Revenue Code Section 457 deferred
compensation plans are properly accounted for and the plans are
reported in accordance with GAAP. (Assertions 1,2,3,4, and 5)
Note: The letters preceding each of the above audit objectives serve
as identification codes. These codes are presented in the objective
column when the audit step accomplishes the specific objective. If the
letter appears in brackets, that is, [A], [B], and so forth, the audit
procedure only secondarily accomplishes the objective.

A.

Evaluation of Internal Control
1.

Review the understanding of internal control over fiduciary fund
transactions and the preliminary assessment of control risk.

1 See AAM section 12,200.135 for pension trust funds. The Audit and Accounting Manual does not include an audit program for
investment trust funds. The accounting and financial reporting requirements for those funds are in GASB Statement No. 31, Accounting
and Financial Reporting for Certain Investments and for External Investment Pools.
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B.

C.

2.

For those assertions in which the auditor seeks a further reduc
tion in the assessed level of control risk, perform tests of the
effectiveness of the control activities in order to support the
reduction in assessed level of control risk. This includes situ
ations in which significant audit evidence is transmitted, proc
essed, maintained, or accessed electronically, and the auditor has
determined that it is not practical or possible to reduce detection
risk to an acceptable level by performing only substantive tests
for one or more financial statement assertions.

3.

Consider the understanding of internal control, the assessed
level of control risk (together with assessment of inherent risk),
and the acceptable level of detection risk to determine the nature,
timing, and extent of substantive tests.

Date

10-01

W/P
Ref.

Analytical Procedures
1.

Review the planning procedures applicable to analytical proce
dures performed on fiduciary funds and consider the result of
the procedures in determining the nature, timing, and extent of
other audit procedures.

2.

If analytical procedures are used for substantive testing pur
poses, document the basis for the expected relationship, the
results of the comparison of the recorded amount to the expecta
tion, and the results of the evaluation of unexpected differences
between the recorded amount and the expectation.

Other Auditing Procedures—Agency Funds

A

1.

Determine the purpose of each agency fund.

A

2.

Trace collections into agency funds on a test basis.

A

3.

Trace disbursements from agency funds to supporting documen
tation on a test basis.

A

4.

Note and examine reports supporting payments to agency fund
beneficiaries.

A

5.

Review presentation and note disclosure for conformity with GAAP.

D. Other Auditing Procedures—Trust Funds (Other Than Pension
and Investment Trust Funds)

B

1.

Obtain copies of documents establishing trust funds.

B

2.

Trace collections into trust funds on a test basis.

B

3.

Trace disbursements from trust funds to supporting documen
tation on a test basis.

B

4.

Determine compliance of collection and disbursement transac
tions with terms of trust.

B

5.

Review recognition presentation, and note disclosure for con
formity with GAAP.
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Other Auditing Procedures—IRC Section 457 Deferred Compensa
tion Plans
1.

C
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If the entity has a deferred compensation plan that meets the
criteria for reporting in the financial statements:

C

a.

Confirm amounts on deposit in the plan directly with plan
administrator and trace to the appropriate fund.

c

b.

Test a sample of plan deposits reported by the administrator
to the entity's records.

c

c.

Confirm a sample of payments to plan participants.

—

—

—

c

d.

Review presentation and note disclosure for conformity with
GAAP.

—

—

—

—

—

—

F.

Overall Conclusions
1.

In our opinion, we have obtained sufficient and competent evi
dential matter to provide reasonable assurance that:
a.

Agency funds have been properly established and main
tained, and are reported in accordance with GAAP.

b.

Trust funds (other than pension and investment trust funds)
are being maintained in compliance with the applicable legal
or contractual provisions and are reported in accordance
with GAAP.

c.

Transactions of Internal Revenue Code Section 457 deferred
compensation plans are properly accounted for and the
plans are reported in accordance with GAAP.

Except as follows:

This audit program has been completed in accordance with firm policy.

Date

Done by
Reviewed by
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The material included in this section relates only to the general purpose
financial statements of state and local governments (that is, not to the
additional requirements of comprehensive annual financial reports) and is
presented for illustrative purposes only. The illustrative audit objectives
and illustrative audit procedures are neither all-inclusive nor are they
prescribed minimums. The illustrative audit procedures are numbered
merely to organize the materials; those numbers are not intended to imply
completeness or a prescribed sequence. The nature, extent, and timing of
the auditing procedures to be applied in a particular engagement are a
matter of professional judgment to be determined by the auditor based on
the specific facts and circumstances.
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XIIIB. Pension Trust Funds1

Financial Statement Assertions
1.

Existence or occurrence

2.

Completeness

3.

Rights and obligations

4.

Valuation or allocation

5.

Presentation and disclosure

Audit Objectives
A. Investments reported in the financial statements are authorized
and properly represent investments owned by the pension trust
fund and held either on hand or in custody and safekeeping by
others on behalf of the pension trust fund. (Assertions 1,2, and 3)
B.

Contributions amounts received by and due to the plan have
been determined in accordance with plan provisions and are
valid, complete, and stated at the net realizable amount. (Asser
tions 1,2,3, and 4)

C. Benefit payment amounts and related liabilities conform to plan
provisions, represent the correct amounts of currently payable
items, and reflect all outstanding obligations. (Assertions 1,2,3,
and 4)
D. Financial statement representations and disclosures are consis
tent with actuarial findings. (Assertions 4 and 5)
E. Financial statement presentation and disclosure of the pension
trust fund and its transactions and balances are in conformity
with generally accepted accounting principles (GAAP) consis
tently applied. (Assertions 3,4, and 5)
F.

Required supplementary information and the related note dis
closures are presented in accordance with GAAP consistently
applied. (Assertions 3,4, and 5)

1 This audit program is based on the accounting and financial reporting requirements of GASB Statement No. 25, Financial Reporting
for Defined Benefit Pension Plans and Note Disclosures for Defined Contribution Plans. If the defined benefit pension plan administers one or
more postemployment healthcare plans, see also the provisions of GASB Statement No. 26, Financial Reporting for Postemployment
Healthcare Plans Administered by Defined Benefit Pension Plans.
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Note: The letters preceding each of the above audit objectives serve
as identification codes. These codes are presented in the objective
column when the audit step accomplishes the specific objective. If the
letter appears in brackets, that is, [A], [B], and so forth, the audit
procedure only secondarily accomplishes the objective.
A.

B.

C.

Evaluation of Internal Control

1.

Review the understanding of internal control relative to pension
trust funds and the preliminary assessment of control risk.

2.

For those assertions in which the auditor seeks a further reduc
tion in the assessed level of control risk, perform tests of the
effectiveness of the control activities in order to support the
reduction in assessed level of control risk. This includes situ
ations in which significant audit evidence is transmitted, proc
essed, maintained, or accessed electronically, and the auditor has
determined that it is not practical or possible to reduce detection
risk to an acceptable level by performing only substantive tests
for one or more financial statement assertions.

3.

Consider the understanding of internal control, the assessed
level of control risk (together with assessment of inherent risk),
and the acceptable level of detection risk to determine the nature,
timing, and extent of substantive tests.

Analytical Procedures
1.

Review the planning procedures applicable to analytical proce
dures performed on pension trust funds and consider the result
of the procedures in determining the nature, timing, and extent
of other audit procedures.

2.

If analytical procedures are used for substantive testing pur
poses, document the basis for the expected relationship, the
results of the comparison of the recorded amount to the expecta
tion, and the results of the evaluation of unexpected differences
between the recorded amount and the expectation.

Other Auditing Procedures—General

[A] [B] [C] 1.
[D] [E] [F]

Obtain copies of the following documents, if applicable:

a.

Pension plan instruments, including amendments.

b.

State and local laws and regulations authorizing the pension
plan.

c.

Minutes of meetings of the plan's governing board.

d.

Agreements with trustees, investment advisers, and insur
ance companies.

e.

Relevant policy and procedure manuals.
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D.

AE

f.

Service auditors' reports on the processing of transactions
and applicable controls of service organization(s) responsi
ble for processing data for the pension plan.

g.

Current actuary's report on the pension plan.

W/P
Ref.

Other Auditing Procedures—Investments and Net Investment Income
1.

Obtain a schedule of investments and determine that the invest
ments made are in accordance with the provisions of plan instru
ments and laws and regulations governing the plan.

a.

Trace selected investment transactions to approval in minutes
of governing board or other documentation of authorization.

b.

Reconcile balances to financial statements.

A

2.

Obtain evidence (by confirmation or physical count) concerning
the existence and ownership of and custodial arrangements for
the investments.

A

3.

Obtain information concerning any liens, pledges, or other secu
rity interests relating to the plan's investments by reviewing
minutes, agreements, and confirmations.

AE

4.

Perform such procedures as necessary to satisfy the audit objec
tives concerning plan investments administered by trustees or
other parties and reconcile the confirmed balances and transac
tions with amounts recorded and reported by the entity.

DE

5.

Determine that interest, dividend, and other income and invest
ment expenses have been properly recorded and displayed in the
financial statements.

DE

6.

Determine that investments are recorded at fair value and that
all changes in fair value are recorded in the financial statements.
[Note that unallocated insurance contracts may be reported at
contract value, nonparticipating interest-earning investment
contracts should be reported using cost-based measures, and
allocated insurance contracts should be excluded from plan assets.]

E

7.

Review note disclosures for pension plan investments and in
vestment income for conformity with GAAP.

E.

Date

10-01

Other Auditing Procedures—Contributions and Related Receivables

B

1.

Obtain lists of participating employers, plan members, and con
tribution sources other than participating employers and plan
members.

B

2.

Obtain schedules showing, by contribution source, contributions
received or receivable and compare to the lists of participating
employers, plan members, and other contributors.

B

3.

Test contribution reports for arithmetical accuracy, use of proper
contribution rates or amounts, and use of proper payroll or salary
base amount.
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—

—

—

Reconcile contributions received to the plan's receipt records or
trustee records.

____

—

Confirm amounts contributed and receivable directly with se
lected contributors.

____
____

____

Review the presentation of contributions in the statement of plan
net assets for conformance with GAAP.

____
____

____

—

—

—

—

—

—

—

—

—

____
____

____

Obj.

B

4.

B

5.

B

6.

7.

E

Test a sample of items from the contribution reports to participant
records and from participant records to contribution reports.

BE

8.

Review accruals of contribution receivables for conformance
with GAAP and determine the reasonableness of allowances for
doubtful accounts.

E

9.

Review note disclosures relative to pension plan contributions
and related receivables.

F.

Other Auditing Procedures—Benefit Payments and Payables

1.

C

Obtain a schedule of pension payments made during the year
(including any lump sum refunds, if applicable, to members
withdrawing from the plan and certain payments to and by
insurance companies for and from annuities) and reconcile to
general ledger accounts.
a.

Refer to plan provisions and recompute monthly benefits to
selected members (or to their beneficiaries) for members who
began to draw benefits during the period under audit.

b.

For selected members withdrawing from the system during
the year, trace refunds to supporting documentation.

c.

Test payments made during the year to selected members
who retired in prior years (or to their beneficiaries) to deter
mine that benefits are in accordance with plan provisions.

B

2.

Evaluate the continued eligibility of plan members or beneficiar
ies to whom payments have been made over an unusually long
period of time.

B

3.

Investigate benefit payment checks that have been outstanding
for a long period of time.

BE

4.

G.
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Evaluate benefit payment accruals for conformance with GAAP.

Other Auditing Procedures—Other Financial Statement Elements
and Disclosures

E

1.

Test the records of plan assets used in plan operations (for example,
buildings, equipment, furniture and fixtures, software and lease
hold improvements) to ensure that additions, deletions, and depre
ciation or amortization of those assets is properly recorded.

E

2.

Determine how the administrative expenses of the plan are paid
and whether there is appropriate disclosure of that financing
source.
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E

3.

Determine whether the plan's legally required reserves have been
calculated in accordance with plan instruments and laws and
regulations and whether those amounts are properly disclosed.

E

4.

Determine that the pension plan is properly described in the
notes to the financial statements and that a summary of signifi
cant accounting policies is included.

H.

Date

10-01

W/P
Ref.

Other Auditing Procedures—Participants' Data and Actuarial
Valuations

BCD

1.

By reviewing pertinent sections of the plan instruments, laws
and regulations, and policies, identify participant data that
should be tested because of its use in determining vesting, eligi
bility, or benefit amounts (for example, demographic data, pay
roll data, benefit levels and options, and so forth).

BCD

2.

For selected participants, verify relevant participant file data by
comparing it to corroborative employer records (such as pay
rolls, employee earnings records, personnel files, and so forth).

a.

For selected employees, recompute vesting and compare to
the entity's records.

BCD

3.

For selected employees, trace payroll data to participant file data.

BCD

4.

Test whether new employees during the period were properly
enrolled as plan members as provided in the plan instruments.

D

5.

With regard to actuarial valuations of defined benefit plans:
a.

Obtain information concerning the professional qualifica
tions and reputation of the actuarial firm and other informa
tion as required by SAS No. 73 [AU section 336].

b.

Obtain an understanding of the actuary's methods and as
sumptions.

c.

Submit an inquiry to the actuary concerning2
(1)

Whether the actuarial valuation considers all pertinent
provisions of the plan, including any changes to the
plan or other events affecting the actuarial calculations.

(2)

Relationships between the actuary and the plan or an
employer that may impair the actuary's objectivity.

(3)

Aggregate and selected individual participant data
amounts used in the actuarial valuations.

(4)

Whether the actuary has reviewed the relevant portions
of the financial statements and agrees with such infor
mation as presented.

2 See the AICPA Audit and Accounting Guide Audits of State and Local Governmental Units (With Conforming Changes as of May 1,2001),
Appendix N, "Illustrative Request to Actuary for Confirmation of GASB Pension Information."
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d.

I.

EF

2.

3.

F

J.

W/P
Ref.

Verify the accuracy and completeness of the participant data
used in the actuarial valuations.

Review Procedures—Required Supplementary Information
1.

F

Date

With regard to historical trend information, inquire of manage
ment as to the methods used in preparing the information,
including:

a.

Whether it is measured and presented in accordance with
GASB standards.

b.

Whether the methods of measurement or presentation have
been changed from those of the prior period and the reasons
for such changes, if any.

c.

Any significant assumptions or interpretations underlying
the measurement or presentation.

Compare the historical trend information for consistency with:

a.

Audited financial statements.

b.

Other knowledge obtained during the examination of the
financial statements.

c.

Measurement and presentation in accordance with GASB
standards.

Consider whether representations on required supplementary
information should be included in the request for the manage
ment representation letter.

Overall Conclusions
1.

In our opinion, we have obtained sufficient and competent evi
dential matter to provide reasonable assurance that:

a.

Investments reported in the financial statements are author
ized and properly represent investments owned by the pen
sion trust fund and held either on hand or in custody and
safekeeping by others on behalf of the pension trust fund.

b.

Contributions amounts received by and due to the plan have
been determined in accordance with plan provisions and are
valid, complete, and stated at the net realizable amount.

c.

Benefit payment amounts and related liabilities conform to
plan provisions, represent the correct amounts of currently
payable items, and reflect all outstanding obligations.

d.

Financial statement representations and disclosures are con
sistent with actuarial findings.

e.

Financial statement presentation and disclosure of the pen
sion trust fund and its transactions and balances are in
conformity with GAAP consistently applied.
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Required supplementary information and the related note
disclosures are presented in accordance with GAAP consis
tently applied.
Except as follows:

This audit program has been completed in accordance with firm policy.

Date

Done by

Reviewed by
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The material included in this section relates only to the general purpose
financial statements of state and local governments (that is, not to the
additional requirements of comprehensive annual financial reports) and is
presented for illustrative purposes only. The illustrative audit objectives
and illustrative audit procedures are neither all-inclusive nor are they
prescribed minimums. The illustrative audit procedures are numbered
merely to organize the materials; those numbers are not intended to imply
completeness or a prescribed sequence. The nature, extent, and timing of
the auditing procedures to be applied in a particular engagement are a
matter of professional judgment to be determined by the auditor based on
the specific facts and circumstances.
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Date

W/P
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XIV. Financial Reporting (See also the engagement administration and
supervision program at AAM section 12,200.010)

Financial Statement Assertions
1.

Existence or occurrence

2.

Completeness

3.

Rights and obligations

4.

Valuation or allocation

5.

Presentation and disclosure

Audit Objectives

A. The financial statements being reported upon are fairly stated in
accordance with generally accepted accounting principles
(GAAP) consistently applied (or in accordance with another
comprehensive basis of accounting), including all required dis
closures. (Assertions 1,2,3,4, and 5)
B.

The financial statements include appropriate recognition or dis
closure of events or transactions occurring after the balance-sheet
date but before the date of our report (subsequent events). (As
sertions 1,2,3,4, and 5)

C. Our report on the examination is appropriately worded, and in
conformity with generally accepted auditing standards.
Note: The letters preceding each of the above audit objectives serve
as identification codes. These codes are presented in the objective
column when the audit step accomplishes the specific objective. If the
letter appears in brackets, that is, [A], [B], and so forth, the audit
procedure only secondarily accomplishes the objective.

A.

A

Other Auditing Procedures
1.

Post all adjusting and reclassification journal entries that have
properly been approved by firm and entity personnel to the
working papers, and give a copy of appropriate entries to the
entity to post to the accounting records.
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Date

10-01
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Prepare a summary of passed adjustments that reflects the net
effect of such adjustments on individual fund/fund type, ac
count group, and discretely presented component unit column
assets, liabilities, equity, revenue, and expenditures.

a.

Determine if the overall effect on each fund type, account
group, and discretely presented component unit column is
material and state conclusion in summary.

b.

Consider the need for additional audit adjustments.

A

3.

Extend trial balances and compare to amounts reported in the
financial statements.

A

4.

Obtain a signed management representation letter from respon
sible entity officials. (A summary of uncorrected financial state
ment misstatements from step 2 should be included in or
attached to the letter.) In addition to representations normally
obtained in a GAAS audit (see SAS No. 85, Management Repre
sentations, as amended by SAS No. 89 [AU section 333]), consider
obtaining additional representations regarding:
a.

Management's acknowledgment of its responsibility for
compliance with laws, regulations, and provisions of con
tracts and grant agreements applicable to the entity (includ
ing budget laws and ordinances).

b.

Management's acknowledgment of its responsibility for es
tablishing and maintaining internal control over financial
reporting.

c.

Management's acknowledgment that it has identified and
disclosed to the auditor all laws, regulations, and provisions
of contracts and grant agreements that have a direct and
material effect on the determination of financial statement
amounts.

d.

Management's acknowledgment that it has identified and
disclosed to the auditor violations (or possible violations) of
laws, regulations, and provisions of contracts and grant
agreements whose effects should be considered for disclo
sure in the financial statements or as a basis for recording a
loss contingency.

e.

The financial reporting entity's financial statements to be
audited.

f.

The inclusion of all component units and the disclosure of all
joint ventures and other related organizations.

g.

The proper classification of funds and account groups.

h.

The proper approval of reserves and designations of fund
equities.

i.

Status of environmental related matters, including identifi
cation of any known or potential contamination requiring
remediation.
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j.

A

5.

8.

AB

9.

AB

A

------

c.

Long-term leases.

____

d.

Projects with other entities (joint ventures) that require an
nual payments.

____

Commitments to purchase large quantities of materials or
services.

____

Commitments related to the construction, expansion, or re
habilitation of facilities.

____

g.

Tax refund claims.

____

h.

Possible claims for disallowed costs or expenditures in
curred under a federal financial assistance program.

____

Contingencies related to risk financing and related insurance
activities.

____

Review legal fees for the period for indication of possible contin
gent liabilities.

____

Obtain from management a description and evaluation of litiga
tion, claims, and assessments that existed at the audit date and
during the period from the audit date to the date the information
is furnished, including an identification of those matters referred
to legal counsel.

____

Mail a letter of audit inquiry to the entity's attorney(s) to obtain
corroboration of the information furnished by management con
cerning litigation, claims, and assessments.

____

Determine whether replies received from attorneys are complete,
dated no more than two weeks before the date of the auditor's
report (if not, obtain an oral or written update), and that all
matters discussed therein have been considered for possible
disclosure in the financial statements.

____

10. Perform analytical procedures for overall review purposes.

B.

____
____

i.

7.

Sales of assets and agreements to repurchase assets pre
viously sold.

Guarantees of the debt of other entities.

f.

AB

____

b.

e.

6.

W/P
Ref.

Inquire of management as to the existence, amount, and report
ing of contingencies and commitments with respect to such
matters as:

a.

A

Representations relative to FASB- and GASB-required sup
plementary information.

Date

____

Other Auditing Procedures—Review of Subsequent Events
Scope of Review
From:_____________________ (Audit date)

To:_____________________ (Report date—last date of significant field work)
AICPA Audit and Accounting Manual
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B

1.

Review interim financial statements for periods subsequent to
the balance-sheet date and compare them to the statements being
reported on as well as to statements for comparable prior peri
ods. Investigate any significant differences, results, events, or
changes in accounting methods.

B

2.

Scan general ledger for subsequent period for any unusual en
tries or transactions and obtain explanation of entries noted.

B

3.

Review minutes of governing body and important committee
meetings from audit date through
and consider
whether any matters included in those minutes require further
investigation to determine whether the financial statements
should be adjusted or disclosure regarding subsequent events
should be made in the notes to financial statements.

B

4.

Review the subsequent year's budget(s) for items that may indicate
subsequent events that may require recognition or disclosure.

B

5.

Inquire of responsible officials as to the following items (attach
memorandum or comments regarding significant matters
discussed):
a.

C.

Date

10-01

W/P
Ref.

Property and equipment:

(1)

Commitments or plans for major purchases or sales of
buildings/ equipment.

(2)

Loss of buildings/equipment due to fires, abandon
ment, and so forth.

b.

New debt issuances or other borrowing, including important
covenants agreed to in connection therewith.

c.

Other matters:

d.

C

50

(1)

Wage negotiations or strikes in progress or pending.

(2)

Loss of significant grant funds.

(3)

Changes in accounting and/or financial policies.

(4)

Illegal acts.

Others (list as applicable):

Other Auditing Procedures—Report1
1.

Determine whether all required disclosures are included in the finan
cial statements or notes. See AICPA Checklists and Illustrative Financial
Statements for State and Local Governmental Units and any disclosure
standards issued since the checklists were issued.

1 This program only addresses the financial statements and the auditor's report on them. For other reporting requirements of
generally accepted auditing standards, see AAM section 12,200.010. For reporting requirements of Government Auditing Standards and
OMB Circular A-133, see AAM sections 12,200.150 and 12,350.

AAM §12,200.140

Copyright © 2001, American Institute of Certified Public Accountants, Inc.

50

12,289

Illustrative Audit Programs for State and Local Governmental Units

10-01

Done
By

Obj.

C

2.

Determine whether the independent auditors' report is appro
priately worded. (See the illustrative reports at AAM section
12,400.)

C

3.

Have the entity review and approve the final draft of the financial
statements.

D.

Date

W/P
Ref.

Overall Conclusions
1.

In our opinion, we have obtained sufficient and competent evi
dential matter to provide reasonable assurance that:
a.

The financial statements being reported upon are fairly
stated in accordance with GAAP consistently applied (or in
accordance with an other comprehensive basis of account
ing), including all required disclosures.

b.

The financial statements include appropriate recognition or
disclosure of events or transactions occurring after the bal
ance-sheet date but before the date of our report (subsequent
events).

c.

Our report on the examination is appropriately worded, and
in conformity with generally accepted auditing standards.
Except as follows:

This audit program has been completed in accordance with firm policy.

Date
Done by

Reviewed by
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The material included in this section is presented for illustrative purposes
only. The illustrative audit objectives and illustrative audit procedures are
neither all-inclusive nor are they prescribed minimums. The illustrative
audit procedures are numbered merely to organize the materials; those
numbers are not intended to imply completeness or a prescribed sequence.
The nature, extent, and timing of the auditing procedures to be applied in
a particular engagement are a matter of professional judgment to be
determined by the auditor based on the specific facts and circumstances.
.150
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XV. Federal Financial Assistance (OMB Circular A-133 Single Audits)1
Audit Objectives

A. All federal awards received and expended and the federal pro
grams under which they were received are identified in the
entity's accounts.
B.

The entity's internal control over federal programs provides
reasonable assurance that it is managing federal awards in com
pliance with laws, regulations, and the provisions of contracts or
grant agreements that could have a material effect on each of its
major federal programs.

C. The entity has complied with laws, regulations, and the provi
sions of contracts or grant agreements related to each of its major
federal programs.
D. The entity has prepared appropriate financial statements, includ
ing the schedule of expenditures of federal awards, and com
pleted its sections of the data collection form.

E.

The single audit has been properly performed and submitted
when due.

F.

The entity has followed up on and taken corrective action on
audit findings, including preparing a summary schedule of prior
audit findings and a corrective action plan.

Note: The letters preceding each of the above audit objectives
serve as identification codes. These codes are presented in the
objective column when the audit step accomplishes the specific
objective. If the letter appears in brackets, that is, [A], [B], and so
forth, the audit procedure only secondarily accomplishes the
objective.

1 This audit program does not address program-specific audits in accordance with OMB Circular A-133, Audits of States, Local
Governments, and Non-Profit Organizations. A checklist for an A-133 program-specific audit is in the AICPA's Practice Aid Series, Auditing
Recipients of Federal Awards: Practical Guidance for Applying OMB Circular A-133, Audits of States, Local Governments, and Non-Profit
Organizations (Single Audit Practice Aid). This audit program also does not address compliance audits of state, local, or
nongovernmental grants, which are not covered by OMB Circular A-133. See the AICPA's Statement of Position (SOP) 98-3, Audits of
States, Local Governments, and Not-for-Profit Organizations Receiving Federal Awards, paragraphs 3.49 through 3.51 (AUD section 11,3203.49-3.51) for a brief discussion of some the considerations in auditing such grants.
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Audit Planning
1.

2.

3.

4.

5.

6.

7.

8.

9.

Determine whether we have communicated with the entity's
management (for example, through the engagement letter or
audit contract) that we will be performing a single audit of the
entity's federal awards.

____

Determine whether the amount of the entity's expenditures of
federal awards makes it subject to a single audit.

____

Determine whether we are restricted from conducting the single
audit because we prepared the indirect cost rate proposal or the
cost allocation plan.

____

Determine whether the timing of the audit is appropriate to
enable the entity to comply with the OMB Circular A-133 report
submission deadline.

____

Review applicable laws, regulations, and other material govern
ing the performance of the single audit of federal financial assis
tance. (See the listing of reference materials at AAM section
12,210.)

____

Obtain and review a copy of the entity's prior-year single audit
reporting package, determine whether it was submitted to all
appropriate parties when due, and evaluate the status of correc
tive action on the reported findings.

____

Review and discuss with responsible officials the policies and
procedures used to account for and administer federal programs
as well as the administration of federal programs during the
audit period. Cover issues such as correspondence from and
monitoring visits by federal agencies or pass-through entities,
new or newly-administered federal programs, changes in pro
gram laws, regulations, and compliance requirements, subrecipi
ent monitoring, the use of computer processing, and changes in
entity personnel responsible for federal programs.

____

Determine whether the entity understands and is prepared to
meet its reporting responsibilities under OMB Circular A-133.
Discuss with the entity the format desired for the single audit
reports (such as whether they are to be included in the compre
hensive annual financial report or issued separately.)

____

Determine whether the entity has prepared financial statements
that reflect its financial position, results of operations, and, where
appropriate, cash flows.

____

------

10. Obtain the current-year schedule of expenditures of federal
awards (which may only be available in draft), reconcile the
schedule to the general accounting records, and:
a.

Determine whether the period covered by the schedule is the
same as that covered by the financial statements.
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Determine whether the schedule:
(1)

Includes all types of federal financial assistance as de
fined by OMB Circular A-133, paragraph .105.

(2)

Includes the minimum data elements required by OMB
Circular A-133, paragraph .310(b), including notes that
describe the significant accounting policies used.2

(3)

Reports "awards expended" based on the definitions in
OMB Circular A-133, paragraph .205.

(4)

Uses measurements or presentations that differ from
those used in the prior period. (If yes, how and why?)

(5)

Has any significant assumptions or interpretations un
derlying the measurements or presentation.

(6)

Can be reconciled to the amounts presented in the finan
cial statements.

ADE

11. Determine the "entity" for single audit purposes (that is, whether
the single audit will be an organization-wide audit or a series of
audits of individual departments, agencies, and other organiza
tional units) and whether the financial statements and the sched
ule of expenditures of federal awards are for the same
organizational unit.

E

12. Where appropriate, contact the cognizant agency and receive
input on important areas.

E

13. Consider any issues relating to joint audits or reliance on other
auditors.

E

14. Consider the effect of using the work of the entity's internal
auditors.

E

15. Evaluate whether the entity qualifies as a low-risk auditee.

E

16. Consider an approach to auditing indirect costs.

E

17. Identify those federal programs administered by the entity that
constitute clusters of programs.

[C] E

18. Risk assess federal programs as needed and determine the major
federal programs, making sure that the percentage-of-coverage
requirement is met and that the risk analysis process used in
determining major programs is documented.3

E

19. Compute planning materiality for each major program.

2 A checklist of requirements for the schedule of expenditures of federal awards is in the AICPA's Single Audit Practice Aid. The
schedule's requirements are also discussed in Chapter 5 of SOP 98-3 (AICPA, Technical Practice Aids, AUD section 11,320.05).
3 A checklist for assessing federal program risk and a worksheet for determining major programs for single audits is in the AICPA's
Single Audit Practice Aid.
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20. Obtain from management the requirements of the laws, regula
tions, and provisions of contracts or grant agreements applicable
to major programs.
21. Review correspondence between the entity and the federal gran
tor and pass-through agencies applicable to major programs.

[C] E

22. Consider the effect that multiple service locations will have on
the compliance audit of major programs.

[C] E

23. Identify the compliance requirements that could have a direct
and material effect on each major program.

E
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24. Determine whether the audit of the financial statements has been
or will be performed in accordance with Government Auditing
Standards (GAS). If not, perform the following:

a.

Determine whether we have communicated during the plan
ning stage of the audit (for example, in the engagement
letter) to appropriate officials of the entity (the head of the
entity, the audit committee or board of directors, or the chief
financial officer), third-parties contracting for or requesting
the audit, and legislative members of staff of an oversight
entity when law or regulation imposes an audit requirement
on this particular entity:

(1)

Our responsibilities in a financial statement audit, in
cluding our responsibility for testing and reporting on
internal controls and compliance with laws and regula
tions, and whether we are planning on providing opin
ions on compliance with laws and regulations and
internal control over financial reporting.

(2)

The nature of any additional testing of internal controls
and compliance required by laws and regulations.

(3)

If this communication was made orally, determine
whether the communication is documented in the
working papers.

b.

Determine whether firm personnel assigned to the engage
ment have met the continuing education and training re
quirements and qualification standards of GAS.

c.

Determine whether the firm has an appropriate internal
quality control system and a current external quality control
review.

d.

Determine whether other firms, if any, that participate in the
audit have met the GAS requirements for continuing educa
tion and training, an appropriate internal quality control
system, and a current external quality control review.

e.

Determine that the working papers document the following
for assertions related to material account balances, transac
tion classes, and disclosure components of financial state
ments when such assertions are significantly dependent
upon computerized information systems:
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(1)

The basis for assessing control risk at the maximum
level.

(2)

Consideration that the planned audit procedures are
designed to achieve audit objectives and to reduce audit
risk to an acceptable level.

f.

Follow-up on known material findings and recommenda
tions from previous audits that could affect the financial
statement audit and determine whether the entity has taken
timely and appropriate corrective action.

g.

Plan the audit to provide reasonable assurance of detecting
misstatements resulting from noncompliance with provi
sions of contracts and grant agreements (in addition to laws
and regulations) that have a direct and material effect on the
determination of financial statement amounts.4

Date

10-01

W/P
Ref.

Internal Control Over Compliance5

1.

For each compliance requirement that could have a direct and
material effect on each major program as identified above:

a.

Associate each compliance requirement to one of the four
teen types of compliance requirements listed in the OMB
Compliance Supplement.

b.

Identify specific internal control policies and procedures rele
vant to each compliance requirement that are likely to prevent
or detect material noncompliance and perform a preliminary
assessment of control risk. (If a low assessed level of control risk
for a compliance requirement cannot be planned, go to step e.)

c.

Perform tests of controls to evaluate the effectiveness of the
design and operation of the controls (for example, through
inquiry of appropriate personnel, inspection of documents
and reports, observation of the application of specific con
trols, and reperformance of the application of controls), and
assess control risk.

d.

Document in the working papers the internal control tests
performed, the results of those tests, and the basis for con
clusions concerning the level of control risk.

4 SAS No. 54, Illegal Acts by Clients (AU section 317), requires the auditor to design the audit to provide reasonable assurance that the
financial statements are free of material misstatements resulting from violations of laws and regulations that have a direct and material
effect on the determination of financial statement amounts. Paragraph 4.13 of Government Auditing Standards refers to additional
responsibilities with regard to detecting material misstatements resulting from noncompliance with the provisions of contract and
grant agreements that have a direct and material effect on the determination of financial statement amounts. However, it has generally
been interpreted under GAAS that the phrase "laws and regulations" in SAS No. 54 implicitly includes the provisions of contracts and
grant agreements. Thus, the auditor's responsibility with regard to detecting material misstatements resulting from noncompliance
with the provisions of contracts and grant agreements under Government Auditing Standards equates to the auditor's responsibility
under GAAS.
5 See the internal control objectives and characteristics of internal control over compliance with federal awards in AAM section
12,040.
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For those compliance requirements for which a low assessed
level of control risk could not be achieved, document that
conclusion in the working papers and, if appropriate, draft
a reportable condition or material weakness audit finding.6

Evaluate the effect that the audit findings relating to internal
control over compliance have on our report on internal control
over compliance with OMB Circular A-133.

2.

C.
C
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Compliance
1.

For each type of compliance requirement applicable to each
major program:
a.

Consider the understanding of internal control, the assessed
level of control risk (together with an assessment of inherent
risk), the acceptable level of detection risk, and other appro
priate factors to determine the nature, timing, and extent of
substantive compliance tests.

b.

Identify audit objectives and audit procedures using the
OMB Compliance Supplement. (See the audit program for tests
of compliance requirements at AAM section 12,200.160.)

c.

Determine the numbers and types of transactions to test.

d.

Perform compliance tests, expanding or adjusting those tests
as needed for identified noncompliance.

e.

Document in the working papers the compliance tests per
formed and the results of those tests.

f.

As appropriate, draft audit findings for identified noncom
pliance required to be reported.

CE

2.

Evaluate the effect that the audit findings relating to compliance
with major programs have on our opinion on compliance with
requirements applicable to each major program.

E

3.

If the audit of the financial statements has not been performed in
accordance with GAS:
a.

Perform tests to determine whether there are misstatements
resulting from noncompliance with provisions of contracts
and grant agreements that have a direct and material effect
on the determination of financial statement amounts.7

b.

If specific information comes to our attention that provides
evidence of the existence of possible illegal acts related to the
provisions of contracts and grant agreements that could have
a material indirect effect on the financial statements, apply
audit procedures specifically directed to ascertaining
whether an illegal act has occurred.8

6 For purposes of reporting internal control audit findings in accordance with OMB Circular A-133, reportable conditions and
material weaknesses are evaluated in relation to a type of compliance requirement for a major program or an audit objective identified
in the OMB Compliance Supplement. Also, reportable conditions may individually or cumulatively be material weaknesses.
7 See footnote 4.
8 See footnote 4.
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4.

CE

D.

c.

As appropriate, draft audit findings related to identified
noncompliance and illegal acts.

d.

Evaluate the effect that the audit findings relating to compli
ance over financial reporting—including those identified
during our audit of the financial statements in accordance
with generally accepted auditing standards—have on our
report on compliance based on an audit of financial state
ments performed in accordance with GAS.

Date

9-00

W/P
Ref.

Evaluate the effect that the audit findings relating to compliance
with major programs and over financial reporting have on our
opinion on the financial statements.

Other Procedures

BC

1.

Determine whether indirect or allocated costs have been appropri
ately audited through the testing of major programs. If not, perform
appropriate procedures to evaluate internal control and to deter
mine whether the costs charged to cost pools that were used to
calculate the indirect cost rate or that were allocated through the
cost allocation plan or indirect cost rate agreement were proper.

AD

2.

Consider whether the information in the schedule of expendi
tures of federal awards is consistent with the audited financial
statements and other knowledge obtained during the audit of the
financial statements.

F

3.

Follow-up on prior audit findings and perform procedures to
assess the reasonableness of the entity's summary schedule of
prior audit findings. Draft current-year audit findings if the
summary schedule of prior audit findings materially misrepre
sents the status of any prior audit finding.

D

4.

Perform procedures to determine whether subsequent events
relating to federal programs are appropriately reported and
disclosed in the financial statements and schedule of expendi
tures of federal awards.

E

5.

Determine whether working papers for the financial statement and
single audits contain sufficient information to enable an experi
enced auditor having no previous connection with the audit to
ascertain from them the evidence that supports the auditors' signifi
cant conclusions and judgments, including the following:

E

46

6.

a.

The objectives, scope, and methodology, including any sam
pling criteria used.

b.

Documentation of the work performed to support significant
conclusions and judgments, including descriptions of trans
actions and records examined that would enable an experi
enced auditor to examine the same transactions and records.

c.

Evidence of supervisory reviews of the work performed.

Determine that the firm has established policies or procedures
for complying with the single audit requirements concerning:
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ABC
DEF

E.

a.

Retaining working papers and reports for a minimum of
three years from the date of the audit report, unless the
auditor is notified in writing by the cognizant agency to
extend the retention period.

b.

Making the working papers available upon request to the
cognizant or oversight agency for audit (or its designee),
federal agencies providing direct or indirect funding, or the
GAO at the completion of the audit.

7.

Obtain a signed management representation letter from responsible
entity officials that covers representations relating to the single
audit, dated no earlier than the date of the auditor's report.9

8.

Consider holding a closing or exit conference with senior officials
of the entity upon the completion of fieldwork. Document the
names of the attendees, comments made by the entity repre
sentatives, and other details.

Date

W/P
Ref.

Reporting10

E

1.

If the audit identified fraud or illegal acts, determine whether we
have complied with the direct reporting requirements of GAS,
paragraphs 5.21 through 5.25, even if we resigned or were dis
missed from the audit.

E

2.

Prepare the independent auditor's report on the financial state
ments, if not previously prepared. Determine whether it states
that the audit was conducted in accordance with GAS. (See the
illustrative reports at AAM section 12,400.01 through 12,400.17.)

ADE

3.

Obtain a final copy of the schedule of expenditures of federal
awards and compare it to information in the working papers.

E

4.

Prepare the auditor's report on the schedule of expenditures of
federal awards, either as part of the report on the financial
statements or as part of the report on compliance with require
ments applicable to each major program and on internal control
over compliance with OMB Circular A-133. (See the illustrative
reports at AAM sections 12,400.17 and .20 through .23.)

E

5.

If not previously done, prepare the auditor's report on compli
ance and on internal control over financial reporting based on an
audit of financial statements performed in accordance with GAS.
(See the illustrative reports at AAM section 12,400.18 and .19.)

E

6.

Prepare the auditor's report on compliance with requirements
applicable to each major program and on internal control over
compliance with OMB Circular A-133. (See the illustrative re
ports at AAM section 12,400.20 through .23.)

9 A checklist of management representations relative to single audits and an illustrative management representation letter for single
audit representations is in the AICPA's Single Audit Practice Aid.

10 Audit reporting checklists for single audits are in the AICPA's Single Audit Practice Aid and the AICPA's Checklists and Illustrative
Financial Statements for State and Local Governmental Units.
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E

7.

Prepare a schedule of findings and questioned costs11 that in
cludes a summary of auditor's results, findings related to the
financial statements that are required to be reported in accord
ance with GAS, and findings and questioned costs for federal
awards. (See the illustrative schedule at AAM section 12,400.26.)

E

8.

Review all audit findings to determine whether they include all
appropriate details.

E

9.

Determine whether the status of uncorrected material findings
and recommendations from prior audits that affect the financial
statement audit are reported either in the schedule of findings
and questioned costs or the entity's summary schedule of prior
audit findings.

E

10. Communicate to the entity all deficiencies in internal control that
are not reportable conditions, preferably in writing as a manage
ment letter to top management. Document any such oral commu
nication in the working papers. If a management letter is issued,
determine whether the auditor's report on compliance and on
internal control over financial reporting based on an audit of finan
cial statements performed in accordance with GAS refers to it.

DE

11. Complete the appropriate sections of the data collection form
and review the sections of the form prepared by the entity.*12

E

12. Determine whether all reports and the auditor's signature in the
data collection form are appropriately dated.

Date

10-01

W/P
Ref.

13. Review the report drafts with appropriate entity officials.

F

14. Determine whether the entity has prepared a corrective action
plan that addresses each audit finding included in the current
year report.

DEF

15. Determine whether the single audit reporting package includes
all required reports and schedules.

E

16. In accordance with paragraph 5.32 of GAS, determine whether
the audit reports are distributed to the appropriate entity offi
cials, appropriate officials of the organization requiring or ar
ranging for the audit (unless legal restrictions prevent it), other
officials who have legal oversight authority or who may be
responsible for acting on audit findings and recommendations,
and to others authorized to receive such reports.

E

17. Provide the entity with a sufficient number of copies of the single
audit reporting package for it to satisfy its report distribution
responsibilities under OMB Circular A-133.
11 See AAM section 12,200.180.

12 The OMB has issued a revised data collection form and accompanying instructions to report the results of Circular A-133 audits
for audit periods ending on or after January 1,2001. Audits covering fiscal period end dates before January 1,2001, should continue to
use the previous version of the data collection form dated August 1997.
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Overall Conclusions

1.

In our opinion, we have obtained sufficient and competent evi
dential matter to provide reasonable assurance that:
a.

All federal awards received and expended and the federal
programs under which they were received are identified in
the entity's accounts.

b.

The entity's internal control over federal programs provides
reasonable assurance that it is managing federal awards in
compliance with laws, regulations, and the provisions of
contracts or grant agreements that could have a material
effect on each of its major federal programs.

c.

The entity has complied with laws, regulations, and the
provisions of contracts or grant agreements related to each
of its major federal programs.

d.

The entity has prepared appropriate financial statements,
including the schedule of expenditures of federal awards,
and completed its sections of the data collection form.

e.

The single audit has been properly performed and submitted
when due.

f.

The entity has followed up on and taken corrective action on
audit findings, including preparing a summary schedule of
prior audit findings and a corrective action plan.
Except as follows:

This audit program section has been completed in accordance with firm policy.

Date

Done by

Reviewed by
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The material included in this section is presented for illustrative purposes
only. The illustrative audit objectives and illustrative audit procedures are
neither all-inclusive nor are they prescribed minimums. The illustrative
audit procedures are numbered merely to organize the materials; those
numbers are not intended to imply completeness or a prescribed sequence.
The nature, extent, and timing of the auditing procedures to be applied in
a particular engagement are a matter of professional judgment to be
determined by the auditor based on the specific facts and circumstances.
.160

Done
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XVI. Tests of Compliance Requirements (OMB Circular A-133 Single Audits)

Note: See AAM section 12,040 for an internal control checklist that
allows you to obtain an understanding of internal control over the
various compliance requirements for federal awards. OMB Circular
A-133 requires that you plan the testing of internal control to support
a low assessed level of control risk for each compliance requirement
for each major program and perform the testing of internal control
as planned. If internal control over a compliance requirement is likely
to be ineffective, see the alternative procedures in section 500(c)(3) of
OMB Circular A-133, which include assessing the control risk at the
maximum and considering whether additional compliance tests and
reporting are required because of ineffective internal control. You
should consider the results of the testing of internal control in assess
ing the risk of noncompliance and as a basis for determining the
nature, timing, and extent of substantive tests of compliance. Audit
procedures for internal control and compliance testing may be ac
complished using dual-purpose testing.

Note: The administrative requirements that apply to most federal
awards to state and local governmental entities, including public
institutions of higher education, arise from two sources: the Uniform
Administrative Requirements for Grants and Cooperative Agreements to
State and Local Governments (also known as the A-102 Common Rule)
and OMB Circular A-110, Uniform Administrative Requirements for
Grants and Agreements with Institutions of Higher Education, Hospitals
and Other Non-Profit Organizations, including the agencies' codifica
tion of OMB Circular A-110.
States, local governments, and Indian tribal governments are to admin
ister the federal grants and cooperative agreements under the provisions
of the A-102 Common Rule, which was codified by each federal funding
agency in its volume of the Code of Federal Regulations (CFR). Those
requirements apply except grants and subgrants to public institutions
of higher education and governmental hospitals and except where they
are inconsistent with federal statutes or with regulations authorized in
accordance with the exception provision of the A-102 Common Rule.
Block grants authorized by the Omnibus Budget Reconciliation Act of
1981 and several other specifically identified programs are exempt from
the A-102 Common Rule. (See Appendix I of the OMB Circular A-133
Compliance Supplement for those exclusions.) In some cases the A-102
Common Rule permits states to follow their own laws and procedures.
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The major source of requirements applicable to public institutions of
higher education and governmental hospitals is OMB Circular A-110,
which also has been codified in agency regulations. Unlike the A-102
Common Rule, agencies with OMB approval, can modify certain
provisions of A-110 to meet their special needs. Circular A-110 also
permits federal awarding agencies to apply less restrictive require
ments when awarding small awards, except for those requirements
that are statutory. Federal awarding agencies also may make excep
tions on a case-by-case basis. (Appendix II of the Compliance Supple
ment contains a list of agencies that have codified OMB Circular
A-110 and the CFR citations for those codifications.)

A.

Governmental subrecipients are subject to the provisions of the A-102
Common Rule. However, that Rule permits states to impose their
own requirements on their governmental subrecipients. Thus, in
some circumstances, the auditor may need to refer to state rules and
regulations rather than Federal requirements. All public institutions
of higher education and governmental hospitals that are subrecipi
ents, regardless of the type of organization making the subaward, are
required to follow the provisions of OMB Circular A-110 as imple
mented by the agency when awarding or administering subgrants
except under block grants authorized by the Omnibus Budget Rec
onciliation Act of 1981 and the Job Training Partnership Act where
state rules apply instead.
Activities Allowed or Unallowed
Compliance Requirements—The specific requirements for activities al
lowed or unallowed are unique to each federal program and are found
in the laws, regulations, and provisions of contract or grant agreements
pertaining to the program. See Parts 4 and 5 of the Compliance Supplement
for programs listed therein. This type of compliance requirement speci
fies the activities that can or cannot be funded under a specific program.

Audit Objectives—Determine whether federal awards were expended
only for allowable activities.
Audit Procedures
1.

Identify the types of activities that are either specifically allowed
or prohibited by the laws, regulations, and provisions of contract
or grant agreements pertaining to the program.

2.

When allowability is determined based upon summary level
data, perform procedures to verify that:
a.

Activities were allowable.

b.

Individual transactions were properly classified and accu
mulated into the activity total.

3.

When allowability is determined based upon individual transac
tions, select a sample of transactions and perform procedures to
verify that the transaction was for an allowable activity.

4.

Determine whether there were large transfers of funds from program
accounts that may have been used to fund unallowable activities.
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Allowable Costs/Cost Principles

Note: States, local governments, and Indian tribal governments ex
cept public institutions of higher education and governmental hos
pitals (hereinafter referred to as states, local governments, and Indian
tribal governments) are subject to the cost principles of OMB Circular
A-87, Cost Principles for State, Local and Indian Tribal Governments.
Public institutions of higher education are subject to the cost princi
ples contained in OMB Circular A-21, Cost Principles for Educational
Institutions, which incorporates the four Cost Accounting Standards
Board (CASB) Standards and the Disclosure Statement (DS-2) re
quirements. However, for block grants authorized by the Omnibus
Budget Reconciliation Act of 1981 and the Job Training Partnership
Act, state rules for expenditures of state funds apply. Federal
awards administered by governmental hospitals and other providers of
medical care are exempt from OMB's cost principles circulars, but are
subject to requirements promulgated by the sponsoring Federal
agencies (45 CFR part 74, appendix E). The cost principles apply to
all federal awards received by the entity, regardless of whether the
awards are received directly from the federal government or indi
rectly through a pass-through entity.
Compliance Requirements—
General Criteria (Applicable to Both Direct and Indirect Costs)
•

Costs must be reasonable and necessary for the performance and
administration of federal awards.

•

Costs must be allocable to the federal awards under the provisions
of the cost principles. A cost is allocable to a particular cost objective
(such as a specific function, program, project, department, or the
like) if the goods or services involved are charged or assigned to
such cost objective in accordance with relative benefits received.

•

Costs must be given consistent treatment through application of
those generally accepted accounting principles appropriate to the
circumstances. A cost may not be assigned to a federal award as a
direct cost if any other cost incurred for the same purpose in like
circumstances was allocated to the federal award as an indirect cost.

•

Costs must conform to any limitations or exclusions set forth in the
circulars, federal laws, state or local laws, sponsored agreements, or
other governing regulations as to types or amounts of cost items.

•

Costs must be net of all applicable credits that result from transac
tions that reduce or offset direct or indirect costs. Examples of such
transactions include purchase discounts, rebates or allowances,
recoveries or indemnities on losses, insurance refunds or rebates,
and adjustments for overpayments or erroneous charges.

•

Costs must be documented in accordance with OMB Circular
A-110 or the A-102 Common Rule.
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Indirect Costs

Note: See Part 3 of the Compliance Supplement for a discussion of the
different types of cost allocation plans (CAPs) and indirect cost rate
proposal (IDCRPs) and the different types of indirect cost rates.

•

The entity is required to prepare a CAP or IDCRP, as applicable.

•

The entity is required to submit the CAP or IDCRP to the federal
cognizant agency for indirect cost negotiation for approval, or to
maintain the CAP or IDCRP on file for review, as appropriate.

Disclosure Statements
•

If a public institution of higher education received more than $25
million in federal funding in a fiscal year, it is required to prepare
and submit a DS-2 that describes its cost accounting practices,
maintain an accurate DS-2, and comply with the disclosed cost
accounting practices.

Large Research Facilities Construction Costs

•

OMB Circular A-21 requires that for large research facilities (those
with construction costs of more than $10 million) of which 40
percent or more of total assignable space is expected for federal use,
an institution of higher education must maintain an adequate re
view and approval process to ensure that construction costs are
reasonable. The review process must address and document rele
vant factors affecting construction costs. The approval process must
include review and approval of the projects by the institution's
Board of Trustees or other independent entities.

•

OMB Circular A-21 also requires that for research facilities cost
ing more than $25 million, of which 50 percent or more of total
assignable space is expected for federal use, the institution must
document the review steps performed to assure that construction
costs are reasonable. The review should include an analysis of
construction costs and a comparison of these costs with relevant
construction data.

Audit Objectives—Determine whether the organization complied
with the provisions of the applicable OMB cost principles circulars
(OMB Circulars A-87 or A-21) as follows:
•

Direct charges to federal awards were for allowable costs.

•

Charges to cost pools used in calculating indirect cost rates were
for allowable costs.

•

For states, local governments, and Indian tribal governments,
charges to cost pools allocated to federal awards though CAPs
were for allowable costs.

•

The methods of allocating the costs are in accordance with the
applicable cost principles and produce an equitable and consis
tent distribution of costs (such as, cost allocation bases include
all allowable and unallowable base costs to which allowable
indirect costs are allocable and the cost allocation methodology
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complies with the applicable cost principles and provides equi
table and consistent allocation of indirect costs to benefiting cost
objectives).
•

Indirect cost rates were applied in accordance with approved rate
agreements and associated billings were the result of applying
the approved rate to the proper base amount(s).

•

For states, local governments, and Indian tribal governments,
cost allocations were in accordance with CAPs approved by the
federal cognizant agency for indirect cost negotiation or, in cases
where such plans are not subject to approval, in accordance with
the plan on file.

•

Cost accounting practice disclosures, described in the DS-2 (in
cluding amendments), represented actual practice consistently
applied. (This objective only applies to those public institutions
of higher education that are required to submit the DS-2.)

•

A public institution of higher education's review of large re
search facilities under construction was documented as required.

Audit Procedures
1.

Test a sample of transactions (for both direct and indirect costs)
to determine that the costs:

a.

For state and local governments, are authorized or not pro
hibited under state or local laws or regulations.

b.

Are approved by the federal awarding agency, if required.

c.

Conform with the allowability of costs provisions of appli
cable cost principles, or limitations in the program agree
ment, program regulations, or program statute.

d.

Conform with the allocability provisions of applicable cost
principles.

e.

Represent charges for actual costs, not budgeted or projected
amounts.

f.

Allocated or charged for fringe benefits are based on the
benefits received by different classes of employees within the
organization.

g.

Are applied uniformly to federal and non-federal activities.

h.

Are given consistent accounting treatment within and be
tween accounting periods.

i.

Are calculated in conformity with generally accepted ac
counting principles or another comprehensive basis of ac
counting when so required under the applicable cost
principles. (Note that costs for post-employment benefits
must be funded to be allowable.)

j.

Are not included as a cost or used to meet cost sharing
requirements of other federally-supported activities of the
current or a prior period.

k.

Are net of all applicable credits.
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Are not included as both a direct billing and as a component
of indirect costs (that is, the costs are excluded from cost
pools included in CAPs or IDCRPs, if they are charged
directly to federal awards).

m. Are supported by appropriate documentation (such as ap
proved purchase orders, receiving reports, vendor invoices,
canceled checks, and time and attendance records) and cor
rectly charged as to account, amount, and period.

n.

2.

If any unallowable costs have been identified, determine
whether there are any directly associated costs that also may
have been charged and that also are unallowable. (Directly
associated costs are costs incurred solely as a result of incur
ring another cost, and would not have been incurred if the
other cost had not been incurred. For example, fringe bene
fits are directly associated with payroll costs.)

When material charges are made from internal service, central
service, pension, or similar activities or funds, verify that the
charges from those activities or funds are in accordance with the
applicable cost principles by performing the following:

a.

For activities accounted for in separate funds, determine
whether:

(1)

Retained earnings/fund balances (including reserves)
were computed in accordance with the applicable cost
principles.

(2)

Working capital was not excessive in amount (generally
not greater than sixty days for cash expenses for normal
operations incurred for the period exclusive of depre
ciation, capital costs, and debt principal costs).

(3)

Refunds were made to the federal government for its
share of any amounts transferred or borrowed from
internal service or central service funds for purposes
other than to meet the operating liabilities, including
interest on debt, of the fund.

b.

Test that all users of services are billed in a consistent manner.

c.

Test that billing rates exclude unallowable costs, in accord
ance with applicable cost principles.

d.

Test, where activities are not accounted for in separate funds,
that billing rates (or charges) are developed based on actual
costs and were adjusted to eliminate profits.

e.

For organizations that have self-insurance and a certain type
of fringe benefit programs (such as pension funds), deter
mine whether independent actuarial studies appropriate for
such activities are performed at least biennially and that
current period costs were allocated based on an appropriate
study that is not over two years old.
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3.

4.

5.

Date
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When material charges are made to a major program based on an
IDCRP, determine whether the IDCRP was tested in a prior year.

a.

When testing of the IDCRP performed in a prior year pro
vides appropriate audit assurance, inquire of management
whether any changes have been made to the cost accounting
practices and the likely effect of those changes.

b.

If changes in cost accounting practices are material, and the
entity is required the file the IDCRP with a federal cognizant
agency for indirect cost negotiation, determine whether the
entity notified the federal agency of the changes in cost
accounting practices.

Perform the following tests when material charges are made to
a major program based on a CAP or on an IDCRP for which prior
testing does not provide appropriate audit assurance (such as
when prior testing was not performed), or when material charges
are expected to be made to a major program in future years based
on an IDCRP:
a.

Test the cost pools that form the basis of the IDCRP or CAP
and the resulting charges to federal awards to determine
whether they include only allowable costs in accordance
with the cost principles. (See audit procedure 1 above.)

b.

Test the methods of allocating the costs to determine whether
they comply with the provisions of the cost principles and
produce an equitable distribution of costs. Appropriate de
tailed tests may include:
(1)

Test statistical data (such as square footage, case counts,
salaries and wages) to determine whether the proposed
allocation or rate bases are reasonable, updated as nec
essary, and do not contain any material omissions.

(2)

Review time studies or time and effort reports (where
and if used) to determine whether they are mathemati
cally and statistically accurate, are implemented as ap
proved, and are based on the actual effort devoted to
the various functional and programmatic activities to
which the salary and wage costs are charged.

(3)

Review the allocation methodology for consistency and
test the appropriateness of methods used to make
changes.

Perform the following procedures to test the application of
charges to federal awards based upon an indirect cost rate agree
ment (IDCRA) or a CAP.
a.

Determine whether material indirect costs or centralized or
administrative services costs were allocated or charged to a
major program. If not, the following audit procedures b
through e do not apply.

b.

Obtain and read the current IDCRA or CAP and determine
the terms in effect.

AAM §12,200.160

Copyright © 2001, American Institute of Certified Public Accountants, Inc.

50

12,307

Illustrative Audit Programs for State and Local Governmental Units

10-01

Done
by

6.

7.

C.

c.

For IDCRAs, select a sample of claims for reimbursement
and determine whether the rates used are in accordance with
the rate agreement, whether rates were applied to the appro
priate bases, and whether the amounts claimed were the
product of applying the rate to the applicable base. Deter
mine whether the costs included in the base(s) are consistent
with the costs that were included in the base year (for exam
ple, if the allocation base is total direct costs, verify that
current year direct costs do not include costs items that were
treated as indirect costs in the base year).

d.

For public assistance CAPs, determine whether the methods
of charging costs to federal awards are in accordance with
the provisions of the approved CAP or prepared CAP on file.

e.

For state and local government-wide CAPs, determine
whether the amounts used for reimbursement of central
service costs for federal awards were in accordance with the
approved CAPs or prepared CAP on file.

Date

W/P
Ref.

Perform the following procedures for the DS-2:

a.

Read the DS-2 and its amendments and determine whether
the disclosures agree with the policies prescribed in the
entity's policies and procedures documents.

b.

Test that the disclosures agree with actual practices for the
period covered by audit, including whether the practices
were consistent throughout the period.

Perform the following procedures related to large research facili
ties under construction as defined in OMB Circular A-21:
a.

For those facilities of which 40 percent or more of total
assignable space is expected for federal use, review board
minutes or other documentation to determine whether the
institution's Board of Trustees or other independent entity
reviewed and approved the construction projects.

b.

For those facilities costing more than $25 million of which 50
percent or more of total assignable space is expected for
federal use, determine whether the institution documented
the review steps performed to assure that construction costs
are reasonable.

Cash Management

Compliance Requirements
•

When entities are funded on a reimbursement basis, program
costs must be paid for by entity funds before reimbursement is
requested from the federal government.

•

When funds are advanced, recipients must follow procedures to
minimize the time elapsing between the transfer of funds from
the U.S. Treasury and disbursement.
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•

When advance payment procedures are used, recipients must
establish similar procedures for subrecipients. Pass-through
entities must establish reasonable procedures to ensure receipt
of reports on subrecipients' cash balances and cash disburse
ments in sufficient time to enable the pass-through entities to
submit complete and accurate cash transactions reports to the
federal awarding agency or pass-through entity. Pass-through
entities must monitor cash drawdowns by their subrecipients
to assure that subrecipients conform substantially to the same
standards of timing and amount as apply to the pass-through
entity.

•

Interest earned on advances by local government grantees and
subgrantees is required to be submitted promptly, but at least
quarterly, to the federal agency. Up to $100 per year may be kept
for administrative expenses.

•

Interest earned by non-state public institutions of higher educa
tion on federal fund balances in excess of $250 is required to be
remitted to the Department of Health and Human Services.

•

Treasury regulations at 31 CFR part 205 (which implement the
Cash Management Improvement Act of 1990) require state re
cipients to enter into Treasury-State agreements that prescribe
specific methods of drawing down federal funds for selected
large programs, including the length of time for advancing funds
before expenditure (three days or less) and the terms and condi
tions under which an interest liability would be incurred. Pro
grams not covered by a Treasury-State agreement are subject to
default procedures prescribed by Treasury in Subpart B of 31
CFR part 205. The U.S. Treasury, Financial Management Service,
maintains a Cash Management Improvement Act page on the
Internet (http://www.fms.treas.gov/cmia/ ).

•

The requirements for cash management are contained in OMB
Circular 102 (paragraph 2.a.), the A-102 Common Rule (section
.21), OMB Circular A-110 (section .22), Treasury regulations at 31
CFR part 205, federal awarding agency regulations, and the
terms and conditions of the award.

Date

10-01

W/P
Ref.

Audit Objectives
•

Entities that are not states followed procedures to minimize the
time elapsing between the transfer of funds from the U.S. Treas
ury, or pass-through entity, and their disbursement.

•

Entities that are states complied with the terms and conditions
of the Treasury-State agreement or default procedures pre
scribed by Treasury.

•

The pass-through entity implemented procedures to assure that
subrecipients conformed substantially to the same timing re
quirements that apply to the pass-through entity.

•

Interest earned on advances was reported/remitted as required.
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Audit Procedures
The following procedures are intended to be applied to each major program. However, due to
the nature of cash management and the system of cash management in place in a particular entity,
it may be appropriate and more efficient to perform these procedures for all programs collectively
rather than separately for each program.

For States
1.

Verify which of the state's major programs are covered by the
Treasury-State agreement in accordance with the materiality
thresholds in Appendix A to subpart A of 31 CFR part 205 (31
CFR section 205.4).

2.

For those programs identified in audit procedure 1, determine
the funding techniques used for those programs. For those fund
ing techniques that require clearance patterns to schedule the
transfer of funds to the state, review documentation supporting
the clearance pattern and verify that the clearance pattern con
forms to the requirements for developing and maintaining clear
ance patterns as specified in the Treasury-State agreement (31
CFR sections 205.8 and 205.9(b)(4)).

3.

Select a sample of federal cash draws and verify that:
a.

The timing of the federal cash draws were in compliance
with the applicable funding techniques specified in the
Treasury-State agreement or Subpart B procedures, which
ever is applicable (31 CFR sections 205.7 and 205.20).

b.

To the extent available, program income, rebates, refunds,
and other income and receipts were disbursed before re
questing additional federal cash draws as required by the
A-102 Common Rule (§.21) and OMB Circular A-110 (§.22).

4.

Where applicable, select a sample of reimbursement requests
and trace to supporting documentation showing that the costs
for which reimbursement was requested were paid prior to the
date of the reimbursement request (31 CFR section 205.7(c)(5)).

5.

Review the calculation of the interest obligation owed to or by
the federal government (reported on the annual report submitted
by the State) to determine whether the calculation was in accord
ance with Treasury regulations and the terms of the TreasuryState agreement or Subpart B procedures. Trace amounts used in
the calculation to supporting documentation.

For States and Other Recipients

6.

For those programs where federal cash draws are passed through
to subrecipients:

a.

Select a representative sample of subrecipients and deter
mine the procedures implemented to assure that subrecipi
ents minimize the time elapsing between the transfer of
federal funds from the recipient and the pay out of funds for
program purposes (A-102 Common Rule §.37(a)(4)).
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b.

Date
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Select a representative sample of federal cash draws by
subrecipients and determine whether they conformed to the
procedures.

For Other Recipients and Subrecipients
7.

For those programs that received advances of federal funds,
determine the procedures established with the federal agency or
pass-through entity to minimize the time between the transfer of
federal funds and the pay out of funds for program purposes.

8.

Select a sample of federal cash draws and verify that:

9.

D.

a.

Established procedures to minimize the time elapsing be
tween drawdown and disbursement were followed.

b.

To the extent available, program income, rebates, refunds,
and other income and receipts were disbursed before re
questing additional cash payments as required by the A-102
Common Rule (§.21) and OMB Circular A-110 (§.22).

Where applicable, select a sample of reimbursement requests
and trace to supporting documentation showing that the costs
for which reimbursement was requested were paid prior to the
date of the reimbursement request.

10. Review records to determine if interest was earned on federal
cash draws. If so, review evidence to determine whether it was
returned to the appropriate agency.
Davis-Bacon Act

Compliance Requirements—When required by the Davis Bacon Act, the
Department of Labor's (DOL) governmentwide implementation of
the Davis-Bacon Act, or by federal program legislation, all laborers
and mechanics employed by contractors or subcontractors to work
on construction contracts in excess of $2,000 financed by federal
awards must be paid wages not less than those established for the
locality of the project (prevailing wage rates) by the DOL. The U.S.
Department of Labor, Employment Standards Administration, main
tains a Davis-Bacon and Related Acts Internet page at http:/ /www.
dol.gov/dol/esa/public/programs/dbra/index.html.
Audit Objective—Determine whether the entity ensured that contrac
tors and subcontractors paid prevailing wage rates for projects cov
ered by the Davis-Bacon Act.
Audit Procedures

1.

Determine whether the entity receives federal funds for construction
projects; if so, review program/project requirements to determine
whether the program/project is covered by the Davis-Bacon Act.

2.

Select a sample of construction contracts and subcontracts and
verify that the required prevailing wage rate clauses were in
cluded in contracts for construction which exceed $2,000.

3.

Determine the prevailing wage rates applicable at the time of the
construction payroll.
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4.

E.

Date
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Examine a sample of contractor or subcontractor payroll submis
sions and certifications and determine whether such submissions
indicate that laborers and mechanics were paid the prevailing
wage rates established by the DOL for the locality at the time of
the construction payroll.

Eligibility
Compliance Requirements—The specific requirements for eligibil
ity are unique to each federal program and are found in the laws,
regulations, and provisions of contract or grant agreements per
taining to the program. See Parts 4 and 5 of the Compliance
Supplement for programs listed therein. This type of compliance
requirement specifies the criteria for determining the individu
als, groups of individuals, or subrecipients that can participate
in the program and the amounts for which they qualify.
Audit Objectives
•

Determine whether required eligibility determinations were
made, (including obtaining any required documentation/ verifi
cations) and that individual program participants or groups of
participants (including area of service delivery) were determined
to be eligible and participated in the program.

•

Determine whether subawards were made only to eligible
subrecipients.

•

Determine whether amounts provided to or on behalf of eligibles
were calculated in accordance with program requirements.

Audit Procedures1

1.

Perform procedures to determine whether the entity's re
cords/database includes all individuals receiving benefits dur
ing the audit period (that is, that the population of individuals
receiving benefits is complete).

2.

Select a sample of individuals receiving benefits and perform
tests to determine whether:

a.

The entity performed the required determination of initial
eligibility (including obtaining any required documentation
and verifications) and the individual was appropriately de
termined to be eligible.

b.

The entity performed the required determination of continu
ing eligibility (including obtaining any required documenta
tion and verifications) and the individual was appropriately
determined to be eligible.

1 For some federal programs with a large number of people receiving benefits, the entity may use a computer system for processing
individual eligibility determinations and delivery of benefits. Often these computer systems are complex and will be separate from the
entity's regular financial accounting system. When eligibility is material to a major program, and a computer system is integral to
eligibility compliance, the auditor should follow the guidance of SAS No. 80 (AU section 326) and consider the entity's computer
processing and perform audit procedures relative to the computer system for eligibility as necessary to support the opinion on
compliance for the major program. In addition, the auditor should consider the requirements of Government Auditing Standards:
Amendment No. 1, Documentation Requirements When Assessing Control Risk at Maximum for Controls Significantly Dependent Upon
Computerized Information Systems.
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Benefits paid to or on behalf of the individuals were calcu
lated correctly and in compliance with the requirements of
the program.

d.

Benefits were discontinued when the period of eligibility
expired.

3.

Review the entity's quality control process (if one is required by
the program) and perform tests to determine whether it is oper
ating effectively to meet the objectives of the process and in
compliance with applicable program requirements.

4.

For those programs for which a population or area of service
delivery needs to be eligible, perform tests to determine whether:

5.

F.

c.

a.

The population or area served was eligible.

b.

The benefits paid to or on behalf of the individuals or area of
service delivery were calculated correctly.

Date

10-01

W/P
Ref.

For those programs that use subrecipients:

a.

If the determination of eligibility is based upon an approved
application or plan, obtain a copy of that document and
identify the applicable eligibility requirements.

b.

Select a sample of the awards to subrecipients and perform
procedures to determine whether the subrecipients were
eligible and amounts awarded were within funding limits.

Equipment2 and Real Property Management

Compliance Requirements
•

Title to equipment acquired by a non-federal entity with federal
awards vests with the non-federal entity.

•

A state is required to use, manage, and dispose of equipment
acquired under a federal grant in accordance with state laws and
procedures.

•

Subrecipients of states that are local governments or Indian tribal
governments are required to use state laws and procedures for
equipment acquired under a subgrant from a state.

•

For equipment acquired under federal awards received directly
from a federal awarding agency, local governments and Indian
tribal governments are required to follow the A-102 Common
Rule and public institutions of higher education are required to
follow the provisions of OMB Circular A-110. Those rules require
that equipment be used in the program that acquired it or, when
appropriate, other federal programs. The recipient also is re
quired to maintain equipment records, take a physical inventory
of equipment at least once every two years and reconcile it to the

2 Equipment means tangible nonexpendable property, including exempt property, charged directly to a federal award having a
useful life of more than one year and an acquisition cost of $5,000 or more per unit. However, consistent with a non-federal entity's
policy, lower limits may be established.
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equipment records, institute an appropriate control system to safe
guard equipment, and adequately maintain equipment. When
equipment with a current per unit fair market value in excess of
$5,000 is no longer needed for a federal program, it may be retained
or sold with the federal agency having a right to a proportionate
amount of the current fair market value. Proper sales procedures
are required to be used that provide for competition to the extent
practicable and result in the highest possible return.
•

The requirements for equipment are contained in the A-102
Common Rule (section .32), OMB Circular A-110 (section .34),
federal awarding agency program regulations, and the terms and
conditions of the award.

•

Title to real property acquired by non-federal entities with fed
eral awards vests with the non-federal entity.

•

Real property acquired by non-federal entities with federal awards
is to be used for the originally authorized purpose as long as needed
for that purpose. For public institutions of higher education, the
real property may be used in other federally-sponsored projects
or programs that have purposes consistent with those authorized
for support by the federal awarding agency if written approval is
given by the federal awarding agency. The non-federal entity may
not dispose of or encumber the title to real property without the
prior consent of the awarding agency.

•

When real property is no longer needed for the federally-supported
programs or projects, the non-federal entity is to request disposition
instructions from the awarding agency, as defined in the Compliance
Supplement. When real property is sold, sales procedures should
provide for competition to the extent practicable and result in the
highest possible return. If the real property is sold, the non-federal
entity is normally required to remit to the awarding agency the
federal portion of net sales proceeds. If the real property is retained,
the non-federal entity is normally required to compensate the
awarding agency for the federal portion of the current fair market
value of the property. Disposition instructions may also provide for
transfer of title to the federal government; if this happens, the
non-federal entity is entitled to compensation for its percentage
share of the current fair market value.

•

The requirements for real property are contained in the A-102
Common Rule (section .31), OMB Circular A-110 (section .32),
federal awarding agency regulations, and the terms and condi
tions of the award.

Audit Objectives
•

Determine whether the entity maintains proper records for equip
ment and adequately safeguards and maintains equipment.

•

Determine whether the disposition or encumbrance of any
equipment or real property acquired under federal awards is in
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accordance with federal requirements and that the awarding
agency was compensated for its share of any property sold or
converted to non-federal use.

Audit Procedures
(Procedure 1 only applies to subrecipients of states that are local
governments or Indian tribal governments. Procedure 2 only applies to
states and to subrecipients of states that are local governments or Indian
tribal governments.)
1.

Obtain the entity's policies and procedures for equipment man
agement and determine whether they comply with the state's
policies and procedures.

2.

Select a sample of equipment transactions and test for compli
ance with the state's policies and procedures for management
and disposition of equipment.
(Procedures 3-8 only apply to public institutions of higher education,
governmental hospitals and federal awards received directly from a federal
awarding agency by a local government or an Indian tribal government.)

3.

Inquire if a required physical inventory of equipment acquired
under federal awards was taken within the last two years. Test
whether any differences between the physical inventory and
equipment records were resolved.

4.

Identify equipment acquired under federal awards during the
audit period and trace selected purchases to the property re
cords. Verify that the property records contain the following
information about the equipment: description (including serial
number or other identification number), source, who holds title,
acquisition date and cost, percentage of federal participation in
the cost, location, condition, and, if applicable, any ultimate
disposition data including, the date of disposal and sales price or
method used to determine current fair market value.

5.

Select a sample of equipment identified as acquired under fed
eral awards from the property records and physically inspect the
equipment including whether the equipment is appropriately
safeguarded and maintained.

6.

Determine the amount of equipment dispositions for the audit
period and perform procedures to verify that dispositions were
properly classified between equipment acquired under federal
awards and equipment otherwise acquired.

7.

For dispositions of equipment acquired under federal awards,
perform procedures to verify that the dispositions were properly
reflected in the property records.

8.

For dispositions of equipment acquired under federal awards
with a current per-unit fair market value in excess of $5000, test
whether the awarding agency was reimbursed for the appropri
ate federal share.
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(Procedures 9-10 apply to states, local governments, and Indian tribal
governments regardless of whether funding is received as a recipient or
subrecipient.)

9.

Determine real property dispositions for the audit period and
whether such real property was acquired with federal awards.

10. For dispositions of real property acquired under federal awards,
perform procedures to verify that the entity followed the instruc
tions of the awarding agency, which will normally require reim
bursement to the awarding agency for the federal portion of net
sales or fair market value at the time of disposition, as applicable.
G.

Matching, Level of Effort, Earmarking
Compliance Requirements—Except as discussed below, the specific
requirements for Matching, Level of Effort, and Earmarking are
unique to each federal program and are found in the laws, regula
tions, and provisions of contract or grant agreements pertaining to
the program. See Parts 4 and 5 of the Compliance Supplement for
programs listed therein. Matching, level of effort and earmarking are
defined as follows:
•

Matching or cost sharing includes requirements to provide contri
butions (usually non-federal) of a specified amount or percent
age to match federal awards. Matching may be in the form of
allowable costs incurred or in-kind contributions (including
third-party in-kind contributions).

•

Level of effort includes requirements for (a) a specified level of
service to be provided from period to period, (b) a specified level
of expenditures from non-federal or federal sources for specified
activities to be maintained from period to period, and (c) federal
funds to supplement and not supplant non-federal funding of
services.

•

Earmarking includes requirements that specify the minimum
and/or maximum amount or percentage of the program's fund
ing that must/may be used for specified activities, including
funds provided to subrecipients. Earmarking may also be speci
fied in relation to the types of participants covered.

For matching, the A-102 Common Rule and OMB Circular A-110
provide the following detailed criteria for acceptable costs and con
tributions. They should be:

•

Verifiable from the non-federal entity's records.

•

Not included as contributions for any other federally-assisted
project or program, unless specifically allowed by federal pro
gram laws and regulations.

•

Necessary and reasonable for proper and efficient accomplish
ment of project or program objectives.

•

Allowed under the applicable cost principles.
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•

Not paid by the federal government under another award, except
where authorized by federal statute to be allowable for cost
sharing or matching.

•

Provided for in the approved budget when required by the
federal awarding agency.

•

In conformity with other applicable provisions of the A-102
Common Rule and OMB Circular A-110 and the laws, regula
tions, and provisions of contract or grant agreements applicable
to the program.

Date

9-00

W/P
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Audit Objectives

•

Matching—Determine whether the minimum amount or percent
age of contributions or matching funds was provided.

•

Level of Effort—Determine whether specified service or expendi
ture levels were maintained.

•

Earmarking—Determine whether minimum or maximum limits
for specified purposes or types of participants were met.

Audit Procedures
1.

2.

For matching compliance requirements:

a.

Perform tests to verify that the required matching contribu
tions were met.

b.

Determine the sources of matching contributions and per
form tests to verify that they were from an allowable source.

c.

Test records to corroborate that the values placed on in-kind
contributions (including third party in-kind contributions)
are in accordance with the OMB cost principles circulars, the
A-102 Common Rule, OMB Circular A-110, program regu
lations, and the terms of the award.

d.

Test transactions used to match for compliance with the
allowable costs/cost principles requirement.

For level of effort compliance requirements:

a.

Identify the required level of effort and perform tests to
verify that the level of effort requirement was met.

b.

Perform test to verify that only allowable categories of ex
penditures or other effort indicators (such as hours or num
ber of people served) were included in the computation and
that the categories were consistent from year to year. For
example, in some programs, capital expenditures may not be
included in the computation.

c.

Perform procedures to verify that the amounts used in the
computation were derived from the books and records from
which the audited financial statements were prepared.

d.

Perform procedures to verify that non-monetary effort indi
cators were supported by official records.
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3.

e.

Determine whether the entity used federal funds to provide
services that they were required to make available under
federal, state, or local law and were also made available by
funds subject to a supplement not supplant requirement.

f.

Determine whether the entity used federal funds to provide
services that were provided with non-federal funds in the
prior year.
(1)

Identify the federally-funded services.

(2)

Perform procedures to determine whether the federal
program funded services that were previously pro
vided with non-federal funds.

(3)

Perform procedures to determine whether the total
level of services applicable to the requirement increased
in proportion to the level of federal contribution.

Date

W/P
Ref.

___

For earmarking compliance requirements:

a.

Identify the applicable percentage or dollar requirements for
earmarking.

b.

Perform procedures to verify that the amounts recorded in
the financial records met the requirements (for example,
when a minimum amount is required to be spent for a
specified type of service, perform procedures to verify that
the financial records show that at least the minimum amount
for this type of service was charged to the program; or, when
the amount spent on a specified type of service may not
exceed a maximum amount, perform procedures to verify
that the financial records show no more than this maximum
amount for the specified type of service was charged to the
program).

c.

When earmarking requirements specify a minimum percent
age or amount, select a sample of transactions supporting the
specified amount or percentage and perform tests to verify
proper classification to meet the minimum percentage or
amount.

d.

When the earmarking requirements specify a maximum per
centage or amount, review the financial records to identify
whether transactions for the specified activity were improp
erly classified in another account (for example, if only ten
percent may be spent for administrative costs, review ac
counts for other than administrative costs to identify
whether administrative costs were improperly classified
elsewhere and thereby cause the maximum percentage or
amount to be exceeded).

e.

When earmarking requirements prescribe the minimum
number or percentage of specified types of participants that
can be served, select a sample of participants that are counted
toward meeting the minimum requirement and perform
tests to verify that they were properly classified.
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When earmarking requirements prescribe the maximum num
ber or percentage of specified types of participants that can be
served, select a sample of other participants and perform tests
to verify that they were not of the specified type.

Period of Availability of Federal Funds

Compliance Requirements—Federal awards may specify a time pe
riod during which the non-federal entity may use the federal
funds. Where a funding period is specified, a non-federal entity
may charge to the award only costs resulting from obligations
incurred during the funding period and any pre-award costs
authorized by the federal awarding agency. Also, if authorized by
the federal program, unobligated balances may be carried over
and charged for obligations of the subsequent funding period.
Obligations means the amounts of orders placed, contracts and
subgrants awarded, goods and services received, and similar
transactions during a given period that will require payment by
the non-federal entity during the same or a future period. Entities
subject to the A-102 Common Rule are required to liquidate all
obligations incurred under the award not later than ninety days
after the end of the funding period (or as specified in a program
regulation) to coincide with the submission of the annual Financial
Status report (SF-269). The federal agency may extend this dead
line upon request.

Audit Objective—Determine whether federal funds were obligated
within the period of availability and obligations were liquidated
within the required time period.
Audit Procedures
1.

Review the award documents and regulations pertaining to
the program and determine any award-specific requirements
related to the period of availability and document the avail
ability period.

2.

Test a sample of transactions charged to the federal award after
the end of the period of availability and verify that the underly
ing obligations occurred within the period of availability and that
the liquidation (payment) was made within the allowed time
period.

3.

Test a sample of transactions that were recorded during the
period of availability and verify that the underlying obligations
occurred within the period of availability.

4.

Select a sample of adjustments to the federal funds and verify
that those adjustments were for transactions that occurred dur
ing the period of availability.
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Procurement and Suspension and Debarment
Compliance Requirements—

Procurement
•

States and governmental subrecipients of states are to use the
same state policies and procedures used for procurements from
non-federal funds. They also are to ensure that every purchase
order or other contract includes any clauses required by federal
statutes and executive orders and their implementing regulations.

•

Local governments and Indian tribal governments that are not
subrecipients of states are to use their own procurement proce
dures provided that they conform to applicable federal law and
regulations and standards identified in the A-102 Common Rule.

•

Public institutions of higher education and governmental hospi
tals are to use procurement procedures that conform to applica
ble federal law and regulations and standards identified in OMB
Circular A-110.

•

All entities are to follow federal laws and implementing regulations
applicable to procurements, as noted in federal agency implemen
tation of the A-102 Common Rule and OMB Circular A-110.

•

Requirements for procurement are contained in the A-102 Com
mon Rule (section .36), OMB Circular A-110 (sections .40-48),
federal awarding agency regulations, and the terms of the award.

Suspension and Debarment
•

Entities are prohibited from contracting with or making
subawards under covered transactions to parties that are sus
pended or debarred or whose principals are suspended or de
barred. Covered transactions include procurement contracts for
goods or services equal to or in excess of $100,000 and all non
procurement transactions (such as subawards to subrecipients).

•

Contractors receiving individual awards for $100,000 or more
and all subrecipients must certify that the organization and its
principals are not suspended or debarred. The non-federal enti
ties may rely upon the certification unless it knows that the
certification is erroneous.

•

Requirements for suspension and debarment are contained in the
federal agencies' codification of the government-wide debarment and
suspension common rule (see Appendix II of the Compliance Supple
ment for CFR cites), which implements Executive Orders 12549 and
12689, Debarment and Suspension, and the terms of the award.

Audit Objectives
•

Determine whether procurements were made in compliance
with the provisions of the A-102 Common Rule, OMB Circular
A-110, and other procurement requirements specific to an award.

•

Determine whether the entity obtained the required certifications
for covered contracts and subawards.
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Audit Procedures
(Procedures 1-4 apply only to public institutions of higher education,
governmental hospitals, and federal awards received directly from a
federal awarding agency by a local government or an Indian tribal
government.)
1.

Obtain the entity's procurement policies. Verify that the policies
comply with applicable federal requirements.

2.

Determine whether the entity has a policy to use statutorily or
administratively-imposed in-state or local geographical prefer
ences in the evaluation of bids or proposals. If yes, verify that
these limitations were not applied to federal procurements ex
cept where applicable federal statutes expressly mandate or
encourage geographic preference.

3.

Examine procurement policies and procedures and verify the
following:

4.

a.

Written selection procedures require that solicitations incor
porate a clear and accurate description of the technical re
quirements for the material, product, or service to be
procured, identify all requirements that the offerors must
fulfill, and include all other factors to be used in evaluating
bids or proposals.

b.

There is a written policy pertaining to ethical conduct.

Select a sample of procurements and perform the following:
a.

Examine contract files and verify that they document the
significant history of the procurement, including the ration
ale for the method of procurement, selection of contract type,
contractor selection or rejection, and the basis of contract
price.

b.

Verify that procurements provide full and open competition.

c.

Examine documentation in support of the rationale to limit
competition in those cases where competition was limited
and determine whether the limitation was justified.

d.

Verify that contract files exist and determine whether appro
priate cost or price analysis was performed in connection
with procurement actions, including contract modifications
and that this analysis supported the procurement action.

e.

Verify that the awarding federal agency approved procure
ments exceeding $100,000 when such approval was re
quired. Prior federal awarding agency approval may be
required for procurements (1) awarded by noncompetitive
negotiation, (2) awarded when only a single bid or offer was
received, (3) awarded to other than the apparent low bidder,
or (4) specifying a "brand name" product.

f.

Verify compliance with other procurement requirements
specific to an award.
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(Procedure 5 only applies to states and federal awards subgranted by a
state to a local government or Indian tribal government.)

5.

Test a sample of procurements to determine whether the state's
laws and procedures were followed and that the policies and
procedures used were the same as for non-federal funds.
(Procedures 6 applies to all entities)

6.

J.

Test a sample of procurements and subawards and determine
whether the required suspension and debarment certifications
were received for subawards and covered contracts. Alterna
tively, the auditor may test a sample of procurements and
subawards to the List of Parties Excluded From Federal Procurement
or Nonprocurement Programs issued by the General Services Ad
ministration and determine whether contracts were awarded to
suspended or debarred parties.

Program Income
Compliance Requirements

•

Program income is gross income received that is directly gener
ated by the federally-funded project during the grant period. If
authorized by federal regulations or the grant agreement, costs
incident to the generation of program income may be deducted
from gross income to determine program income. Program in
come includes, but is not limited to, income from fees for services
performed, the use or rental of real or personal property acquired
with grant funds, the sale of commodities or items fabricated
under a grant agreement, and payments of principal and interest
on loans made with grant funds. Except as otherwise provided
in the federal awarding agency regulations or terms and condi
tions of the award, program income does not include interest on
grant funds (covered under Cash Management), rebates, credits,
discounts, refunds, and so forth (covered under Allowable
Costs/Cost Principles), or interest earned on any of them (cov
ered under Cash Management). Program income does not in
clude the proceeds from the sale of equipment or real property
(covered under Equipment and Real Property Management).

•

Program income may be used in one of three methods: deducted
from outlays, added to the project budget, or used to meet
matching requirements. Unless specified in the federal awarding
agency regulations or the terms and conditions of the award,
program income is required to be deducted from program out
lays. However, for research and development activities by public
institutions of higher education and governmental hospitals, the
default method is to add program income to the project budget.
Unless federal awarding agency regulations or the terms and
conditions of the award specify otherwise, non-federal entities
have no obligation to the federal government regarding program
income earned after the end of the grant period.
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The requirements for program income are found in the A-102 Com
mon Rule (sections .21 (payment) and .25), OMB Circular A-110
(sections .2 (program income definition), .22 (payment), and .24),
federal awarding agency laws, program regulations, and the provi
sions of the contract or grant agreements pertaining to the program.

Audit Objective—Determine whether program income is correctly
recorded and used in accordance with the program requirements,
A-102 Common Rule, and OMB Circular A-110, as applicable.

Audit Procedures

K.

1.

Review the laws, regulations, and provisions of contract or grant
agreements applicable to the program and determine whether
program income was anticipated and, if so, the requirements for
recording and using program income.

2.

Inquire of management and review accounting records to deter
mine whether program income was received.

3.

Perform tests to verify that program income was properly deter
mined or calculated in accordance with stated criteria, and that
program income was only collected from allowable sources.

4.

Perform tests to verify that all program income was properly
recorded in the accounting records.

5.

Perform tests to determine whether program income was used
in accordance with the program requirements, the A-102 Com
mon Rule, and OMB Circular A-110.

Real Property Acquisition and Relocation Assistance
Compliance Requirements

•

The Uniform Relocation Assistance and Real Property Acquisi
tion Policies Act of 1970, as amended (URA), provides for uni
form and equitable treatment of persons displaced by
federally-assisted programs from their homes, businesses, or
farms. Property acquired must be appraised by qualified inde
pendent appraisers. All appraisals must be examined by a review
appraiser to assure acceptability. After acceptance, the review
appraiser certifies the recommended or approved value of the
property for establishment of the offer of just compensation to
the owner. Federal requirements govern the determination of
payments for replacement housing assistance, rental assistance,
and down payment assistance for individuals displaced by fed
erally-funded projects. The regulations also cover the payment
of moving-related expenses and reestablishment expenses in
curred by displaced businesses and farm operations.

•

Government-wide requirements for real property acquisition
and relocation assistance are contained in Department of Trans
portation's single governmentwide rule at 49 CFR part 24, Uni
form Relocation Assistance and Real Property Acquisition
Regulations for Federal and Federally-Assisted Programs.
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Audit Objective—Determine whether the entity complied with the
real property acquisition, appraisal, negotiation, and relocation re
quirements.
Audit Procedures
1.

Inquire of management and review the records of federal pro
grams to determine whether the entity administers federallyassisted programs that involve the acquisition of real property
or the displacement of households or businesses.

2.

For a sample of property acquisitions:

3.

a.

Test records to determine whether: (1) the just compensation
amount offered the property owner was determined by an
appraisal process; (2) the appraisal(s) was examined by a
review appraiser; and (3) the review appraiser prepared a
signed statement that explains the basis for adjusting com
parable sales to reach the review appraiser's determination
of the fair market value.

b.

Test supporting documentation to determine whether: (1) a
written offer of the appraised value was made to the prop
erty owner; and (2) a written justification was prepared if the
purchase price for the property exceeded the amount offered
and that the documentation (such as recent court awards,
estimated trial costs, valuation problems) supports such ad
ministrative settlement as being reasonable, prudent, and in
the public interest.

c.

Test supporting documentation for residential relocations to
determine whether the entity made available one or more
comparable replacement dwellings to the displaced persons.

For a sample of replacement housing payments, test the entity's
records to determine whether there is documentation that sup
ports the following:
a.

The owner occupied the displacement dwelling for at least
180 days immediately prior to initiation of negotiations.

b.

The entity examined at least three comparable replacement
dwellings available for sale and computed the payment on
the basis of the price of the dwelling most representative of
the displacement dwelling.

c.

The asking price for the comparable dwelling was adjusted,
to the extent justified by local market data, to recognize local
area selling price reductions.

d.

The allowance for increased mortgage cost "buy down"
amount was computed based on the remaining principal
balance, the interest rate, and the remaining term of the old
mortgage on the displacement dwelling.
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The entity prepared written justification on the need to em
ploy last resort housing provisions if the total replacement
housing payment exceeded $22,500.

For a sample of rental and downpayment assistance, test the
entity's records to determine whether there is documentation
that supports the following:

a.

The displacee occupied the displacement dwelling for at least
ninety days immediately prior to initiation of negotiations.

b.

The displacee rented, or purchased, and occupied a de
cent, safe, and sanitary replacement dwelling within one
year.

c.

5.

Date

9-00

____

____

____

The entity prepared written justification if the payment ex
ceeded $5,250.

For a sample of business relocations:

a.

Test that payments for moving and related expenses were
for actual costs incurred or that fixed payments, in lieu of
actual costs, were limited to a maximum of $20,000 and
computed based on the average annual net earnings of the
business as evidenced by income tax returns, certified finan
cial statements, or other reliable evidence.

b.

For business reestablishment expenses, verify that (1) the
displacee was eligible as a farm operation, a non-profit or
ganization, or a small business to receive reestablishment
assistance, and (2) the payment was for actual costs incurred
and did not exceed $10,000.

Reporting

Compliance Requirements

Note: See also Parts 4 and 5 of the Compliance Supplement for pro
grams listed therein.

Financial Reporting—Recipients should use the standard financial
reporting forms or such other forms as may be authorized by OMB.
Those other forms may include financial, performance, and special
reporting. Each recipient must report program outlays and program
income on a cash or accrual basis, as prescribed by the federal
awarding agency. The awarding agency may accept identical infor
mation from the recipient in machine-readable format, computer
printouts, or electronic outputs in lieu of the prescribed formats. (The
open-ended entitlement programs shown in Appendix I of the Com
pliance Supplement require quarterly reports.) The reporting require
ments for subrecipients are as specified by the pass-through entity.
In many cases, these will be the same as or similar to the requirements
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for recipients. The standard financial reporting forms are de
scribed in Part 3 of the Compliance Supplement. Financial reporting
requirements are contained in the A-102 Common Rule (section
.41), OMB Circular A-110 (section .52), and the laws, regulations,
and the provisions of contract or grant agreements pertaining to
the program.
Reporting Under the Payment Management System—Many recipients
use the Payment Management System (PMS) operated by the
Division of Payment Management (DPM) of the Department of
Health and Human Services. Once a quarter, using the authoriza
tion amounts provided by the federal agency, payments requested
by recipients, cash collection activity, and disbursement informa
tion provided by recipients, DPM generates PMS 272 reports,
which are either mailed to the recipient or electronically down
loaded by the recipient using DPM's Electronic 272 System. (The
PMS 272 series of reports are described in Part 3 of the Compliance
Supplement.) Recipients should verify the reported amounts. If
discrepancies are noted, the report is annotated (or the PMS 272-C
is completed) and returned to DPM. The recipient uses the PMS
272-A to report the amount of disbursements made; then signs,
dates, and returns the report to DPM. Recipients may report dis
bursements data electronically using the Electronic 272 process.
PMS 272 reporting requirements do not apply to block grant
programs; however, DPM does provide block grant recipients
with quarterly report, which is provided solely for information
and no action is required by the recipient.

Performance Reporting—Recipients are required to submit perform
ance reports at least annually but not more frequently than quarterly.
Performance reports generally contain, for each award, brief infor
mation on each of the following: (1) a comparison of actual accom
plishments with the goals and objectives established for the period,
(2) reasons why established goals were not met, if appropriate, and
(3) other pertinent information including, when appropriate, analysis
and explanation of cost overruns or high unit costs. Performance
reporting requirements are contained in the A-102 Common Rule
(section .40(b), OMB Circular A-110 (section .51)), and the laws,
regulations, and the provisions of contract or grant agreements per
taining to the program.
Special Reporting—Non-federal entities may be required to submit
other reporting which may be used by the federal agency for such
purposes as allocating program funding. Reporting requirements are
contained in the laws, regulations, and the provisions of contract or
grant agreements pertaining to the program.

Audit Objective—Determine whether required reports for federal
awards include all activity of the reporting period, are supported by
applicable accounting or performance records, and are fairly pre
sented in accordance with program requirements.
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Audit Procedures

Note: Compliance testing of performance and special reporting are
only required for data that are quantifiable and meet the following
criteria: (1) have a direct and material effect on the program, and (2)
are capable of evaluation against objective criteria stated in the laws,
regulations, contract or grant agreements pertaining to the program.
Note: For recipients using PMS to draw federal funds, the auditor
should consider the audit procedures as they pertain to the PMS 272,
PMS 272-A, PMS 272-B, and PMS 272-E, regardless of the source of
the data included in the PMS reports. Although certain data is
supplied by the federal awarding agency and certain amounts are
provided by DPM, the auditor should ensure that such amounts
agree with the recipient's records and are otherwise accurate.
1.

2.

3.

Review applicable laws, regulations, and provisions of contract
or grant agreements pertaining to the program for reporting
requirements. Determine the types and frequency of required
reports. Obtain and review federal awarding agency or passthrough entity instructions for completing the reports.

a.

For financial reports, determine the accounting basis used in
reporting the data (such as, cash or accrual).

b.

For performance and special reports, determine the criteria
and methodology used in compiling and reporting the data.

Perform appropriate analytical procedures and determine the
reason for any unexpected differences. Examples of analytical
procedures include:
a.

Comparing current period reports to prior period reports.

b.

Comparing anticipated results to the data included in the
reports.

c.

Comparing information obtained during the audit of the
financial statements to the reports.

Select a sample of each of the following report types.
a.

Financial reports:

(1)

Determine whether the financial reports were prepared
in accordance with the required accounting basis.

(2)

Trace the amounts reported to accounting records that
support the audited financial statements and the sched
ule of expenditures of federal awards and verify agree
ment or perform alternative procedures to verify the
accuracy and completeness of the reports and that they
agree with the accounting records.

(3)

For any discrepancies noted in PMS-272 reports, review
subsequent PMS-272 reports to determine whether the
discrepancies were appropriately resolved with the De
partment of Health and Human Services' Division of
Payment Management.
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Performance and special reports:
(1)

Trace the data to records that accumulate and summa
rize data.

(2)

Perform tests of the underlying data to verify that the
data were accumulated and summarized in accordance
with the required or stated criteria and methodology,
including the accuracy and completeness of the reports.

c.

When intervening computations or calculations are required
between the records and the reports, trace reported data
elements to supporting worksheets or other documentation
that link reports to the data.

d.

Test the mathematical accuracy of the reports and support
ing worksheets.

Test the selected reports for completeness.

a.

For financial reports, review accounting records and deter
mine whether all applicable accounts were included in the
sampled reports (such as program income, expenditure
credits, loans, interest earned on federal funds, and reserve
funds).

b.

For performance and special reports, review the supporting
records and determine whether all applicable data elements
were included in the sampled reports.

Obtain written representation from management that the reports
provided to the auditor are true copies of the reports submitted
or electronically transmitted to the federal awarding agency, the
Department of Health and Human Services' Division of Payment
Management, or pass-through entity.

M. Subrecipient Monitoring
Compliance Requirements
•

A pass-through entity is responsible for:
— Identifying to the subrecipient the federal award informa
tion (such as CFDA title and number, award name, name of
federal agency) and applicable compliance requirements.

— Monitoring the subrecipient's activities to provide reason
able assurance that the subrecipient administers federal
awards in compliance with federal requirements.
— Ensuring required audits are performed and requiring the
subrecipient to take prompt corrective action on any audit
findings.

— Evaluating the impact of subrecipient activities on the passthrough entity's ability to comply with applicable federal
regulations.
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•

Factors such as the size of awards, percentage of the total pro
gram's funds awarded to subrecipients, and the complexity of
the compliance requirements may influence the extent of moni
toring procedures. Monitoring activities may take various forms,
such as reviewing reports submitted by the subrecipient, per
forming site visits to the subrecipient to review financial and
programmatic records and observe operations, arranging for
agreed-upon procedures engagements for certain aspects of
subrecipient activities, reviewing the subrecipient's single audit
or program-specific audit results and evaluating audit findings,
and the subrecipient's corrective action plan.

•

The requirements for subrecipient monitoring are contained in
the A-102 Common Rule (sections .37 and .40(a)), OMB Circular
A-110 (section .50(a)), federal awarding agency program regula
tions, and the terms and conditions of the award.
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Audit Objectives—Determine whether the pass-through entity:
•

Identified federal award information and compliance require
ments to the subrecipient, and approved only allowable activities
in the award documents.

•

Monitored subrecipient activities to provide reasonable assur
ance that the subrecipient administers federal awards in compli
ance with federal requirements.

•

Ensured required audits are performed and required appropri
ate corrective action on monitoring and audit findings.

•

Evaluated the impact of subrecipient activities on its own activities.

Audit Procedures

Note: The auditor may consider coordinating the tests related to
subrecipients performed as part of Cash Management (tests of cash
reports submitted by subrecipients), Eligibility (tests that subawards
were made only to eligible subrecipients), and Procurement (tests of
suspension and debarment certifications) with the testing of Subre
cipient Monitoring.
1.

Discuss subrecipient monitoring with the pass-through entity's
staff to gain an understanding of the scope of monitoring activi
ties, including the number, size, and complexity of awards to
subrecipients.

2.

Test award documents and approved agreements to determine
whether the pass-through entity made subrecipients aware of the
award information and requirements imposed by laws, regula
tions and provisions of contract or grant agreements, and to
verify that the activities approved in the award documents were
allowable. This testing should include procedures to verify that
the pass-through entity required subrecipients expending
$300,000 or more in federal awards during the subrecipient's
fiscal year to have audits made in accordance with OMB Circular
A-133.
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N.

3.

Review the pass-through entity's documentation of subrecipient
monitoring to determine whether the pass-through entity moni
tored that subrecipients used federal funds for authorized pur
poses and takes actions in response to monitoring findings. This
review should include procedures to verify that the pass-through
entity monitored the activities of subrecipients not subject to
OMB Circular A-133, using techniques such as those discussed
in the compliance requirements above.

4.

Verify that the pass-through entity receives audit reports from
subrecipients required to have an audit in accordance with OMB
Circular A-133, issues timely management decisions on audit
and monitoring findings, and requires subrecipients to take
timely corrective action on deficiencies identified in audits and
subrecipient monitoring.

5.

Verify that the effects of subrecipient noncompliance are prop
erly reflected in the pass-through entity's records.

Date
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Ref.

Special Tests and Provisions
Compliance Requirements—The specific requirements for Special Tests
and Provisions are unique to each federal program and are found in
the laws, regulations, and provisions of contract or grant agreements
pertaining to the program. See Parts 4 and 5 of the Compliance
Supplement for the compliance requirements, audit objectives, and
suggested audit procedures for the programs listed therein. For
programs not listed in the Compliance Supplement, the auditor should
review the program's contract and grant agreements and referenced
laws and regulations to identify the compliance requirements and
develop the audit objectives and audit procedures for Special Tests
and Provisions that could have a direct and material effect on a major
program. The auditor also should inquire of the entity to help identify
and understand any Special Tests and Provisions.

In addition, both for programs included and for those not included
in the Compliance Supplement, the auditor should identify any addi
tional compliance requirements that are not based in law or regula
tion (such as were agreed to as part of audit resolution of prior audit
findings) that could be material to a major program. Reasonable
procedures to identify such compliance requirements would be in
quiry of the entity's management and review of the contract and
grant agreements pertaining to the program. Any such requirements
that may have a direct and material effect on a major program should
be included in the audit.
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During an audit engagement, the auditor should be aware that often there are signals that may indicate
a potential audit or reporting problem. Some signals or indicators may suggest the need to modify audit
procedures.

Listed below are examples of indicators the auditor may encounter in an audit of a governmental unit.
It should be noted that the existence of a particular indicator does not necessarily mean there is a problem
requiring extended audit procedures. The list, however, should be considered by the auditor in performing
analytical procedures and in designing his/her audit procedures.

Items Highlighted Through Review of Financial Ratios or Statistics
•

Revenue-based indicators:
— Decreasing value of taxable property.
— Increasing amounts of tax-exempt property.
— Increasing ratios of delinquent taxes to total tax levy.
— Increasing ratios of maximum legal tax rates.
— Increasing ratios of actual revenue below budgets.
— Litigation relative to tax assessments.

— Decreasing intergovernmental revenues.
•

Expenditure-based indicators:
— Increasing excesses of expenditures over revenues.
— Increasing incidence of actual expenditures in excess of budgets.

•

Cash management indicators:
— Decreasing amounts of investments.
— Increasing amounts of unpaid current obligations.

— Decreasing income from investments (that are not a result of falling interest rates).
•

Debt Indicators:

— Increasing ratio of bond indebtedness to total property value.
— Increasing need to borrow to meet debt service requirements.

— Increasing use of long-term debt to fund current expenditures.
— Increasing amount of short-term borrowing remaining unpaid at the end of the fiscal year.
— Increases in amounts of long-term operating liabilities, such as compensated absences and net
pension obligations.

Nonfinancial Indicators

•

Client Personnel:

— Rapid turnover.
— Management changes.
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•

•

—

Weak financial and information technology personnel.

—

Unfilled positions due to budget limitations.

—

Internal auditors performing "special tasks" rather than auditing.

12,331

Client relationships with auditors:
—

Accounting and reporting disputes.

—

Difficulty obtaining access to top management.

Weaknesses in accounting information system.
—

Lack of controls.

—

Poor cutoffs.

—

Reports not issued on a timely basis.

—

Inability to reconcile detailed records to general ledger balances.

—

Large number of exceptions in transactions or confirmations.

—

Client's inability to prepare meaningful analyses of activity.

—

Lack of timely or no budget status reports.

External Considerations (such as economy and industry):
—

Large industrial plant closing or moving from community.

—

Environmental legislation or pressures.

—

Increasing unfunded mandates.

—

Significant changes in grant regulations.
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.180 XVIII. Appendix B—Criteria for Determining Questioned Costs

Criteria established to determine and report questioned costs vary from one federal agency to another.
Many of the criteria are imposed by Congress at the time programs are authorized and funds are provided;
however, other criteria are established through federal agency regulations. Generally, the criteria for
determining questioned costs are as follows:
•

Unallowable costs. Certain costs are specifically unallowable under the general and special award
conditions or agency instructions. (They include, but are not limited to, pregrant and postgrant costs
and costs in excess of the approved grant budget either by category or in total.)

•

Undocumented costs. Costs are charged to the grant for which adequate detailed documentation does
not exist, for example, to demonstrate their relationship to the grant or the amounts involved.

•

Unapproved costs. Costs that are not provided for in the approved grant budget, or costs for which
the grant or contract provisions or applicable cost principles require the awarding agency's approval,
but for which the auditor finds no evidence of approval.

•

Unreasonable costs. Costs incurred that may not reflect the actions that a prudent person would take
in the circumstances, or assigning an unreasonably high valuation to in-kind contributions.

[The next page is 12,371.]
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Suggested Supplemental Reference Materials

AAM Section 12,210
Suggested Supplemental Reference
Materials for Use With Illustrative
Audit Programs for State and Local
Governmental Units
.01 The annual AICPA Audit Risk Alert, State and Local Governmental Developments, includes references
for governmental accounting and auditing guidance, including web site addresses and order department
telephone numbers. Additional information is shown below.
American Institute of Certified Public Accountants (AICPA)

Audit Guide—Audit Sampling

Audit Guide—Auditing Derivative Instruments, Hedging Activities, and Investments in Securities

Audit Guide—Consideration of Internal Control in a Financial Statement Audit
Audit and Accounting Guide—Audits of Employee Benefit Plans
Audit and Accounting Guide—Audits of Property and Liability Insurance Companies

Audit and Accounting Guide—Health Care Organizations
Professional Standards, which includes Statements on Auditing Standards, Interpretations of Auditing Stand
ards, the Code of Professional Conduct, Statements on Quality Control Standards, and other professional
standards.
AICPA Code of Professional Conduct, Ethics Section 92.01, definition of client (reissued in 1998) (included
in Professional Standards)

Ethics Interpretation 101-10—"The Effect on Independence of Relationships With Entities Included in the
Governmental Financial Statements" (reissued in 1996) (included in Professional Standards)
Ethics Interpretation 501-3—"Failure to Follow Standards and/or Procedures or Other Requirements in
Governmental Audits" (included in Professional Standards)

Statement of Auditing Standards No. 74—Compliance Auditing Considerations in Audits of Governmental Entities
and Recipients of Governmental Financial Assistance (included in Professional Standards)

Statement of Position 78-10—Accounting Principles and Reporting Practices for Certain Nonprofit Organizations
Securities and Exchange Commission

SEC Rule 15c2-12, relating to primary offerings of municipal securities (17 Code of Federal Regulations
§240.15c2-12)
SEC Interpretive Release No. 33-7049 and No. 34-33741, Statement of the Commission Regarding Disclosure
Obligations of Municipal Securities Issuers and Others
SEC Interpretation Release No. 33-7856 and No. 34-42728, Use of Electronic Media
AICPA Audit and Accounting Manual
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Other
Single Audit Act Amendments of 1996 (Public Law 104-156) and OMB Circular A-133, Audits of States, Local
Governments, and Non-Profit Organizations (Appendixes A and B, respectively, of AICPA Statement of Position
98-3, Audits of State, Local Governments, and Not-for-Profit Organizations Receiving Federal Awards)

Data Collection Form for Reporting on Audits of States, Local Governments, and Non-Profit Organizations
(Form SF-FAC)—printed copy from Federal Audit Clearinghouse (FAC) at (888) 222-9907; electronic copy
at http:/ /www.whitehouse.gov/OMB/grants; electronic submissions at FAC Web site at http://harvester.
census.gov/sac.
Applicable State Laws and Administrative Rules and Regulations
Local Government Charter

Local Laws, Rules, and Regulations

[The next page is 12,381.]
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AAM Section 12,300
Partner’s Engagement Review Program
Supplement for Governmental Units1
Tobe completed in conjunction with Partner's Engagement Review Program [AAM section 9210]
Yes

I.

N/A

General Audit Procedures

A. .010
1.

II.

No

General

In planning the audit engagement, were the following matters prop
erly considered:
a.

Matters affecting the government, such as specialized accounting
practices, economic conditions, federal and state laws and regula
tions, and technological changes?

b.

Definition of the reporting entity indicating the related organiza
tions, functions, and activities that are either included or excluded
from the financial statements?

c.

Factors affecting the continued functioning of the government,
such as legal limitations on revenue, expenditures, or debt service?

2.

If applicable, were adequate tests of internal controls made? This
includes situations in which significant audit evidence is transmitted,
processed, maintained, or accessed electronically, and the auditor has
determined that it is not practical or possible to reduce detection risk
to an acceptable level by performing only substantive tests for one or
more financial statement assertions.

3.

Based on the assessed level of control risk, do the substantive tests
(review, analysis, and detailed testwork) of account balances and
transaction classes appear adequate?

4.

Did the audit appropriately consider newly issued or newly effective
accounting and auditing standards?

5.

Does it appear that appropriate consideration was given to the entity's
ability to continue as a going concern for a reasonable period of time?

Working Paper Areas
Budgetary Compliance and Reporting

A.

.020

1.

Were appropriate procedures performed on the entity's budgetary
compliance and reporting?

1 The Governmental Accounting Standards Board (GASB) has issued several pronouncements that will make significant changes in
how most state and local governmental entities account for and report on their transactions and balances in the future. See the
discussion of those pronouncements in the headnote in AAM section 12,000. This form does not incorporate the new terminology that
will, or the changes in internal control that could, result from those pronouncements. Those changes will be incorporated into this
section when those pronouncements become effective.
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N/A

B. .030 Cash
1.

Do the working papers indicate that the following were considered:
a.

Verification of collateral required of depository institutions for
public funds?

b.

Compliance with the laws and regulations governing the deposit
of public funds?

c.

Determination that all cash accounts have been identified and
appropriately recorded?

d.

Determination that income from pooled cash accounts were prop
erly allocated to the individual funds?

C. .040 Investments and Investment Income
1.

Were investments reviewed to determine whether they are of the types
authorized by law or comply with the applicable statutes and invest
ment policy?

2.

Was the ownership of, custody arrangements for, and fair value of
investments verified with third parties, as appropriate?

3.

Was investment income examined for proper allocation to the individ
ual funds?

D. .050

Receivables, Including Interfund Receivables

1.

Was a summary classifying receivables (such as notes and accounts
receivable, taxes receivable, and interfund receivables) prepared or
obtained?

2.

Were procedures performed to provide evidence that receivables have
been recorded in the correct period?

3.

Were procedures performed to assess the reasonableness of allow
ances for doubtful accounts and the collectibility of receivables, includ
ing interfund receivables?

4.

Was receivable work coordinated with tests of revenues, including
cutoff tests?

E. .060 Inventories and Prepaid Items
1.

Do the working papers indicate that appropriate procedures were
performed to test the entity's accounting and financial reporting for
inventories and prepaid items?

F. .070 Fixed Assets

1.

Was a review made to determine whether fixed assets are classified in
the proper fund or account group and properly stated as to amount,
including accumulated depreciation (if applicable)?

G. .080 Liabilities, Including Interfund Liabilities
1.

Did procedures consider whether liabilities associated with the gov
ernmental funds are properly reported in the fund as current liabilities
or included in the general long-term debt account group?
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Yes

No

N/A

2. Was consideration given to liabilities that might require accrual (such
as payroll and fringe benefits) and to whether accrued expenses are
reasonably stated?
3. Were procedures performed to determine whether agency fund liabili
ties are appropriately reported?

4.

5.

Was an examination made to determine whether:

a.

New debt issues are properly issued as required by the state
constitution and state/local statutes and are recorded in the cor
rect fund and/or account group?

b.

Debt restrictions, guarantees, and other debt commitments are
properly disclosed?

c.

Conduit debt obligations and debt defeasances are recorded
and disclosed in accordance with generally accepted accounting
principles?

Do the tests of interfund borrowings appear adequate with respect to:

a.

Legal restrictions, if any, on such borrowings?

b.

Authorization?

c.

Classification?

H. .090 Deferred Revenue
1.

Do the working papers reflect consideration of whether the basis of
deferring revenue is reasonable and consistent with restrictions im
posed by the resource provider (including matching requirements) or
by generally accepted accounting principles?

I.

.100

1.

Do the working papers include indication of inspection of minutes of
meetings of the governing board and key committees thereof, provi
sions of the entity's charter, and applicable statutes and changes
therein?

2.

Have all material contingencies been properly considered, docu
mented, and reported?

J.

.110

1.

Were authorizations of changes in reserves and designated balances
examined?

Commitments and Contingencies

Fund Equity

2. Do the working papers indicate that there were inquiries, where
appropriate, as to proper classification, description, and disclosures of
components of fund equity?

K. .120
1.

Revenues and Expenditures/Expenses, Including
Interfund Transactions

Were revenues and expenditures and/or expenses for the period
compared with those of the preceding period and reviewed for rea
sonableness and were significant fluctuations explained?

AICPA Audit and Accounting Manual

AAM §12,300.120

12,384

State and Local Governments

46

Yes

2.

Was adequate consideration given to the entity's revenue and expen
diture recognition policies?

3.

Do the working papers indicate that revenues and expenditures/
expenses have been recognized in conformity with generally accepted
accounting principles?

4.

Has it been determined that encumbrances are properly identified,
supported, and recorded?

5.

Were appropriate tests of payroll performed, including account
distribution?

6.

Do tests of pension expenditures/expenses and liabilities appear
adequate?

7.

Was the entity's accounting and financial reporting of risk financing
and related insurance activities appropriately considered?

8.

Have leases been examined to determine whether capital, sales, and
direct financing leases have been properly accounted for?

9.

If a third party reimburses the entity for costs incurred in connection
with providing services to others:

a.

Were pertinent sections of significant third party contracts re
viewed to determine the basis for reimbursement?

b.

Were cost reimbursement reports and the underlying support
reviewed?

c.

Were appropriate allocations made of indirect costs among the
entity's programs?

d.

Was the effect of audits, either required or performed by third
party grantors, considered?

No

9-00

N/A

10. Do the working papers indicate that interfund transactions were prop
erly approved and recorded?

III. Compliance With Single Audit Requirements

A. .130

Single Audit Requirements

1.

Did we discuss and agree on the scope of the engagement with the
entity?

2.

Did we, by reviewing contract files and receipts and disbursements,
obtain reasonable assurance that the entity appropriately identified all
federal awards and included those awards within the audit scope?

3.

Does the schedule of expenditures of federal awards present all re
quired elements?

4.

Was appropriate consideration given to the single audit guidance
issued by the Office of Management and Budget, including Circular
A-133, Audits of States, Local Governments, and Non-Profit Organizations,
and the Compliance Supplement?
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Yes

5.

Was appropriate consideration given to the single audit guidance
contained in AICPA Statement of Position 98-3, Audits of States, Local
Governments, and Not-for-Profit Organizations Receiving Federal Awards?

6.

Did we appropriately identify major programs?

7.

For each compliance requirement that could have a direct and material
effect on each major program, did we plan tests of controls to achieve
a low-assessed level of control risk, perform testing as planned, and
document that work (except as indicated at step 8 below)?

8.

For those compliance requirements for which a low assessed level of
control risk could not be achieved, did we document that conclusion
in the working papers and, if appropriate, report a reportable condi
tion or material weakness audit finding?

9.

Were all reportable conditions in internal control disclosed in the
auditor's reports?

No

N/A

10. In determining whether the entity has complied with applicable laws,
regulations, and provisions of contracts and grant agreements that
may have a material effect on each major federal program, did we:

a.

Consult appropriate sources, such as the Compliance Supplement,
statutes, regulations, and agreements covering individual pro
grams to identify the compliance requirements that apply to each
major program and to determine which requirements to test?

b.

Perform tests to determine whether the entity complied with each
of the fourteen types of compliance requirements, if material to the
particular major program?

c.

Select representative numbers and types of test items for each
compliance requirement for each major program?

d.

Report audit findings in accordance with criteria of OMB Circular
A-133?

e.

Consider whether tests of compliance with the programs' require
ments appear adequate to support the report on compliance?

11. If warranted, did we communicate with the cognizant agency to avoid
or minimize any disagreements or problems?
12. Did the financial statement audit comply with the additional require
ments of Government Auditing Standards?2
13. Did we submit the report(s) to the organization audited and to those
requiring or arranging for the audit within the required time?

The audit engagement has been completed in accordance with professional standards and firm policy.
Partner

Date

[The next page is 12,391.]
2 See AAM section 12,350, Government Auditing Standards Requirements.
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AAM Section 12,350
Government Auditing
Standards Requirements1
Overview
.01 This section discusses the financial statement audit requirements12 of the 1994 revision to the
Government Auditing Standards, as amended through Government Auditing Standards Amendment No. 2,
"Auditor Communication," that go beyond the requirements of an audit in accordance with generally
accepted auditing standards (GAAS). Government Auditing Standards, issued by the Comptroller General of
the United States, often called the Yellow Book or generally accepted government auditing standards
(GAGAS), are to be followed by auditors and audit organizations when required by law, regulation,
agreement, contract, or policy. While Government Auditing Standards are an integral part of an audit of federal
awards under the provisions of Office of Management and Budget (OMB) Circular A-133, Audits of States,
Local Governments, and Non-Profit Organizations, they also may be required in other situations. For example,
a state government that provides state grants to local governments may require audits in accordance with
Government Auditing Standards as part of the grant contract. Therefore, this section may be helpful to auditors
who are conducting an audit in accordance with Government Auditing Standards, but not under the provisions
of OMB Circular A-133. The auditor should consider using this section in conjunction with Government
Auditing Standards, which is available from the U.S. General Accounting Office (GAO) Web site at http://
www.gao.gov/govaud/ybkOl.htm.3

.02 Government Auditing Standards incorporates the fieldwork and reporting standards of GAAS and has
general standards (described in chapter 3 of Government Auditing Standards) that are similar to those in GAAS
for auditor qualifications, independence, and due professional care. However, Government Auditing Standards
also contains additional general, fieldwork, and reporting requirements, which are summarized in the
following table and discussed in detail in this section.

1 The Governmental Accounting Standards Board (GASB) has issued several pronouncements that will make significant changes in
how most state and local governmental entities account for and report on their transactions and balances in the future. See the
discussion of those pronouncements in the headnote in AAM section 12,000. This section does not incorporate the new terminology that
will result or other changes that may result from those pronouncements. Those changes will be incorporated into this section when
those pronouncements become effective.
2 Government Auditing Standards addresses two types of audits: financial and performance. Financial audits include financial
statement and financial related audits. Financial statement audits are defined as providing reasonable assurance about whether the
financial statements of an audited entity present fairly the financial position, results of operations, and cash flows in conformity with
generally accepted accounting principles (GAAP). Financial statement audits also include audits of financial statements prepared in
conformity with other comprehensive bases of accounting discussed in paragraphs 2 through 10 of SAS No. 62, Special Reports (AU
section 623.02-.10). This section discusses only financial statement audits.
3 Printed versions of the 1994 revision of Government Auditing Standards and, separately, its two amendments can be purchased from
the Superintendent of Documents, U.S. Government Printing Office (GPO), Washington, DC 20401; phone (202) 512-1800; fax (202)
512-2250.
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Table of Additional Financial Statement Audit Requirements of Government Auditing Standards

General Requirements
• Continuing professional education (CPE) in subjects directly related to the government environment
and to government auditing or to the specific or unique environment in which the audited entity
operates (see paragraphs .05 and .06)
• Appropriate internal quality control system and external quality control review every three years
(see paragraphs .07 and .08)
Fieldwork Requirements
• Communication with the organization or entity being audited (the auditee), the individuals
contracting for or requesting audit services, and the audit committee regarding the nature of planned
testing and reporting on compliance with laws and regulations and internal control over financial
reporting (see paragraphs .09 and .10)
• Audit follow-up requirements on known material findings and recommendations from previous
audits (see paragraph .11)
• Plan audit to provide reasonable assurance of detecting misstatements resulting from
noncompliance with provisions of contracts and grant agreements that have a direct and material
effect on the determination of financial statement amounts (see paragraph .12)
• Documentation requirements when assessing control risk at maximum for controls significantly
dependent upon computerized information systems (see paragraphs .13 and .14)
• Additional working paper requirements (see paragraph .15 and .16)

Reporting Requirements
• Referring to Government Auditing Standards in the auditor's report (see paragraph .17)

•

Reporting on compliance with laws and regulations and on internal control over financial reporting
(see paragraphs .18 through .32)
Consideration of privileged and confidential information (see paragraph .33)

•

Report distribution (see paragraph .34)

•

.04 Government Auditing Standards also provides additional guidance on audit materiality (see paragraph
.35), fraud and illegal acts (see paragraph .36), and internal control (see paragraph .37). Auditors should note
that information is presented in Government Auditing Standards as additional guidance, and not as required
standards.

General Requirements
Continuing Professional Education
.05 See Government Auditing Standards, paragraphs 3.6 through 3.9, for its CPE requirements. Government
Auditing Standards requires auditors to participate in a program of CPE and training. Every two years, all
auditors (whether certified or not) performing audits in accordance with Government Auditing Standards
should complete at least eighty credit hours of training that contribute directly to their professional
proficiency. At least twenty of those hours should be completed in each year of the two-year period. For
auditors responsible for planning, directing, or reporting on the audit and for auditors conducting substantial
portions of the audit, at least twenty-four hours should be in subjects directly related to the government
environment and to government auditing. If the auditee operates in a specific or unique environment,
auditors should receive training that is related to that environment. The audit organization is responsible for
establishing and implementing a program to ensure that auditors meet the foregoing CPE and training
requirements and for maintaining documentation of the education and training completed.

.06 Interpretation of Continuing Education and Training Requirements, a detailed interpretation of the foregoing
CPE standards, is available from the GAO's Web site at http://www.gao.gov/govaud/ybk01.htm.
Among other things, that interpretation discusses who is subject to the CPE requirements and what programs,

AAM §12,350.03

Copyright © 2001, American Institute of Certified Public Accountants, Inc.

50

10-01

12,393

Government Auditing Standards Requirements

activities, and subjects qualify as acceptable CPE. During engagement planning, auditors and audit organi
zations should ensure that members of the audit team have met or will meet the appropriate CPE require
ments within two years of the start of the first audit in accordance with Government Auditing Standards, and
every two years thereafter.

Quality Control
.07 See Government Auditing Standards, paragraphs 3.31 through 3.36, for its quality control requirements.
Government Auditing Standards states that the audit organization should have in place an appropriate internal
quality control system and undergo an external quality control review (for example, a peer review). An
external quality control review should be conducted at least once every three years by an organization not
affiliated with the organization being reviewed.

.08 Government Auditing Standards requires audit organizations seeking to enter into a contract to perform
an audit in accordance with Government Auditing Standards to provide their most recent external quality
control review report to the party contracting for the audit. Auditors are not required to provide separate
letters of comment. Auditors should consider documenting in the working papers the provision of the quality
control review report to the party contracting for the audit.

Fieldwork Requirements
Auditor Communication
.09 See Government Auditing Standards, paragraphs 4.6.3 through 4.6.9, for its auditor communication
requirements. Government Auditing Standards requires the auditor to communicate the following information
to the parties identified in paragraph .10 during the planning stages of an audit:
•

The auditor's responsibilities in a financial statement audit, including the responsibilities for testing
and reporting on compliance with laws and regulations and internal control over financial reporting.

•

The nature of any additional testing of compliance and internal control required by laws and
regulations or otherwise requested, and whether the auditor is planning on providing opinions on
compliance with laws and regulations and internal control over financial reporting.

To assist in communicating the limitations of the auditor's responsibilities for compliance and internal
control over financial reporting, the auditor may want to contrast those responsibilities with other financial
related audits of compliance and controls. The discussion in paragraphs 4.6.8 and 4.6.9 of Government Auditing
Standards may be helpful to auditors in explaining their responsibilities for testing and reporting on
compliance with laws and regulations and internal control over financial reporting. Auditors should use
professional judgment to determine the form and content of the communication, although written
communication is preferred and auditors may use an engagement letter to communicate the required
information.4 Auditors should document the communication in the working papers.

.10 The auditor should communicate the information in paragraph .09 to the following:
•

Appropriate officials of the organization or entity being audited (the auditee) which normally would
include the head of the organization, the audit committee or board of directors or other equivalent
oversight body in the absence of an audit committee, and the individual who possesses a sufficient
level of authority such as the chief financial officer

•

In situations where the auditor is performing the audit under a contract with a party other than the
auditee, or pursuant to a third-party request, the auditor should also communicate with the individu
als contracting for or requesting the audit services; and

4 Note that using the engagement letter to make the required communication does not satisfy Government Auditing Standards
requirements if the letter is not delivered to the parties identified in paragraph .10.
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When the auditor is performing the audit pursuant to a law or regulation, the auditor should
communicate with the legislative members or staff who have oversight of the auditee. (This require
ment applies only to situations where the law or regulation specifically identifies the entity to be
audited. Situations where the financial statement audit mandate applies to entities not specifically
identified, such as audits required by the Single Audit Act Amendments of 1996, are excluded.)

Audit Follow-Up
.11 See Government Auditing Standards, paragraphs 4.7 and 4.10 through 4.11, for its audit follow-up
requirements. Government Auditing Standards requires auditors to follow up on known material findings and
recommendations from previous audits that could affect the financial statement audit. The purpose of this
follow-up is to determine whether the auditee has taken timely and appropriate corrective actions. Govern
ment Auditing Standards also requires auditors to report the status of uncorrected material findings and
recommendations that are from prior audits and that affect the financial statement audit.

Responsibilities With Regard to the Provisions of Contracts and Grant Agreements
.12 Paragraph 4.13 of Government Auditing Standards refers to additional responsibilities with regard to
detecting material misstatements resulting from noncompliance with the provisions of contract and grant
agreements that have a direct and material effect on the determination of financial statement amounts.
However, it generally has been interpreted under GAAS that the phrase laws and regulations in SAS No. 54,
Illegal Acts by Clients (AU section 317), implicitly includes the provisions of contracts and grant agreements.
Thus, the auditor's responsibility with regard to detecting material misstatements resulting from noncom
pliance with the provisions of contracts and grant agreements under Government Auditing Standards equates
to the auditor's responsibility under GAAS.

Internal Control Documentation Requirement
.13 See paragraphs 4.21.3 and 4.21.4 of Government Auditing Standards for an additional internal control
standard that requires auditors, when planning the audit, to document the following in the working papers:
•

The basis for assessing control risk at the maximum level for assertions related to material account
balances, transaction classes, and disclosure components of financial statements when such assertions
are significantly dependent upon computerized information systems; and

•

Consideration that the planned audit procedures are designed to achieve audit objectives and to
reduce audit risk to an acceptable level.

.14 That additional standard does not increase the auditor's responsibility for testing controls. However, it
may require additional documentation. If the auditor assesses control risk at the maximum level for assertions
related to material account balances, transaction classes, and disclosure components of financial statements when
such assertions are significantly dependent upon computerized information systems, the auditor should docu
ment in the working papers the basis for that conclusion by addressing (1) the ineffectiveness of the design and/or
operation of the controls or (2) the reasons why it would be inefficient to test the controls. In such circumstances,
Government Auditing Standards also requires the auditor to document in the working papers the consideration
that the planned audit procedures are designed to achieve specific audit objectives and, accordingly, to reduce
audit risk to an acceptable level. That documentation should address:
•

The rationale for determining the nature, timing, and extent of planned audit procedures;

•

The kinds and competence of available evidential matter produced outside a computerized informa
tion system; and

•

The effect on the audit opinion or report if evidential matter to be gathered during the audit does not
afford a reasonable basis for the auditor's opinion on the financial statements.
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Working Papers
.15 See Government Auditing Standards, paragraph 4.35, for an additional standard that requires working
papers to contain sufficient information to enable an experienced auditor having no previous connection
with the audit to ascertain from them the evidence that supports the auditor's significant conclusions and
judgments. That additional standard requires working papers to include sufficient documentation of the
transactions and records examined that would enable an experienced auditor to examine the same transac
tions and records. Government Auditing Standards, paragraph 4.38, also states that auditors should provide
for working paper access to other auditors. Providing for such access in contractual arrangements for
Government Auditing Standards audits will help to facilitate reviews of audit quality and reliance by other
auditors on the auditor's work.

.16

Government Auditing Standards, paragraph 4.37, specifically states that working papers should contain—

•

The objectives, scope, and methodology, including any sampling criteria used.

•

Documentation of the work performed to support significant conclusions and judgments, including
descriptions of the transactions and records examined that would enable an experienced auditor to
examine the same transactions and records. [Auditors may meet this requirement by listing voucher
numbers, check numbers, or other means of identifying specific documents they examined. Auditors
are not required to include in the working papers copies of documents they examined nor are they
required to list detailed information from those documents.]

•

Evidence of supervisory reviews of the work performed.

Reporting Requirements
Reference to

Government Auditing Standards

.17 When the report on the financial statements is submitted to comply with a requirement for an audit
in accordance with Government Auditing Standards, audit reports should state that the audit was made in
accordance with generally accepted government auditing standards. (See Government Auditing Standards,
paragraphs 5.11 through 5.14.) AICPA SOP 98-3, Audits of States, Local Governments, and Not-for-Profit
Organizations Receiving Federal Awards, recommends the following language be included in the auditor's
report to meet this requirement: "we conducted our audit in accordance with generally accepted auditing
standards and the standards applicable to financial audits contained in Government Auditing Standards issued
by the Comptroller General of the United States."5

Compliance and Internal Control Reporting6
.18 Government Auditing Standards requires the report on the audit of the financial statements to either
(1) describe the scope of the auditor's testing of compliance with laws and regulations and internal control
over financial reporting and present the results of those tests or (2) refer to the separate report(s) containing
that information. In presenting the results of tests, the auditor should report fraud, illegal acts, other material
noncompliance, and reportable conditions in internal control over financial reporting. AICPA SOP 98-3
recommends a separate, single report on compliance and on internal control over financial reporting, the
elements of which are presented in a table in paragraph .32. Illustrative reports on compliance and on internal
control over financial reporting are in AAM sections 12,400.18 and 12,400.19.
5 Government Auditing Standards acknowledges that an auditee may need a financial statement audit for purposes other than to
comply with a requirement calling for an audit in accordance with Government Auditing Standards. For example, the auditee may need
a financial statement audit to issue bonds. In this case, Government Auditing Standards permits auditors to issue a separate report on the
financial statements conforming only to the requirements of GAAS.
6 See paragraphs 5.15 through 5.28 of Government Auditing Standards.
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.19 When auditors report separately on compliance with laws and regulations and internal control over
financial reporting, the report on the financial statements should state that they have issued the additional
report. It also should state that the report on compliance with laws and regulations and internal control over
financial reporting is an integral part of an audit performed in accordance with Government Auditing
Standards, and in considering the results of the audit, that the report(s) should be read in conjunction with
the auditor's report on the financial statements. See footnote 3 in the illustrative auditor's report on the
financial statements in AAM section 12,400.01 for the language to refer to a separate report on compliance
and on internal control over financial reporting. A listing of the elements of an auditor's report on a
government's financial statements that is issued for an audit in accordance with GAAS and Government
Auditing Standards is in the table in the following paragraph.

.20 Table of Elements of an Auditor's Report on Financial Statement Issued in Accordance With
Government Auditing Standards
If the auditor's report on a government's financial statement is issued for an audit in accordance with
GAAS and Government Auditing Standards (and not for an audit subject to Circular A-133), the standard
report identifies the financial statements audited in an opening (introductory) paragraph, describes the
nature of an audit in a scope paragraph, and expresses the auditor's opinion on the financial statements
in a separate opinion paragraph. The basic elements of the report are—
a. A title that includes the word independent.
b. A statement that the financial statements identified in the report were audited.
c. A statement that the financial statements are the responsibility of the auditee's management and that the
auditor's responsibility is to express an opinion on the financial statements based on his or her audit.
d. A statement that the audit was conducted in accordance with GAAS and an identification of the
United States of America as the country of origin of those standards (for example, auditing standards
generally accepted in the United States of America or U. S. generally accepted auditing standards)
and the standards applicable to financial audits contained in Government Auditing Standards issued
by the Comptroller General of the United States.7
e. A statement that those standards require that the auditor plan and perform the audit to obtain
reasonable assurance about whether the financial statements are free of material misstatement.
f. A statement that an audit includes—
• Examining, on a test basis, evidence supporting the amounts and disclosures in the financial
statements.
• Assessing the accounting principles used and significant estimates made by management.

•

g.
h.

Evaluating the overall financial statement presentation.

A statement that the auditor believes that the audit provides a reasonable basis for his or her opinion.
An opinion on whether the financial statements present fairly, in all material respects, the financial
position of the auditee as of the balance sheet date, and the results of its operations and the cash
flows of its proprietary fund types and nonexpendable trust funds for the period then ended in
conformity with GAAP.8 The opinion should include an identification of the United States of
America as the country of origin of those accounting principles (for example, accounting principles
generally accepted in the United States of America or U.S. generally accepted accounting principles).

7 If a material component unit or fund of a reporting entity is not required to have an audit in accordance with Government Auditing
Standards, but the audit of the reporting entity is performed in accordance with Government Auditing Standards, the auditor should
modify the scope paragraph of the report on the financial statements to indicate the portion of the reporting entity that was not audited
in accordance with Government Auditing Standards. Example wording that could be used in this situation is: "We conducted our audit
in accordance with auditing standards generally accepted in the United States of America and the standards applicable to financial
audits contained in Government Auditing Standards, issued by the Comptroller General of the United States. Those standards require that
we plan and perform the audit to obtain reasonable assurance about whether the financial statements are free of material misstatement.
The financial statements of [name of fund or component unit] were not audited in accordance with Government Auditing Standards. An
audit includes examining ...."
8 If a government prepares its financial statements in conformity with a comprehensive basis of accounting other than GAAP, the
auditor is still required to express or disclaim an opinion and should follow the reporting in SAS No. 62, Special Reports.
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A reference to the separate report on compliance with certain provisions of laws, regulations,
contracts, and grant agreements and on the internal control over financial reporting prepared in
accordance with Government Auditing Standards (see paragraph .32) that includes a statement that
the separate report is an integral part of an audit performed in accordance with Government Auditing
Standards and should be read in conjunction with the report on the financial statements in considering
the results of the audit. If the reporting on compliance and internal control over financial reporting
is included in the report on the financial statements, the reference to the separate report is not
required. (AICPA SOP 98-3 recommends separate reporting. See paragraph .18.)
A description of the accompanying supplementary information (for example, the combining and
individual fund and account group financial statements and schedules). This identification may be
by descriptive title or by page number of the document.9

i.

/.

k.

A statement that the accompanying supplementary information is presented for purposes of
additional analysis and is not a required part of the financial statements.

l.

An opinion on whether the accompanying supplementary information is fairly stated, in all material
respects, in relation to the financial statements taken as a whole.

m.

The manual or printed signature of the auditor's firm.

n.

The date of the audit report.

Fraud, Illegal Acts, and Other Noncompliance

.21 With regard to fraud and illegal acts, Government Auditing Standards requires auditors to report
relevant information (in writing) when the auditor concludes, based on evidence obtained, that fraud or an
illegal act has occurred or is likely to have occurred. Auditors do not need to report information about fraud
or illegal acts that is clearly inconsequential. Therefore, auditors are required to present in the report the
same fraud and illegal acts that they report to audit committees under GAAS.10 Government Auditing
Standards also requires auditors to report other noncompliance (for example, a violation of a contract
provision) that is material to the financial statements.

.22 When auditors detect fraud, illegal acts, or other noncompliance that do not meet the criteria in paragraph
5.18 of Government Auditing Standards for reporting (summarized in paragraph .21), paragraph 5.20 of Government
Auditing Standards requires auditors to communicate those findings to the auditee, preferably in writing. If
auditors have communicated those findings in a management letter to top management, they should refer to that
management letter when they are reporting on compliance. Auditors should document in their working papers
all communications to the auditee about fraud, illegal acts, or other noncompliance.
.23 In some circumstances, Government Auditing Standards requires the auditor to report fraud and illegal
acts directly to parties external to the audited entity. (See Government Auditing Standards, paragraphs 5.21
through 5.25.) In addition to any legal requirements for the direct reporting of fraud or illegal acts, auditors
(even if they have resigned or been dismissed from the audit) must report fraud or illegal acts directly to
parties outside the auditee in the following two circumstances:
a. The auditee may be required by law or regulation to report certain fraud or illegal acts to specified
external parties (for example, to a federal inspector general or a state attorney general). If auditors
have communicated such fraud or illegal acts to the auditee, and it fails to report them, then auditors
9 SAS No. 29, Reporting on Information Accompanying the Basic Financial Statements in Auditor-Submitted Documents (AU section 551),
requires the elements listed in items j through l only when an auditor submits to his client or to others a document that contains
information in addition to the client's basic financial statements and the auditor's report thereon. When the auditor's report is included
in a client-prepared document and the auditor is not engaged to report on information accompanying the basic financial statements,
the auditor's responsibility with respect to such information is described in (a) SAS No. 8, Other Information in Documents Containing
Audited Financial Statements (AU section 550) and (b) other standards covering particular types of information or circumstances, such as
SAS No. 52, Required Supplementary Information (AU section 558). However, in practice, many auditors apply the provisions of SAS No.
29 to the additional information included in client-prepared documents.

10 See SAS No. 54, Illegal Acts by Clients (AU section 317) and SAS No. 82, Consideration of Fraud in a Financial Statement Audit (AU
section 316).
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should communicate their awareness of that failure to the auditee's governing body. If the auditee
does not make the required report as soon as practicable after the auditors' communication with its
governing body, the auditors should report the fraud or illegal acts directly to the external party
specified in the law or regulation.

b. When fraud or an illegal act involves assistance received directly or indirectly from a government agency,
auditors may have a duty to report it directly if management fails to take remedial steps. If auditors conclude
that such failure is likely to cause them to depart from the standard report on the financial statement or resign
from the audit, then they should communicate that conclusion to the auditee's governing body. Then, if the
auditee does not report the fraud or illegal act as soon as practicable to the entity that provided the
government assistance, the auditors should report the fraud or illegal act directly to that entity.

In both of these situations, auditors should obtain sufficient, competent, and relevant evidence (for example, by
confirmation with outside parties) to corroborate assertions by management that it has reported fraud or illegal
acts. If they are unable to do so, the auditors should report the fraud or illegal acts directly, as discussed previously.

.24 Paragraph 4.16 of Government Auditing Standards reminds auditors that under some circumstances,
laws, regulations, or policies may require them to report indications of certain types of fraud or illegal acts
promptly to law enforcement or investigatory authorities. When auditors conclude that this type of fraud or
illegal act either has occurred or is likely to have occurred, they should ask those authorities, legal counsel,
or both, if reporting certain information about that fraud or illegal act would compromise investigative or
legal proceedings. Auditors should limit their reporting to matters that would not compromise those
proceedings, such as information that is already a part of the public record.

Internal Control Over Financial Reporting
.25 The auditor's report on internal control over financial reporting does not express an opinion on the
auditee's internal control over financial reporting, but rather describes the extent of the work performed, as
required by SAS No. 55, Consideration ofInternal Control in a Financial Statement Audit (AU section 319), as amended.
The report encompasses the requirements of SAS No. 60, Communication of Internal Control Related Matters Noted
in an Audit (AU section 325), as well as the additional requirements of Government Auditing Standards.
.26 Government Auditing Standards, paragraph 5.26, requires auditors to report deficiencies in internal
control that they consider to be reportable conditions as defined by SAS No. 60 and gives examples of matters
that may be reportable conditions.11 In reporting reportable conditions, auditors are required to identify those
that are individually or cumulatively material weaknesses. The illustrative report in AAM section 12,400.19
provides recommended language that satisfies the requirements of Government Auditing Standards when report
able conditions (whether or not they are considered to be material weaknesses) are noted during an audit.

.27 Government Auditing Standards, paragraph 5.28, states that when auditors detect deficiencies in the internal
control that are not reportable conditions, they should communicate those deficiencies to the auditee, preferably
in writing. If the auditors have communicated those deficiencies in internal control in a management letter to top
management, they should refer to that management letter when they report on internal control. The illustrative
reports in AAM section 12,400.18 and .19 illustrate such a reference to the management letter. All communications
to the auditee about deficiencies in the internal control should be documented in the working papers.
Follow-up on Prior-Audit Findings

.28 See paragraph .11 for a discussion of the auditor's responsibility for audit follow-up under Govern
ment Auditing Standards, including the reporting responsibility.
11 Paragraph 17 of SAS No. 60, Communication of Internal Control Related Matters Noted in an Audit (AU section 325.17) prohibits the
auditor from issuing a written report representing that no reportable conditions were noted during an audit. The illustrative report in
AAM section 12,400.18 provides recommended language that satisfies the requirements of Government Auditing Standards when no
reportable conditions are noted during an audit.
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Findings and Report Content

.29 Government Auditing Standards, paragraph 5.19, states that in reporting fraud, illegal acts, other
noncompliance, and reportable conditions in internal control, auditors should place their findings in proper
perspective. This perspective is both quantitative and qualitative. To give the reader a basis to judge the
prevalence and consequences of these conditions, the instances that are identified should be related to the
universe or the number of cases examined and be quantified in terms of dollar value, if appropriate.

.30 Government Auditing Standards suggests that well-developed findings generally include criteria (what
should be), the condition (what is), the effect (the difference between what is and what should be), and the
cause (why it happened). Government Auditing Standards recognizes reportable conditions and noncompli
ance identified by the auditor may not always have all of the elements fully developed. However, to provide
sufficient information to users to permit them to determine the effect and cause in order to take prompt and
proper corrective action, auditors should identify at least the criteria, condition, and possible asserted effect.
.31 In presenting reportable conditions, fraud, illegal acts, and other noncompliance, auditors should
follow the report content standards in chapter 7 of Government Auditing Standards that pertain to objectives,
scope, and methodology; audit results; the views of responsible officials; and the reports presentation
standards (as appropriate). Auditors may provide less extensive disclosure of fraud and illegal acts that are
not material in either a quantitative or qualitative sense.

.32 Table of Elements of an Auditor's Report on Compliance and on Internal Control Over Financial
Reporting Issued in Accordance with Government Auditing Standards
The basic elements of the auditor's standard report on compliance and on the internal control over
financial reporting based on an audit of the financial statements in accordance with Government Auditing
Standards (and not for an audit subject to Circular A-133), are—
a.

A statement that the auditor has audited the financial statements of the auditee and a reference to
the auditor's report on the financial statements, including a description of any departure from the
standard report.

b.

A statement that the audit was conducted in accordance with GAAS and an identification of the
United States of America as the country of origin of those standards (for example, auditing standards
generally accepted in the United States of America or U. S. generally accepted auditing standards)
and with the standards applicable to financial audits contained in Government Auditing Standards
issued by the Comptroller General of the United States.12

c.

A statement that as part of obtaining reasonable assurance about whether the auditee's financial
statements are free of material misstatement, the auditor performed tests of the auditee's compliance
with certain provisions of laws, regulations, contracts, and grants, noncompliance with which could
have a direct and material effect on the determination of financial statement amounts.

d.

A statement that providing an opinion on compliance with those provisions was not an objective of
the audit and that, accordingly, the auditor does not express such an opinion.

e.

A statement that notes whether the results of tests disclosed instances of noncompliance that are
required to be reported under Government Auditing Standards and, if they are, describes the instances of
noncompliance or refers to a separate schedule that summarizes the findings. (See paragraph .21 for a
discussion of noncompliance matters that need to be reported under Government Auditing Standards.)

12 If a material component unit or fund of a reporting entity is not required to have an audit in accordance with Government Auditing
Standards, but the audit of the reporting entity is performed in accordance with Government Auditing Standards, the auditor should
modify the scope paragraph of the report on compliance and on internal control to indicate the portion of the reporting entity that was
not audited in accordance with Government Auditing Standards. Example wording that could be used in this situation follows: We have
audited the financial statements of Example Entity as of and for the year ended June 30, XXX1, and have issued our report thereon dated
August 15, XXX1. We conducted our audit in accordance with auditing standards generally accepted in the United States of America
and the standards applicable to financial audits contained in Government Auditing Standards, issued by the Comptroller General of the
United States. The financial statements of [name of fund or component unit] were not audited in accordance with Government Auditing
Standards.
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f.

If applicable, a statement that certain immaterial instances of noncompliance were communicated
to management in a separate letter. (See paragraph .22 for a discussion of reporting other
noncompliance matters to top management in accordance with Government Auditing Standards.)

g.

A statement that in planning and performing the audit, the auditor considered the auditee's internal
control over financial reporting in order to determine the auditing procedures for the purpose of
expressing an opinion on the financial statements and not to provide assurance on the internal
control over financial reporting.

h.

If applicable, a statement that reportable conditions were noted and the definition of a reportable
condition.

i.

If no reportable conditions are noted, a statement that the auditor's consideration of the internal
control over financial reporting would not necessarily disclose all matters in the internal control that
might be material weaknesses; if reportable conditions are noted, a statement that the auditor's
consideration of the internal control over financial reporting would not necessarily disclose all
matters in the internal control that might be reportable conditions and, accordingly, would not
necessarily disclose all reportable conditions that are also considered to be material weaknesses.

If applicable, a description of the reportable conditions noted or a reference to a separate schedule
that summarizes the findings.
k.

The definition of a material weakness.

l.

If applicable, a statement about whether the auditor believes any of the reportable conditions noted
are material weaknesses and, if they are, describes the material weaknesses noted or refers to a
separate schedule that summarizes the findings. If there are no reportable conditions noted, a
statement is made that no material weaknesses were noted.

m. If applicable, a statement that other matters involving the internal control over financial reporting
were communicated to management in a separate letter. (See paragraph .27 for a discussion of other
internal control matters to be communicated to top management in accordance with Government
Auditing Standards.)
n.

A separate paragraph at the end of the report stating that the report is intended solely for the
information and use of the audit committee, management, and specified legislative or regulatory
bodies and is not intended to be and should not be used by anyone other than these specified parties.

o.

The manual or printed signature of the auditor's firm.

p.

The date of the auditor's report.13

Privileged and Confidential Information
.33 Government Auditing Standards, paragraphs 5.29 through 5.31, require that if certain information is
prohibited from general disclosure (that is, prohibited from general disclosure by federal, state, or local laws
or regulations), the audit report should state the nature of the information omitted and the requirement that
makes the omission necessary.

Report Distribution
.34 Government Auditing Standards requires written audit reports to be submitted by the audit organiza
tion to the appropriate officials of the auditee and to the appropriate officials of the organizations requiring
or arranging for the audit (including external funding organizations), unless legal restrictions prevent it. (See
Government Auditing Standards, paragraphs 5.32 through 5.35.) Copies of the reports also should be sent to
other officials who have legal oversight authority or who may be responsible for acting on audit findings
and recommendations and to others authorized to receive such reports. Unless restricted by law or regula
tion, copies should be made available for public inspection. When public accountants are engaged, the
13 Because the report on compliance and internal control over financial reporting, as required by Government Auditing Standards,
relates to the audit of the financial statements and is based on the GAAS audit procedures performed, it should carry the same date as
on the report on these financial statements.
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engaging organization should ensure that the report is distributed appropriately. If the public accountants
are to make the distribution, the engagement agreement should indicate which officials or organizations
should receive the report.

Additional Guidance
Audit Materiality
.35 Paragraphs 4.6.1 and 4.6.2 of Government Auditing Standards state that "auditors' consideration of
materiality is a matter of professional judgment and is influenced by their perception of the needs of a
reasonable person who will rely on the financial statements. Materiality judgments are made in light of
surrounding circumstances and necessarily involve both quantitative and qualitative considerations. In an
audit of the financial statements of a government entity or an entity that receives government assistance,
auditors may set lower materiality levels than in audits in the private sector because of the public account
ability of the auditee, the various legal and regulatory requirements, and the visibility and sensitivity of
government programs, activities, and functions."

Fraud and Illegal Acts
.36 Government Auditing Standards, paragraphs 4.14 through 4.17, provides additional guidance on
possible fraud and illegal acts. First, Government Auditing Standards states that auditors may find it necessary
to use the work of legal counsel in (1) determining which laws and regulations might have a direct and
material effect on the financial statements, (2) designing tests of compliance with laws and regulations, and
(3) evaluating the results of those tests. Auditors also may find it necessary to use the work of legal counsel
when an audit requires testing compliance with provisions of contracts or grant agreements. Depending on
the circumstances, auditors may need to obtain information on compliance matters from others, such as
investigative staff, audit officials of government entities that provided assistance to the auditee, or the
applicable law enforcement authority. Second, Government Auditing Standards provides guidance on exercis
ing due care in pursuing indications of possible fraud and illegal acts so as not to interfere with potential
future investigations, legal proceedings, or both, as discussed in paragraph .24.

Internal Control
.37 Paragraphs 4.21 through 4.30 of Government Auditing Standards provide guidance on certain aspects
of internal control over financial reporting that are important to the judgments auditors make about audit
risk and about the evidence needed to support their opinion on the financial statements. Those aspects are
summarized as follows:
•

Safeguarding of assets. These are the controls that prevent or timely detect unauthorized transactions
and unauthorized access to assets resulting in possible losses that are material to the financial
statements. Therefore, the understanding of safeguarding controls assists auditors in planning the
audit to detect material misappropriations as well as to assess other risks that the financial statements
could be materially misstated.

•

Control over compliance with laws and regulations. These are important to auditors in identifying the
types of potential misstatements that could occur and the factors that could affect the risk of material
misstatement. Such information can help provide reasonable assurance that the financial statements
are free of material misstatements resulting from violations of laws and regulations that have a direct
and material effect on the determination of financial statement amounts.

[The next page is 12,401.]
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Accountants' Reports for State and Local Governmental Units

AAM Section 12,400
Auditors’ Reports on Basic or
General-Purpose Financial
Statements for State and Local
Governmental Units
Note: The Governmental Accounting Standards Board (GASB) has issued
several pronouncements that will make significant changes in how most state
and local governmental entities account for and report on their transactions
and balances in the future. See the discussion of those pronouncements in the
headnote in AAM section 12,000. These auditors' reports do not incorporate
the changes in report presentation that will or may result from those
pronouncements. Those changes will be incorporated into these reports when
those pronouncements become effective.

.01

Unqualified Opinion on General-Purpose Financial Statements1
Independent Auditor's Report

Addressee:
We have audited the accompanying general-purpose financial statements of the City of Example, Any State,
as of and for the year ended June 30,20X1, as listed in the table of contents. These general-purpose financial
statements are the responsibility of the City of Example's management. Our responsibility is to express an
opinion on these general-purpose financial statements based on our audit.
We conducted our audit in accordance with auditing standards generally accepted in the United States of
America.1
2 Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audit provides a reasonable basis
for our opinion.
1 The financial statements of a component unit should acknowledge that the component unit is a component unit of another
government; for example, "We have audited the accompanying general-purpose financial statements of Sample County School District,
component unit of Sample County, as of and for the year ended June 30,20X1." In addition, the notes to the component unit's financial
statements should identify the primary government of the financial reporting entity and the component unit's relationship to the
primary government. For reporting on the financial statements of a primary government that omit the financial data of each component
unit, see the Audit and Accounting Guide Audits of State and Local Governmental Units, example A.4, "Report on Primary Government
Financial Statements That Omit the Financial Data of Each Component Unit." (See AAM section 12,400.04.)

2 When the report on the financial statements is submitted to comply with a legal, regulatory, or contractual requirement for an audit
in accordance with Government Auditing Standards, insert the phrase "and the standards applicable to financial audits contained in
Government Auditing Standards issued by the Comptroller General of the United States." The standards applicable to financial audits
include the general, fieldwork, and reporting standards described in chapters 3, 4, and 5 of Government Auditing Standards.
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In our opinion, the general-purpose financial statements referred to above present fairly, in all material
respects, the financial position of City of Example, Any State, as of June 30, 20X1, and the results of its
operations and the cash flows of its proprietary fund types and nonexpendable trust funds for the year then
ended in conformity with accounting principles generally accepted in the United States of America.3
[Signature]

[Date]
[Source: AICPA Audit and Accounting Guide Audits of State and Local Governmental Units, Appendix A,
Example A.1, with conforming changes as of May 1,2001.]

3 When the report on the financial statements is submitted to comply with a legal, regulatory, or contractual requirement for an audit
in accordance with Government Auditing Standards, a paragraph similar to the following should be added after the opinion paragraph:
In accordance with Government Auditing Standards, we have also issued our report dated [date of report] on our
consideration of the City of the Example's internal control over financial reporting and on our tests of its
compliance with certain provisions of laws, regulations, contracts, and grants. That report is an integral part of
an audit performed in accordance with Government Auditing Standards and should be read in conjunction with
this report in considering the results of our audit.
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Unqualified Opinion on General-Purpose Financial Statements Submitted Together With Com
bining, Individual Fund, and Account Group Financial Statements and Supporting Schedules as
Supplementary Data

Independent Auditor's Report

Addressee:
We have audited the accompanying general-purpose1 financial statements of the City of Example, Any State,
as of and for the year ended June 30,20X1, as listed in the table of contents. These general-purpose financial
statements are the responsibility of the City of Example's management. Our responsibility is to express an
opinion on these general-purpose financial statements based on our audit.
We conducted our audit in accordance with auditing standards generally accepted in the United States of
America.12 Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audit provides a reasonable basis
for our opinion.

In our opinion, the general-purpose financial statements referred to above present fairly, in all material
respects, the financial position of City of Example, Any State, as of June 30, 20X1, and the results of its
operations and the cash flows of its proprietary fund types and nonexpendable trust funds for the year then
ended in conformity with accounting principles generally accepted in the United States of America.3
The combining and individual fund and account group financial statements and schedules listed in the table
of contents are presented for purposes of additional analysis and are not a required part of the general-pur
pose financial statements of City of Example, Any State. Such information has been subjected to the auditing
procedures applied in the audit of the general-purpose financial statements and, in our opinion, is fairly
stated, in all material respects, in relation to the general-purpose financial statements taken as a whole.4

[Signature]
[Date]
[Source: AICPA Audit and Accounting Guide Audits of State and Local Governmental Units, Appendix A,
Example A.2, with conforming changes as of May 1,2001.]

1 See AAM section 12,400.01, footnote 1.
2 See AAM section 12,400.01, footnote 2.

3 See AAM section 12,400.01, footnote 3.
4 When reporting on supplementary data, the auditor should consider the effect of any modifications in the report on the generalpurpose financial statements. Furthermore, if the report on supplementary information is other than unqualified, this paragraph
should be modified. Guidance for reporting in these circumstances is described in paragraphs 9 through 11,13, and 14 of SAS No. 29,
Reporting on Information Accompanying the Basic Financial Statements in Auditor-Submitted Documents (AU section 551.09-11, .13, and .14).
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Unqualified Opinion on General-Purpose Financial Statements and Combining, Individual Fund,
and Account Group Financial Statements, Presented Together With Supporting Schedules Re
ported on as Supplementary Data
Independent Auditor's Report

Addressee:
We have audited the accompanying general-purpose1 financial statements and the combining and individual
fund and account group financial statements of the City of Example, Any State, as of and for the year ended
June 30, 20X1, as listed in the table of contents. These financial statements are the responsibility of the City
of Example's management. Our responsibility is to express an opinion on these financial statements based
on our audit.

We conducted our audit in accordance with auditing standards generally accepted in the United States of
America.1
2 Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audit provides a reasonable basis
for our opinion.

In our opinion, the general-purpose financial statements referred to above present fairly, in all material
respects, the financial position of City of Example, Any State, as of June 30, 20X1, and the results of its
operations and the cash flows of its proprietary fund types and nonexpendable trust funds for the year then
ended in conformity with accounting principles generally accepted in the United States of America. Also, in
our opinion, the combining and individual fund and account group financial statements referred to above
present fairly, in all material respects, the financial position of each of the individual funds and account
groups of City of Example, Any State, as of June 30, 20X1, and the results of operations of such funds and
the cash flows of individual proprietary fund types and nonexpendable trust funds for the year then ended
in conformity with accounting principles generally accepted in the United States of America.3

The accompanying financial information listed as supporting schedules in the table of contents is presented
for purposes of additional analysis and is not a required part of the financial statements of City of Example,
Any State. Such information has been subjected to the auditing procedures applied in the audit of the
general-purpose, combining and individual fund and account group financial statements and, in our opinion,
is fairly stated, in all material respects, in relation to the financial statements of each of the respective
individual funds and account groups taken as a whole.4
[Signature]

[Date]

[Source: AICPA Audit and Accounting Guide Audits of State and Local Governmental Units, Appendix A,
Example A.3, with conforming changes as of May 1,2001.]

1 See AAM section 12,400.01, footnote 1.
2 See AAM section 12,400.01; footnote 2.

3 See AAM section 12,400.01, footnote 3.

4 See AAM section 12,400.02, footnote 4.
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Report on Primary Government Financial Statements That Omit the Financial Data of Each
Component Unit

Independent Auditor's Report

Addressee:
We have audited the accompanying primary government financial statements of the City of Example, Any
State, as of and for the year ended June 30,20X1, as listed in the table of contents. These financial statements
are the responsibility of the City of Example's management. Our responsibility is to express an opinion on
these financial statements based on our audit.

We conducted our audit in accordance with auditing standards generally accepted in the United States of
America.1 Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audit provides a reasonable basis
for our opinion.

A primary government is a legal entity or body politic and includes all funds, organizations, institutions,
agencies, departments, and offices that are not legally separate. Such legally separate entities are referred to
as component units. In our opinion, the primary government financial statements present fairly, in all
material respects, the financial position of the primary government of City of Example, Any State, as of June
30,20X1, and the results of its operations and the cash flows of its proprietary fund types and nonexpendable
trust funds for the year then ended in conformity with accounting principles generally accepted in the United
States of America.
However, the primary government financial statements, because they do not include the financial data of
component units of City of Example, Any State, do not purport to, and do not, present fairly the financial
position of the City of Example, Any State, as of June 30,20X1, and the results of its operations and the cash
flows of its proprietary fund types and nonexpendable trust funds for the year then ended in conformity
with accounting principles generally accepted in the United States of America.1
2

[Signature]
[Date]
[Source: AICPA Audit and Accounting Guide Audits of State and Local Governmental Units, Appendix A,
Example A.4, with conforming changes as of May 1,2001.]

1 See AAM section 12,400.01, footnote 2.
2 See AAM section 12,400.01, footnote 3.
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Qualified Opinion on General-Purpose Financial Statements That Omit One or More, But Not
All, Component Units of the Financial Reporting Entity
Independent Auditor's Report

Addressee:
We have audited the accompanying general-purpose1 financial statements of the City of Example, Any State,
as of and for the year ended June 30,20X1, as listed in the table of contents. These general-purpose financial
statements are the responsibility of the City of Example's management. Our responsibility is to express an
opinion on these general-purpose financial statements based on our audit.
We conducted our audit in accordance with auditing standards generally accepted in the United States of
America.1
2 Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audit provides a reasonable basis
for our opinion.

The general-purpose financial statements referred to above do not include financial data of the [identify the
component unit(s) omitted], which should be included in order to conform with accounting principles generally
accepted in the United States of America. If the omitted component unit(s) had been included,3 the assets
and revenues of the [identify fund type(s)—for example, special revenue fund type—or component unit column(s)]
would have been increased by $XXX,XXX and $XXX,XXX, respectively, there would have been an excess of
expenditures over revenues in that fund type [or component unit(s)] of $XXX,XXX for the year, and the [identify
fund type(s) or discretely presented component unit column] fund balance would have been a deficit of $XXX,XXX.
In our opinion, except for the effects on the financial statements of the omission described in the preceding
paragraph, the general-purpose financial statements referred to above present fairly, in all material respects,
the financial position of City of Example, Any State, as of June 30,20X1, and the results of its operations and
the cash flows of its proprietary fund types and nonexpendable trust funds for the year then ended in
conformity with accounting principles generally accepted in the United States of America.4

[Signature]
[Date]
[Source: AICPA Audit and Accounting Guide Audits of State and Local Governmental Units, Appendix A,
Example A.5, with conforming changes as of May 1,2001.]

1 See AAM section 12,400.01, footnote 1.
2 See AAM section 12,400.01, footnote 2.
3 If the amounts applicable to the omitted component unit have not been audited, insert the phrase based on unaudited information.

4 See AAM section 12,400.01, footnote 3.
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.06 Adverse Opinion on General-Purpose Financial Statements That Omit One or More, But Not All,
Component Units of the Financial Reporting Entity
Independent Auditor's Report

Addressee:
We have audited the accompanying general-purpose financial statements1 of City of Example, Any State, as
of and for the year ended June 30, 20X1, as listed in the table of contents. These general-purpose financial
statements are the responsibility of the City of Example's management. Our responsibility is to express an
opinion on these general-purpose financial statements based on our audit.

We conducted our audit in accordance with auditing standards generally accepted in the United States of
America.1
2 Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audit provides a reasonable basis
for our opinion.

The general-purpose financial statements referred to above do not include financial data of the [identify the
component unit(s) omitted], which should be included in order to conform with accounting principles generally
accepted in the United States of America.
Because of the departure from generally accepted accounting principles identified above, as of June 30,20X1,
the assets and revenues of the [identify fund type(s), e.g., special revenue fund type—or component unit column(s)]
would have increased by $XXX,XXX and $XXX,XXX, respectively, there would have been an excess of
expenditures over revenues in that fund type [or component unit(s)] for the year of $XXX,XXX, and the [identify
fund type(s) or component unit(s)] fund balance would have been a deficit of $XXX,XXX.
In our opinion, because of the effects of the matters discussed in the preceding paragraphs, the general-pur
pose financial statements referred to above do not present fairly, in conformity with accounting principles
generally accepted in the United States of America, the financial position of City of Example, Any State as
of June 30,20X1, or the results of its operations or cash flows of its proprietary fund types and nonexpendable
trust funds for the year then ended.
[Signature]

[Date]
[Source: AICPA Audit and Accounting Guide Audits of State and Local Governmental Units, Appendix A,
Example A.5, footnote 14, with conforming changes as of May 1,2001.]

1 See AAM section 12,400.01, footnote 1.

2 See AAM section 12,400.01, footnote 2.
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.07 Qualified Opinion on General-Purpose Financial Statements That Omit a Fund Type or Account
Group1
Independent Auditor's Report

Addressee:
We have audited the accompanying general-purpose12 financial statements of the City of Example, Any State,
as of and for the year ended June 30,20X1, as listed in the table of contents. These general-purpose financial
statements are the responsibility of the City of Example's management. Our responsibility is to express an
opinion on these general-purpose financial statements based on our audit.
We conducted our audit in accordance with auditing standards generally accepted in the United States of
America.3 Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audit provides a reasonable basis
for our opinion.

The general-purpose financial statements referred to above do not include the [identify the fund type (account
group) omitted], which should be included in order to conform with accounting principles generally accepted
in the United States of America. The omitted fund type4 has assets, liabilities, revenues, and expenditures of
$XXX,XXX, $XXX,XXX, $XXX,XXX, and $XXX,XXX, respectively. [The amount that should be recorded in the
(identify account group) is not known.]
In our opinion, except for the effect on the financial statements of the omission described in the preceding
paragraph, the general-purpose financial statements referred to above present fairly, in all material respects,
the financial position of City of Example, Any State, as of June 30,20X1, and the results of its operations and
the cash flows of its proprietary fund types and nonexpendable trust funds for the year then ended in
conformity with accounting principles generally accepted in the United States of America.5

[Signature]
[Date]
[Source: AICPA Audit and Accounting Guide Audits of State and Local Governmental Units, Appendix A,
Example A.6, with conforming changes as of May 1, 2001.1
1 There may be circumstances when, based on professional judgment, the auditor may determine that an adverse opinion on the
general-purpose financial statements is appropriate. In such a case, a separate explanatory paragraph should state all the substantive
reasons for the adverse opinion and the principal effects of those matters. If an adverse opinion is to be rendered, the last two
paragraphs of this report should be replaced with the following paragraphs:
The general-purpose financial statements referred to above do not include financial data of the [identify the component unit(s)
omitted], which should be included in order to conform with accounting principles generally accepted in the United States of America.
Because of the departure from generally accepted accounting principles identified above, as of June 30,20X1, the assets and
revenues of the [identify fund type(s),for example, special revenue fund type—or component unit column(s)] would have increased
by $XXX,XXX and $XXX,XXX, respectively, there would have been an excess of expenditures over revenues in the fund type
[or component unit(s)] for the year of $XXX,XXX and the [identify fund type(s) or component unit(s)] fund balance would have
been a deficit of $XXX,XXX.
In our opinion, because of the effects of the matters discussed in the preceding paragraphs, the general-purpose financial
statements referred to above do not present fairly, in conformity with accounting principles generally accepted in the United
States of America, the financial position of City of Example, Any State, as of June 30, 20X1, or the result of its operations or
the cash flows of its proprietary fund types and nonexpendable trust funds of the year then ended.
2 See AAM section 12,400.01, footnote 1.

3 See AAM section 12,400.01, footnote 2.
4 If the amounts applicable to the omitted fund type or account group have not been audited, insert the phrase based on unaudited
information.

5 See AAM section 12,400.01, footnote 3.
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Qualified Opinion on General-Purpose Financial Statements That Omit a Fund From a Fund
Type1
Independent Auditor's Report

Addressee:
We have audited the accompanying general-purpose1
2 financial statements of the City of Example, Any State,
as of and for the year ended June 30,20X1, as listed in the table of contents. These general-purpose financial
statements are the responsibility of the City of Example's management. Our responsibility is to express an
opinion on these general-purpose financial statements based on our audit.

We conducted our audit in accordance with auditing standards generally accepted in the United States of
America.3 Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audit provides a reasonable basis
for our opinion.

The general-purpose financial statements referred to above do not include the [identify the omitted fund],
which should be included in order to conform with accounting principles generally accepted in the United
States of America. If the omitted fund4 had been included, the [identify fund type] assets, liabilities, revenues,
and expenditures would have increased $XXX,XXX, $XXX,XXX, $XXX,XXX, and $XXX,XXX, respectively.

In our opinion, except for the effect on the general-purpose financial statements of the omission described
in the preceding paragraph, the general-purpose financial statements referred to above present fairly, in all
material respects, the financial position of City of Example, Any State, as of June 30,20X1, and the results of
its operations and the cash flows of its proprietary fund types and nonexpendable trust funds for the year
then ended in conformity with accounting principles generally accepted in the United States of America.5

[Signature]
[Date]
[Source: AICPA Audit and Accounting Guide Audits of State and Local Governmental Units, Appendix A,
Example A.7, with conforming changes as of May 1, 2001.1

1 See AAM section 12,400.07, footnote 1.
2 See AAM section 12,400.01, footnote 1.

3 See AAM section 12,400.01, footnote 2.
4 If the amounts applicable to the omitted fund have not been audited, insert the phrase based on unaudited information.

5 See AAM section 12,400.01, footnote 3.
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Unqualified Opinion on General Fund Financial Statements With an Explanatory Paragraph Calling
Attention to the Fact That the Financial Statements Do Not Represent the Financial Position and
Results of Operations of the Financial Reporting Entity
Independent Auditor's Report

Addressee:
We have audited the accompanying financial statements of the general fund of the City of Example, Any
State, as of and for the year ended June 30,20X1, as listed in the table of contents. These financial statements
are the responsibility of the City of Example's management. Our responsibility is to express an opinion on
these financial statements based on our audit.

We conducted our audit in accordance with auditing standards generally accepted in the United States of
America.1 Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audit provides a reasonable basis
for our opinion.

As discussed in Note X, the financial statements present only the general fund and are not intended to present
fairly the financial position and results of operations of City of Example, Any State, in conformity with
accounting principles generally accepted in the United States of America.
In our opinion, the financial statements referred to above present fairly, in all material respects, the financial
position of the general fund of City of Example, Any State, as of June 30,20X1, and the results of its operations
for the year then ended in conformity with accounting principles generally accepted in the United States of
America.12
[Signature]

[Date]
[Source: AICPA Audit and Accounting Guide Audits of State and Local Governmental Units, Appendix A,
Example A.8, with conforming changes as of May 1,2001.]

1 See AAM section 12,400.01, footnote 2.
2 See AAM section 12,400.01, footnote 3.
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12,411

.10 Unqualified Opinion on an Enterprise Fund's Financial Statements With an Explanatory Para
graph Calling Attention to the Fact That the Financial Statements Do Not Represent the Financial
Position and Results of Operations of the Financial Reporting Entity
Independent Auditor's Report

Addressee:
We have audited the accompanying financial statements of [identify enterprise fund] of the City of Example,
Any State, as of and for the year ended June 30, 20X1, as listed in the table of contents. These financial
statements are the responsibility of the City of Example's management. Our responsibility is to express an
opinion on these financial statements based on our audit.

We conducted our audit in accordance with auditing standards generally accepted in the United States of
America.1 Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audit provides a reasonable basis
for our opinion.

As discussed in Note X, the financial statements present only the [identify enterprise fund] and are not intended
to present fairly the financial position of City of Example, Any State, and the results of its operations and the
cash flows of its proprietary fund types and nonexpendable trust funds in conformity with accounting
principles generally accepted in the United States of America.
In our opinion, the financial statements referred to above present fairly, in all material respects, the financial
position of [identify enterprise fund] of City of Example, Any State, as of June 30, 20X1, and the results of its
operations and the cash flows for the year then ended in conformity with accounting principles generally
accepted in the United States of America.1
2

[Signature]

[Date]
[Source: AICPA Audit and Accounting Guide Audits of State and Local Governmental Units, Appendix A,
Example A.9, with conforming changes as of May 1,2001.]

1 See AAM section 12,400.01, footnote 2.
2 See AAM section 12,400.01, footnote 3.
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Qualified Opinion on General-Purpose Financial Statements That Include an Unaudited
Organization, Function, or Activity
Independent Auditor's Report

Addressee:

We have audited the accompanying general-purpose1 financial statements of the City of Example, Any State,
as of and for the year ended June 30,20X1, as listed in the table of contents. These general-purpose financial
statements are the responsibility of the City of Example's management. Our responsibility is to express an
opinion on these general-purpose financial statements based on our audit.
Except as discussed in the following paragraph, we conducted our audit in accordance with auditing
standards generally accepted in the United States of America.12 Those standards require that we plan and
perform the audit to obtain reasonable assurance about whether the financial statements are free of material
misstatement. An audit includes examining, on a test basis, evidence supporting the amounts and disclosures
in the financial statements. An audit also includes assessing the accounting principles used and significant
estimates made by management, as well as evaluating the overall financial statement presentation. We
believe that our audit provides a reasonable basis for our opinion.
We were unable to obtain the audited financial statements supporting the financial activities of the [identify
the organization, function, or activity], nor were we able to satisfy ourselves as to those financial activities by
other auditing procedures. Those financial activities are included in the [identify fund type, account group, or
component unit column(s)] and represent XX percent and XX percent of the assets and revenues, respectively,
of [identify fund type, account group, or component unit column].

In our opinion, except for the effects of such adjustment, if any, as might have been determined to be necessary
had we been able to obtain the audited financial statements of [identify the organization, function, or activity],
the general-purpose financial statements referred to above present fairly, in all material respects, the financial
position of City of Example, Any State, as of June 30,20X1, and the results of its operations and the cash flows
of its proprietary fund types and nonexpendable trust funds for the year then ended in conformity with
accounting principles generally accepted in the United States of America.3

[Signature]
[Date]

[Source: AICPA Audit and Accounting Guide Audits of State and Local Governmental Units, Appendix A,
Example A.11, with conforming changes as of May 1, 2001.]

1 See AAM section 12,400.01, footnote 1.
2 See AAM section 12,400.01, footnote 2.
3 See AAM section 12,400.01, footnote 3.
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.12 Unqualified Opinion on General-Purpose Financial Statements With Reference to an Audit of an
Organization, Function, or Activity by Other Auditors

Independent Auditor's Report

Addressee:
We have audited the accompanying general-purpose1 financial statements of the City of Example, Any State,
as of and for the year ended June 30,20X1, as listed in the table of contents. These general-purpose financial
statements are the responsibility of the City of Example's management. Our responsibility is to express an
opinion on these general-purpose financial statements based on our audit. We did not audit the financial
statements of [identify organization, function, or activity], which represent XX percent and XX percent,
respectively, of the assets and revenues of the [identify fund type, account group, or component unit column(s)].
Those financial statements were audited by other auditors whose report thereon has been furnished to us,
and our opinion, insofar as it relates to the amounts included for [identify organization, function, or activity], is
based on the report of the other auditors.
We conducted our audit in accordance with auditing standards generally accepted in the United States of
America.12 Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audit and the report of other
auditors provide a reasonable basis for our opinion.

In our opinion, based on our audit and the report of other auditors, the general-purpose financial statements
referred to above present fairly, in all material respects, the financial position of City of Example, Any State,
as of June 30, 20X1, and the results of its operations and the cash flows of its proprietary fund types and
nonexpendable trust funds for the year then ended in conformity with accounting principles generally
accepted in the United States of America.3

[Signature]

[Date]
[Source: AICPA Audit and Accounting Guide Audits of State and Local Governmental Units, Appendix A,
Example A.12(A), with conforming changes as of May 1,2001.]

1 See AAM section 12,400.01, footnote 1.

2 See AAM section 12,400.01, footnote 2.
3 See AAM section 12,400.01, footnote 3.
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.13 Unqualified Opinion on General-Purpose Financial Statements and Combining, Individual Fund,
and Account Group Financial Statements When One Fund or Component Unit Representing Less
Than All of a Fund Type Has Been Audited by Other Auditors
Independent Auditor's Report
Addressee:

We have audited the accompanying general-purpose1 financial statements and the combining and individual
fund and account group financial statements of the City of Example, Any State, as of and for the year ended
June 30,20X1, as listed in the table of contents. These financial statements are the responsibility of the City
of Example's management. Our responsibility is to express an opinion on these financial statements based
on our audit. We did not audit the financial statements of the [identify fund or component unit] which statements
reflect total assets of $XXX,XXX as of June 30,20X1, and total revenues of $XXX,XXX for the year then ended.
Those financial statements were audited by other auditors whose report has been furnished to us, and our
opinion on the financial statements, insofar as it relates to the amounts included for the [identify fund or
component unit] in the [identify fund type or component unit column(s)], is based on the report of the other
auditors.
We conducted our audit in accordance with auditing standards, generally accepted in the United States of
America.12 Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audit and the report of other
auditors provide a reasonable basis for our opinion.

In our opinion, based on our audit and the report of other auditors, the general-purpose financial statements
referred to above present fairly, in all material respects, the financial position of City of Example, Any State,
as of June 30, 20X1, and the results of its operations and the cash flows of its proprietary fund types and
nonexpendable trust funds for the year then ended in conformity with accounting principles generally
accepted in the United States of America. Also, in our opinion, the combining, individual fund, and account
group financial statements referred to above (other than the [identify fund or component unit], whose financial
statements were audited by other auditors whose report expressed an unqualified opinion) present fairly,
in all material respects, the financial position of each of the individual funds and account groups of City of
Example, Any State, at June 30, 20X1, and the results of operations of such funds and the cash flows of
individual proprietary fund types and nonexpendable trust funds for the year then ended in conformity with
accounting principles generally accepted in the United States of America.3
[Signature]

[Date]
[Source: AICPA Audit and Accounting Guide Audits of State and Local Governmental Units, Appendix A,
Example A.12(B), with conforming changes as of May 1,2001.]

1 See AAM section 12,400.01, footnote 1.
2 See AAM section 12,400.01, footnote 2.

3 See AAM section 12,400.01, footnote 3.
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12,415

Unqualified Opinion on General-Purpose Financial Statements With Reference to an Audit of All
of a Fund Type by Other Auditors
Independent Auditor's Report

Addressee:
We have audited the accompanying general-purpose1 financial statements of the City of Example, Any State,
as of and for the year ended June 30,20X1, as listed in the table of contents. These general-purpose financial
statements are the responsibility of the City of Example's management. Our responsibility is to express an
opinion on these general-purpose financial statements based on our audit. We did not audit the financial
statements of the [identify fund type]. Those financial statements were audited by other auditors whose report
has been furnished to us, and our opinion on the general-purpose financial statements, insofar as it relates
to the amounts included for the [identify fund type], is based on the report of the other auditors.
We conducted our audit in accordance with auditing standards generally accepted in the United States of
America.12 Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audit and the report of other
auditors provide a reasonable basis for our opinion.
In our opinion, based on our audit and the report of other auditors, the general-purpose financial statements
referred to above present fairly, in all material respects, the financial position of City of Example, Any State,
as of June 30, 20X1, and the results of its operations and the cash flows of its proprietary fund types and
nonexpendable trust funds for the year then ended in conformity with accounting principles generally
accepted in the United States of America.3

[Signature]
[Date]
[Source: AICPA Audit and Accounting Guide Audits of State and Local Governmental Units, Appendix A,
Example A.13, with conforming changes as of May 1,2001.]

1 See AAM section 12,400.01, footnote 1.
2 See AAM section 12,400.01, footnote 2.
3 See AAM section 12,400.01, footnote 3.
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Unqualified Opinion on Financial Statements Prepared in Accordance With a Comprehensive
Basis of Accounting Other Than Generally Accepted Accounting Principles
Independent Auditor's Report

Addressee:
We have audited the accompanying financial statements of the City of Example, Any State, as of and for the
year ended June 30, 20X1, as listed in the table of contents. These financial statements are the responsibility
of the City of Example's management. Our responsibility is to express an opinion on these financial
statements based on our audit.
We conducted our audit in accordance with auditing standards generally accepted in the United States of
America.1 Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audit provides a reasonable basis
for our opinion.

As discussed in Note X, City of Example, Any State, prepares its financial statements on the cash basis, which
is a comprehensive basis of accounting other than accounting principles generally accepted in the United
States of America.
In our opinion, the financial statements referred to above present fairly, in all material respects, the cash and
unencumbered cash balances of City of Example, Any State, as of June 30,20X1, and the revenues it received
and expenditures it paid for the year then ended on the basis of accounting described in Note X.2,3
[Signature]

[Date]
[Source: AICPA Audit and Accounting Guide Audits of State and Local Governmental Units, Appendix A,
Example A.14, with conforming changes as of May 1,2001.]

1 See AAM section 12,400.01, footnote 2.
2 If the financial statements are prepared in conformity with the requirements or financial reporting provisions of a governmental
regulatory agency to whose jurisdiction the entity is subject, the opinion paragraph should be followed by a paragraph that restricts the
distribution of the report solely to those within the entity and for filing with the regulatory agency. See paragraphs 5f and 8 of SAS No.
62, Special Reports (AU section 623.05f and .08).
3 See AAM section 12,400.01, footnote 3.
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.16 Unqualified Opinion on Financial Statements of a Department Constituting Less Than a Fund

Independent Auditor's Report

Addressee:
We have audited the accompanying financial statements of the Department of Example, Any State, as of and
for the year ended June 30, 20X1, as listed in the table of contents. These financial statements are the
responsibility of the Department of Example's management. Our responsibility is to express an opinion on
these financial statements based on our audit.

We conducted our audit in accordance with auditing standards generally accepted in the United States of
America.1 Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audit provides a reasonable basis
for our opinion.

As discussed in Note X, the financial statements of the Department of Example, Any State, are intended to
present the financial position and results of operations and the cash flows of proprietary fund types of only
that portion of the financial reporting entity of the State that is attributable to the transactions of the
Department.
In our opinion, the financial statements referred to above present fairly, in all material respects, the financial
position of Department of Example, Any State, as of June 30,20X1, and the results of its operations and the
cash flows for the year then ended in conformity with accounting principles generally accepted in the United
States of America.1
2

[Signature]

[Date]
[Source: AICPA Audit and Accounting Guide Audits of State and Local Governmental Units, Appendix A,
Example A.15, with conforming changes as of May 1,2001.]

1 See AAM section 12,400.01, footnote 2.

2 See AAM section 12,400.01, footnote 3.
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.17 Unqualified Opinion on General-Purpose Financial Statements and Supplementary Schedule of
Expenditures of Federal Awards1
Independent Auditor's Report

Addressee:
We have audited the accompanying general-purpose financial statements of the City of Example, Any State, as
of and for the year ended June 30, 20X1, as listed in the table of contents. These general-purpose financial
statements are the responsibility of the City of Example's management. Our responsibility is to express an opinion
on these general-purpose financial statements based on our audit.

We conducted our audit in accordance with auditing standards generally accepted in the United States of
America and the standards applicable to financial audits contained in Government Auditing Standards,2 issued
by the Comptroller General of the United States. Those standards require that we plan and perform the audit
to obtain reasonable assurance about whether the financial statements are free of material misstatement. An
audit includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial
statements. An audit also includes assessing the accounting principles used and the significant estimates
made by management, as well as evaluating the overall financial statement presentation. We believe that our
audit provides a reasonable basis for our opinion.
In our opinion, the general-purpose financial statements referred to above present fairly, in all material
respects, the financial position of the City of Example, Any State, as of June 30, 20X1, and the results of its
operations and the cash flows of its proprietary fund types and nonexpendable trust funds for the year then
ended in conformity with accounting principles generally accepted in the United States of America.
In accordance with Government Auditing Standards, we have also issued our report dated [date of report] on
our consideration of the City of Example's internal control over financial reporting and on our tests of its
compliance with certain provisions of laws, regulations, contracts, and grants. That report is an integral part
of an audit performed in accordance with Government Auditing Standards and should be read in conjunction
with this report in considering the results of our audit.3

The accompanying schedule of expenditures of federal awards4 is presented for purposes of additional
analysis as required by U.S. Office of Management and Budget Circular A-133, Audits of States, Local
Governments, and Non-Profit Organizations, and is not a required part of the general-purpose financial
statements. Such information has been subjected to the auditing procedures applied in the audit of the
general-purpose financial statements and, in our opinion, is fairly stated, in all material respects, in relation
to the general-purpose financial statements taken as a whole.5
1 Auditors may also refer to the AICPA Audit and Accounting Guide Audits of State and Local Governmental Units for additional
guidance on reporting on the general-purpose financial statements of a government.
2 The standards applicable to financial audits include the general, fieldwork, and reporting standards described in chapters 3,4, and
5 of Government Auditing Standards.

3 The following paragraph should be deleted if the schedule of expenditures of federal awards is not presented with the general-pur
pose financial statements (that is, a separate single audit package is issued). In such a circumstance, the required reporting on the
schedule may be incorporated in the report issued to meet the requirements of Circular A-133. See AAM section 12,400.20, footnote 4
and .21, footnote 5 for additional guidance.
4 If the auditor is reporting on additional supplementary information (for example, combining and individual fund and account
group financial statements and schedules), this paragraph should be modified to describe the additional supplementary information.
The example reports in AAM section 12,400.02 and .03 and SAS No. 29, Reporting on Information Accompanying the Basic Financial
Statements in Auditor-Submitted Documents (AU section 551), provide useful guidance.
5 When reporting on the supplementary information, the auditor should consider the effect of any modifications to the report on the
general-purpose financial statements. Furthermore, if the report on supplementary information is other than unqualified, this para
graph should be modified. Guidance for reporting in these circumstances is described in paragraphs 9 through 11, 13, and 14 of SAS
No. 29 (AU section 551.09-.il, .13, and .14).
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[Signature]

[Date]
[Source: Statement of Position (SOP) 98-3, Audits of States, Local Governments, and Not-for-Profit Organizations
Receiving Federal Awards, Appendix D, Example 1, with conforming changes as of May 1,2001 (AUD section
11,320).]
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Report on Compliance and on Internal Control Over Financial Reporting1 Based on an Audit of
Financial Statements Performed in Accordance With Government Auditing Standards (No Reportable
Instances of Noncompliance and No Material Weaknesses [No Reportable Conditions Identified])12
Independent Auditor's Report

Addressee:

We have audited the financial statements of Example Entity as of and for the year ended June 30, 20X1, and
have issued our report thereon dated August 15,20X1.3 We conducted our audit in accordance with auditing
standards generally accepted in the United States of America and the standards applicable to financial audits
contained in Government Auditing Standards,4 issued by the Comptroller General of the United States.
Compliance

As part of obtaining reasonable assurance about whether Example Entity's financial statements are free of
material misstatement, we performed tests of its compliance with certain provisions of laws, regulations,
contracts, and grants, noncompliance with which could have a direct and material effect on the determination
of financial statement amounts. However, providing an opinion on compliance with those provisions was not
an objective of our audit, and accordingly, we do not express such an opinion. The results of our tests disclosed
no instances of noncompliance that are required to be reported under Government Auditing Standards.5, 6
Internal Control Over Financial Reporting
In planning and performing our audit, we considered Example Entity's internal control over financial
reporting in order to determine our auditing procedures for the purpose of expressing our opinion on the
financial statements and not to provide assurance on the internal control over financial reporting. Our
consideration of the internal control over financial reporting would not necessarily disclose all matters in the
internal control that might be material weaknesses. A material weakness is a condition in which the design
or operation of one or more of the internal control components does not reduce to a relatively low level the
risk that misstatements in amounts that would be material in relation to the financial statements being
audited may occur and not be detected within a timely period by employees in the normal course of
performing their assigned functions. We noted no matters involving the internal control over financial
reporting and its operation that we consider to be material weaknesses.7*
1 See paragraph 4.12 of AICPA Statement of Position 98-3, Audits of States, Local Governments, and Not-for-Profit Organizations Receiving
Federal Awards (AUD section 11,320-4.12) for a description of internal control over financial reporting.
2 The auditor should use the portions of AAM section 12,400.18 and .19 that apply to a specific auditee situation. For example, if
the auditor will be giving an unqualified opinion on compliance but has identified reportable conditions, the compliance section of this
report would be used along with the internal control section of AAM section 12,400.19. Alternatively, if the auditor will be giving a
qualified opinion on compliance but has not identified reportable conditions, the internal control section of this report would be used
along with the compliance section of AAM section 12,400.19.
3 Describe any departure from the standard report (for example, a qualified opinion, a modification as to consistency because of a
change in accounting principle, or a reference to the report of other auditors).

4 See AAM section 12,400.17, footnote 2.
5 See paragraphs 5.18 and 5.19 of Government Auditing Standards for the criteria for reporting.

6 If the auditor has issued a separate letter to management to communicate matters that do not meet the criteria for reporting in
paragraph 5.18 of Government Auditing Standards, this paragraph should be modified to include a statement such as the following:
"However, we noted certain immaterial instances of noncompliance, which we have reported to management of Example Entity in a
separate letter dated August 15, 20X1." This reference to management is intended to be consistent with paragraph 5.20 of Government
Auditing Standards which indicates that communications to "top" management should be referred to.
7 If the auditor has issued a separate letter to management to communicate other matters involving the design and operation of the
internal control over financial reporting, this paragraph should be modified to include a statement such as the following: "However,
we noted other matters involving the internal control over financial reporting, which we have reported to management of Example
Entity in a separate letter dated August 15, 20X1." This reference is not intended to preclude the auditor from including other matters
in the separate letter to management. Furthermore, the reference to management is intended to be consistent with paragraph 5.28 of
Government Auditing Standards which indicates that communications to "top" management should be referred to.
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This report is intended solely for the information and use of the audit committee, management, [specify
legislative or regulatory body], and federal awarding agencies and pass-through entities and is not intended to
be and should not be used by anyone other than these specified parties.8,9

[Signature]
[Date]
[Source: Statement of Position (SOP) 98-3, Audits of States, Local Governments, and Not-for-Profit Organizations
Receiving Federal Awards, Appendix D, Example 2, with conforming changes as of May 1,2001 (AUD section
11,320).]

8 If this report is issued for an audit that is not subject to Circular A-133, this sentence should be modified as follows: "This report is
intended solely for the information and use of the audit committee, management, and [specify legislative or regulatory body], and is not
intended to be and should not be used by anyone other than these specified parties."
9 This paragraph conforms to SAS No. 87, Restricting the Use of an Auditor's Report (AU section 532). See SAS No. 87 for additional
guidance on restricted-use reports.
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.19 Report on Compliance and on Internal Control Over Financial Reporting1 Based on an Audit of
Financial Statements Performed in Accordance With Government Auditing Standards (Reportable
Instances of Noncompliance and Reportable Conditions Identified)1
2
Independent Auditor's Report

Addressee:

We have audited the financial statements of Example Entity as of and for the year ended June 30,20X1, and
have issued our report thereon dated August 15, 20X1.3 We conducted our audit in accordance with
auditing standards generally accepted in the United States of America and the standards applicable to
financial audits contained in Government Auditing Standards,4 issued by the Comptroller General of the
United States.
Compliance

As part of obtaining reasonable assurance about whether Example Entity's financial statements are free of
material misstatement, we performed tests of its compliance with certain provisions of laws, regulations,
contracts, and grants, noncompliance with which could have a direct and material effect on the determination
of financial statement amounts. However, providing an opinion on compliance with those provisions was not
an objective of our audit, and accordingly, we do not express such an opinion. The results of our tests disclosed
instances of noncompliance that are required to be reported under Government Auditing Standards5 and which
are described in the accompanying schedule of findings and questioned costs as items [list the reference
numbers of the related findings, for example, 20X1-2 and 20X1-5].6
Internal Control Over Financial Reporting
In planning and performing our audit, we considered Example Entity's internal control over financial
reporting in order to determine our auditing procedures for the purpose of expressing our opinion on the
financial statements and not to provide assurance on the internal control over financial reporting. However,
we noted certain matters involving the internal control over financial reporting and its operation that we
consider to be reportable conditions. Reportable conditions involve matters coming to our attention relating
to significant deficiencies in the design or operation of the internal control over financial reporting that, in
our judgment, could adversely affect Example Entity's ability to record, process, summarize, and report
financial data consistent with the assertions of management in the financial statements. Reportable condi
tions are described in the accompanying schedule of findings and questioned costs as items [list the reference
numbers of the related findings, for example, 20X1-1,20X1-4, and 20X1-8].
A material weakness is a condition in which the design or operation of one or more of the internal control
components does not reduce to a relatively low level the risk that misstatements in amounts that would be
material in relation to the financial statements being audited may occur and not be detected within a timely
period by employees in the normal course of performing their assigned functions. Our consideration of the
internal control over financial reporting would not necessarily disclose all matters in the internal control that
might be reportable conditions and, accordingly, would not necessarily disclose all reportable conditions
1 See AAM section 12,400.18, footnote 1.
2 See AAM section 12,400.18, footnote 2.

3 See AAM section 12,400.18, footnote 3.
4 See AAM section 12,400.17, footnote 2.
5 See AAM section 12,400.18, footnote 5.

6 If the auditor has issued a separate letter to management to communicate matters that do not meet the criteria for reporting in
paragraph 5.18 of Government Auditing Standards, this paragraph should be modified to include a statement such as the following: "We
also noted certain immaterial instances of noncompliance, which we have reported to management of Example Entity in a separate
letter dated August 15,20X1." This reference to management is intended to be consistent with chapter 5, paragraph 5.20 of Government
Auditing Standards, which indicates that communications to "top" management should be referred to.
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that are also considered to be material weaknesses. However, we believe that none of the reportable
conditions described above is a material weakness.7,8
This report is intended solely for the information and use of the audit committee, management, [specify
legislative or regulatory body], and federal awarding agencies and pass-through entities and is not intended to
be and should not be used by anyone other than these specified parties.9,10

[Signature]

[Date]
[Source: Statement of Position (SOP) 98-3, Audits of States, Local Governments, and Not-for-Profit Organizations
Receiving Federal Awards, Appendix D, Example 2A, with conforming changes as of May 1,2001 (AUD section
11,320).]

7 If conditions believed to be material weaknesses are disclosed, the report should identify the material weaknesses that have come
to the auditor's attention. The last sentence of this paragraph should be replaced with language such as the following: "However, of the
reportable conditions described above, we consider items [list the reference numbers of the related findings, for example, 20X1-1 and 20X1-8]
to be material weaknesses."
8 If the auditor has issued a separate letter to management to communicate other matters involving the design and operation of the
internal control over financial reporting, this paragraph should be modified to include a statement such as the following: "We also
noted other matters involving the internal control over financial reporting, which we have reported to management of Example Entity
in a separate letter dated August 15, 20X1." This reference is not intended to preclude the auditor from including other matters in the
separate letter to management. Furthermore, the reference to management is intended to be consistent with paragraph 5.28 of
Government Auditing Standards which indicates that communications to "top" management should be referred to.

9 If this report is issued for an audit that is not subject to Circular A-133, this sentence should be modified as follows: "This report is
intended solely for the information and use of the audit committee, management, and [specify legislative or regulatory body], and is not
intended to be and should not be used by anyone other than these specified parties." All references to the schedule of findings and
questioned costs should also be removed, and instead, a description of the findings should be included in the report."

10

See AAM section 12,400.18, footnote 9.
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.20 Report on Compliance With Requirements Applicable to Each Major Program and on Internal
Control Over Compliance in Accordance With OMB Circular A-133 (Unqualified Opinion on
Compliance and No Material Weaknesses [No Reportable Conditions Identified])1
Independent Auditor's Report

Addressee:
Compliance

We have audited the compliance of Example Entity with the types of compliance requirements described in
the U.S. Office of Management and Budget (OMB) Circular A-133 Compliance Supplement that are applicable to
each of its major federal programs for the year ended June 30,20X1. Example Entity's major federal programs
are identified in the summary of auditor's results section of the accompanying schedule of findings and
questioned costs. Compliance with the requirements of laws, regulations, contracts, and grants applicable
to each of its major federal programs is the responsibility of Example Entity's management. Our responsi
bility is to express an opinion on Example Entity's compliance based on our audit.
We conducted our audit of compliance in accordance with auditing standards generally accepted in the
United States of America; the standards applicable to financial audits contained in Government Auditing
Standards,1
2 issued by the Comptroller General of the United States; and OMB Circular A-133, Audits of States,
Local Governments, and Non-Profit Organizations. Those standards and OMB Circular A-133 require that we
plan and perform the audit to obtain reasonable assurance about whether noncompliance with the types of
compliance requirements referred to above that could have a direct and material effect on a major federal
program occurred. An audit includes examining, on a test basis, evidence about Example Entity's compliance
with those requirements and performing such other procedures as we considered necessary in the circum
stances. We believe that our audit provides a reasonable basis for our opinion. Our audit does not provide
a legal determination of Example Entity's compliance with those requirements.

In our opinion, Example Entity complied, in all material respects, with the requirements referred to above
that are applicable to each of its major federal programs for the year ended June 30, 20X1. However, the
results of our auditing procedures disclosed instances of noncompliance with those requirements, which are
required to be reported in accordance with OMB Circular A-133 and which are described in the accompany
ing schedule of findings and questioned costs as items [list the reference numbers of the related findings, for
example, 20X1-3 and 20X1-6].3
Internal Control Over Compliance

The management of Example Entity is responsible for establishing and maintaining effective internal control
over compliance with the requirements of laws, regulations, contracts, and grants applicable to federal
programs. In planning and performing our audit, we considered Example Entity's internal control over
compliance with requirements that could have a direct and material effect on a major federal program in
order to determine our auditing procedures for the purpose of expressing our opinion on compliance and
to test and report on the internal control over compliance in accordance with OMB Circular A-133.
Our consideration of the internal control over compliance would not necessarily disclose all matters in the
internal control that might be material weaknesses. A material weakness is a condition in which the design
1 The auditor should use the portions of AAM section 12,400.20 and AAM section 12,400.21 that apply to a specific auditee situation.
For example, if the auditor will be giving an unqualified opinion on compliance but has identified reportable conditions, the
compliance section of this report would be used along with the internal control section of AAM section 12,400.21. Alternatively, if the
auditor will be giving a qualified opinion on compliance but has not identified reportable conditions, the internal control section of this
report would be used along with the compliance section of AAM section 12,400.21.
2 See AAM section 12,400.17, footnote 2.
3 When there are no such instances of noncompliance identified in the schedule of findings and questioned costs, the last sentence
should be omitted.
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or operation of one or more of the internal control components does not reduce to a relatively low level the
risk that noncompliance with applicable requirements of laws, regulations, contracts, and grants that would
be material in relation to a major federal program being audited may occur and not be detected within a
timely period by employees in the normal course of performing their assigned functions. We noted no matters
involving the internal control over compliance and its operation that we consider to be material weaknesses.4

This report is intended solely for the information and use of the audit committee, management, [specify
legislative or regulatory body], and federal awarding agencies and pass-through entities and is not intended to
be and should not be used by anyone other than these specified parties.5
[Signature]

[Date]
[Source: Statement of Position (SOP) 98-3, Audits of States, Local Governments, and Not-for-Profit Organizations
Receiving Federal Awards, Appendix D, Example 3, with conforming changes as of May 1,2001 (AUD section
11,320).]

4 As noted in AAM section 12,400.17, footnote 3, there may be instances in which it would be appropriate to report on the schedule
of expenditures of federal awards in this report (that is, a separate single audit package is issued). In such a circumstance, a new section
should be added immediately following this paragraph as follows:

Schedule of Expenditures of Federal Awards
We have audited the [general-purpose or basic] financial statements of Example Entity as of and for the year ended June 30,
20X1, and have issued our report thereon dated August 15,20X1. Our audit was performed for the purpose of forming an
opinion on the [general-purpose or basic] financial statements taken as a whole. The accompanying schedule of expenditures
of federal awards is presented for purposes of additional analysis as required by OMB Circular A-133 and is not a required
part of the [general-purpose or basic] financial statements. Such information has been subjected to the auditing procedures
applied in the audit of the [general-purpose or basic] financial statements and, in our opinion, is fairly stated, in all material
respects, in relation to the [general-purpose or basic] financial statements taken as a whole.
Describe any departure from the standard report (for example, a qualified opinion, a modification as to consistency because
of a change in accounting principle, or a reference to the report of other auditors). Auditors should also refer to AAM section
12,400.17, footnote 5 for additional guidance.
5 See AAM section 12,400.18, footnote 9.
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Report on Compliance With Requirements Applicable to Each Major Program and on Internal
Control Over Compliance in Accordance With OMB Circular A-133 (Qualified Opinion on Compliance
and Reportable Conditions Identified)1

Independent Auditor's Report

Addressee:
Compliance
We have audited the compliance of Example Entity with the types of compliance requirements described in
the U.S. Office of Management and Budget (OMB) Circular A-133 Compliance Supplement that are applicable to
each of its major federal programs for the year ended June 30,20X1. Example Entity's major federal programs
are identified in the summary of auditor's results section of the accompanying schedule of findings and
questioned costs. Compliance with the requirements of laws, regulations, contracts, and grants applicable
to each of its major federal programs is the responsibility of Example Entity's management. Our responsi
bility is to express an opinion on Example Entity's compliance based on our audit.
We conducted our audit of compliance in accordance with auditing standards generally accepted in the
United States of America; the standards applicable to financial audits contained in Government Auditing
Standards,1
2 issued by the Comptroller General of the United States; and OMB Circular A-133, Audits of States,
Local Governments, and Non-Profit Organizations. Those standards and OMB Circular A-133 require that we
plan and perform the audit to obtain reasonable assurance about whether noncompliance with the types of
compliance requirements referred to above that could have a direct and material effect on a major federal
program occurred. An audit includes examining, on a test basis, evidence about Example Entity's compliance
with those requirements and performing such other procedures as we considered necessary in the circum
stances. We believe that our audit provides a reasonable basis for our opinion. Our audit does not provide
a legal determination of Example Entity's compliance with those requirements.

As described in item [list the reference numbers of the related findings, for example, 20X1-10] in the accompanying
schedule of findings and questioned costs, Example Entity did not comply with requirements regarding
[identify the type(s) of compliance requirement] that are applicable to its [identify the major federal program].
Compliance with such requirements is necessary, in our opinion, for Example Entity to comply with the
requirements applicable to that program.

In our opinion, except for the noncompliance described in the preceding paragraph, Example Entity
complied, in all material respects, with the requirements referred to above that are applicable to each of its
major federal programs for the year ended June 30,20X1.3
Internal Control Over Compliance
The management of Example Entity is responsible for establishing and maintaining effective internal
control over compliance with the requirements of laws, regulations, contracts, and grants applicable to
federal programs. In planning and performing our audit, we considered Example Entity's internal
control over compliance with requirements that could have a direct and material effect on a major federal
program in order to determine our auditing procedures for the purpose of expressing our opinion on
compliance and to test and report on the internal control over compliance in accordance with OMB
Circular A-133.
1 See AAM section 12,400.20, footnote 1.
2 See AAM section 12,400.17, footnote 2.
3 When other instances of noncompliance are identified in the schedule of findings and questioned costs as required by Circular
A-133, the following sentence should be added: "The results of our auditing procedures also disclosed other instances of noncompli
ance with those requirements, which are required to be reported in accordance with OMB Circular A-133 and which are described in
the accompanying schedule of findings and questioned costs as items [list the reference numbers of the related findings, for example, 20X1-3
and 20X1-6]."
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We noted certain matters involving the internal control over compliance and its operation that we consider
to be reportable conditions. Reportable conditions involve matters coming to our attention relating to
significant deficiencies in the design or operation of the internal control over compliance that, in our
judgment, could adversely affect Example Entity's ability to administer a major federal program in accord
ance with the applicable requirements of laws, regulations, contracts, and grants. Reportable conditions are
described in the accompanying schedule of findings and questioned costs as items [list the reference numbers
of the related findings, for example, 20X1-7,20X1-8, and 20X1-9].

A material weakness is a condition in which the design or operation of one or more of the internal control
components does not reduce to a relatively low level the risk that noncompliance with the applicable
requirements of laws, regulations, contracts, and grants that would be material in relation to a major federal
program being audited may occur and not be detected within a timely period by employees in the normal
course of performing their assigned functions. Our consideration of the internal control over compliance
would not necessarily disclose all matters in the internal control that might be reportable conditions and,
accordingly, would not necessarily disclose all reportable conditions that are also considered to be material
weaknesses. However, we believe that none of the reportable conditions described above is a material
weakness.4,5

This report is intended solely for the information and use of the audit committee, management, [specify
legislative or regulatory body], and federal awarding agencies and pass-through entities and is not intended to
be and should not be used by anyone other than these specified parties.456
[Signature]

[Date]
[Source: Statement of Position (SOP) 98-3, Audits of States, Local Governments, and Not-for-Profit Organizations
Receiving Federal Awards, Appendix D, Example 3A, with conforming changes as of May 1,2001 (AUD section
11,320).]

4 See AAM section 12,400.19, footnote 7.
5 See AAM section 12,400.20, footnote 4.
6 See AAM section 12,400.18, footnote 9.
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.22 Report on Compliance With Requirements Applicable to Each Major Program and on Internal
Control Over Compliance in Accordance With OMB Circular A-133 (Qualified Opinion on ComplianceScope Limitation for One Major Program, Unqualified Opinion on Compliance for Other Major
Programs, Reportable Conditions Identified)
Independent Auditor's Report

Addressee:
Compliance

We have audited the compliance of Example Entity with the types of compliance requirements described in
the U.S. Office of Management and Budget (OMB) Circular A-133 Compliance Supplement that are applicable to
each of its major federal programs for the year ended June 30,20X1. Example Entity's major federal programs
are identified in the summary of auditor's results section of the accompanying schedule of findings and
questioned costs. Compliance with the requirements of laws, regulations, contracts, and grants applicable
to each of its major federal programs is the responsibility of Example Entity's management. Our responsi
bility is to express an opinion on Example Entity's compliance based on our audit.

Except as discussed in the following paragraph, we conducted our audit of compliance in accordance with
auditing standards generally accepted in the United States of America; the standards applicable to financial
audits contained in Government Auditing Standards,1 issued by the Comptroller General of the United States;
and OMB Circular A-133, Audits of States, Local Governments, and Non-Profit Organizations. Those standards
and OMB Circular A-133 require that we plan and perform the audit to obtain reasonable assurance about
whether noncompliance with the types of compliance requirements referred to above that could have a direct
and material effect on a major federal program occurred. An audit includes examining, on a test basis,
evidence about Example Entity's compliance with those requirements and performing such other procedures
as we considered necessary in the circumstances. We believe that our audit provides a reasonable basis for
our opinion. Our audit does not provide a legal determination of Example Entity's compliance with those
requirements.
We were unable to obtain sufficient documentation supporting the compliance of Example Entity with
[identify the major federal program] regarding [identify the type(s) of compliance requirement], nor were we able to
satisfy ourselves as to Example Entity's compliance with those requirements by other auditing procedures.
In our opinion, except for the effects of such noncompliance, if any, as might have been determined had we
been able to examine sufficient evidence regarding Example Entity's compliance with the requirements of
[identify the major federal program] regarding [identify the type(s) of compliance requirement], Example Entity
complied, in all material respects, with the requirements referred to above that are applicable to each of its
other major federal programs for the year ended June 30,20X1.2

Internal Control Over Compliance

The management of Example Entity is responsible for establishing and maintaining effective internal control
over compliance with the requirements of laws, regulations, contracts, and grants applicable to federal
programs. In planning and performing our audit, we considered Example Entity's internal control over
compliance with requirements that could have a direct and material effect on a major federal program in
order to determine our auditing procedures for the purpose of expressing our opinion on compliance and
to test and report on the internal control over compliance in accordance with OMB Circular A-133.
We noted certain matters involving the internal control over compliance and its operation that we consider
to be reportable conditions. Reportable conditions involve matters coming to our attention relating to significant
deficiencies in the design or operation of the internal control over compliance that, in our judgment, could
1 See AAM section 12,400.17, footnote 2.
2 See AAM section 12,400.21, footnote 3.
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adversely affect Example Entity's ability to administer a major federal program in accordance with the
applicable requirements of laws, regulations, contracts, and grants. Reportable conditions are described in
the accompanying schedule of findings and questioned costs as items [list the reference numbers of the related
findings, for example, 20X1-7,20X1-8, and 20X1-9].

A material weakness is a condition in which the design or operation of one or more of the internal control
components does not reduce to a relatively low level the risk that noncompliance with the applicable
requirements of laws, regulations, contracts, and grants that would be material in relation to a major federal
program being audited may occur and not be detected within a timely period by employees in the normal
course of performing their assigned functions. Our consideration of the internal control over compliance
would not necessarily disclose all matters in the internal control that might be reportable conditions and,
accordingly, would not necessarily disclose all reportable conditions that are also considered to be material
weaknesses. However, we believe that none of the reportable conditions described above is a material
weakness.3,4
This report is intended solely for the information and use of the audit committee, management, [specify
legislative or regulatory body], and federal awarding agencies and pass-through entities and is not intended to
be and should not be used by anyone other than these specified parties.345

[Signature]
[Date]
[Source: Statement of Position (SOP) 98-3, Audits of States, Local Governments, and Not-for-Profit Organizations
Receiving Federal Awards, Appendix D, Example 4, with conforming changes as of May 1,2001 (AUD section
11,320).]

3 See AAM section 12,400.19, footnote 7.

4 See AAM section 12,400.20, footnote 4.

5 See AAM section 12,400.18, footnote 9.
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Report on Compliance With Requirements Applicable to Each Major Program and on Internal
Control Over Compliance in Accordance With OMB Circular A-133 (Adverse Opinion on Compliance
for One Major Program, Unqualified Opinion on Compliance for Other Major Programs, and
Material Weaknesses Identified)
Independent Auditor's Report

Addressee:

Compliance
We have audited the compliance of Example Entity with the types of compliance requirements described in
the U.S. Office of Management and Budget (OMB) Circular A-133 Compliance Supplement that are applicable to
each of its major federal programs for the year ended June 30,20X1. Example Entity's major federal programs
are identified in the summary of auditor's results section of the accompanying schedule of findings and
questioned costs. Compliance with the requirements of laws, regulations, contracts, and grants applicable
to each of its major federal programs is the responsibility of Example Entity's management. Our responsi
bility is to express an opinion on Example Entity's compliance based on our audit.
We conducted our audit of compliance in accordance with auditing standards generally accepted in the
United States of America; the standards applicable to financial audits contained in Government Auditing
Standards,1 issued by the Comptroller General of the United States; and OMB Circular A-133, Audits of States,
Local Governments, and Non-Profit Organizations. Those standards and OMB Circular A-133 require that we
plan and perform the audit to obtain reasonable assurance about whether noncompliance with the types of
compliance requirements referred to above that could have a direct and material effect on a major federal
program occurred. An audit includes examining, on a test basis, evidence about Example Entity's compliance
with those requirements and performing such other procedures as we considered necessary in the circum
stances. We believe that our audit provides a reasonable basis for our opinion. Our audit does not provide
a legal determination of Example Entity's compliance with those requirements.

As described in items [list the reference numbers of the related findings, for example, 20X1-10,20X1-11, and 20X1-12]
in the accompanying schedule of findings and questioned costs, Example Entity did not comply with
requirements regarding [identify the types of compliance requirements] that are applicable to its [identify the major
federal program]. Compliance with such requirements is necessary, in our opinion, for Example Entity to
comply with requirements applicable to that program.
In our opinion, because of the effects of the noncompliance described in the preceding paragraph, Example
Entity did not comply in all material respects, with the requirements referred to above that are applicable to
[identify the major federal program]. Also, in our opinion, Example Entity complied, in all material respects,
with the requirements referred to above that are applicable to each of its other major federal programs for
the year ended June 30,20X1.2

Internal Control Over Compliance
The management of Example Entity is responsible for establishing and maintaining effective internal control
over compliance with the requirements of laws, regulations, contracts, and grants applicable to federal
programs. In planning and performing our audit, we considered Example Entity's internal control over
compliance with requirements that could have a direct and material effect on a major federal program in
order to determine our auditing procedures for the purpose of expressing our opinion on compliance and
to test and report on the internal control over compliance in accordance with OMB Circular A-133.

We noted certain matters involving the internal control over compliance and its operation that we consider
to be reportable conditions. Reportable conditions involve matters coming to our attention relating to significant
1 See AAM section 12,400.17, footnote 2.

2 See AAM section 12,400.21, footnote 3.
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deficiencies in the design or operation of the internal control over compliance that, in our judgment, could
adversely affect Example Entity's ability to administer a major federal program in accordance with the
applicable requirements of laws, regulations, contracts, and grants. Reportable conditions are described in
the accompanying schedule of findings and questioned costs as items [list the reference numbers of the related
findings, for example, 20X1-7,20X1-8, and 20X1-9].

A material weakness is a condition in which the design or operation of one or more of the internal control
components does not reduce to a relatively low level the risk that noncompliance with the applicable
requirements of laws, regulations, contracts, and grants that would be material in relation to a major federal
program being audited may occur and not be detected within a timely period by employees in the normal
course of performing their assigned functions. Our consideration of the internal control over compliance
would not necessarily disclose all matters in the internal control that might be reportable conditions and,
accordingly, would not necessarily disclose all reportable conditions that are also considered to be material
weaknesses. However, of the reportable conditions described above, we consider items [list the reference
numbers of the related findings, for example 20X1-8 and 20X1-91 to be material weaknesses.3
This report is intended solely for the information and use of the audit committee, management, [specify
legislative or regulatory body], and federal awarding agencies and pass-through entities and is not intended to
be and should not be used by anyone other than these specified parties.4
[Signature]

[Date]
[Source: Statement of Position (SOP) 98-3, Audits of States, Local Governments, and Not-for-Profit Organizations
Receiving Federal Awards, Appendix D, Example 5, with conforming changes as of May 1,2001 (AUD section
11,320).]

3 See AAM section 12,400.20, footnote 4.
4 See AAM section 12,400.18, footnote 9.
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.24 Unqualified Opinion on the Financial Statements of a Federal Program in Accordance With the
Program-Specific Audit Option Under OMB Circular A-133

Independent Auditor's Report

Addressee:
We have audited the accompanying schedule of expenditures of federal awards for the [identify the federal
program] of Example Entity for the year ended June 30,20X1. This financial statement is the responsibility of
Example Entity's management. Our responsibility is to express an opinion on the financial statement of the
program based on our audit.1

We conducted our audit in accordance with auditing standards generally accepted in the United States of
America; the standards applicable to financial audits contained in Government Auditing Standards,1
2 issued by
the Comptroller General of the United States; and OMB Circular A-133, Audits of States, Local Governments,
and Non-Profit Organizations. Those standards and OMB Circular A-133 require that we plan and perform the
audit to obtain reasonable assurance about whether the financial statement is free of material misstatement.
An audit includes examining, on a test basis, evidence supporting the amounts and disclosures in the
financial statement. An audit also includes assessing the accounting principles used and the significant
estimates made by management, as well as evaluating the overall financial statement presentation. We
believe that our audit provides a reasonable basis for our opinion.
In our opinion, the schedule of expenditures of federal awards referred to above345 presents fairly, in all
material respects, the expenditures of federal awards under the [identify the federal program] in conformity
with accounting principles generally accepted in the United States of America.4,5

[Signature]
[Date]
[Source: Statement of Position (SOP) 98-3, Audits of States, Local Governments, and Not-for-Profit Organizations
Receiving Federal Awards, Appendix D, Example 6, with conforming changes as of May 1,2001 (AUD section
11,320).]

1 In many cases, the financial statements of the program will consist only of the schedule of expenditures of federal awards (and notes
to the schedule), which is the minimum financial statement presentation required by section 235 of Circular A-133. If the auditee issues
financial statements that consist of more than the schedule, this paragraph should be modified to describe the financial statements. Also
refer to paragraph 11.10 of AICPA Statement of Position 98-3, Audits of States, Local Governments, and Not-for-Profit Organizations
Receiving Federal Awards (AUD section 11,320-11.10) for a discussion of the possible necessity to issue a separate report to meet the
reporting requirements of Government Auditing Standards.
2 See AAM section 12,400.17, footnote 2.
3 If the auditee issues financial statements that consist of more than the schedule, this sentence should be modified to identify the
results displayed in the financial presentation.
4 The auditor should follow the guidance in SAS No. 62, Special Reports (AU section 623), when the auditee prepares the financial
statement of the program in conformity with a basis of accounting other than GAAP.

5 If a separate report is issued to meet the reporting requirements of Government Auditing Standards (see paragraph 11.10 of AICPA
Statement of Position 98-3, Audits of States, Local Governments, and Not-for-Profit Organizations Receiving Federal Awards [AUD section
11,320-11.10]), an additional paragraph should be added as follows: "In accordance with Government Auditing Standards, we have also
issued our report dated [date of report] on our consideration of Example Entity's internal control over financial reporting and on our tests
of its compliance with certain provisions of laws, regulations, contracts, and grants."
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Report on Compliance With Requirements Applicable to the Federal Program and on Internal
Control Over Compliance in Accordance With the Program-Specific Audit Option Under OMB
Circular A-1331 (Unqualified Opinion on Compliance and No Material Weaknesses [No Reportable
Conditions Identified])1
2
Independent Auditor's Report

Addressee:
Compliance

We have audited the compliance of Example Entity with the types of compliance requirements described in
the U.S. Office of Management and Budget (OMB) Circular A-133 Compliance Supplement that are applicable to
[identify the federal program] for the year ended June 30, 20X1. Compliance with the requirements of laws,
regulations, contracts, and grants applicable to its major federal program is the responsibility of Example
Entity's management. Our responsibility is to express an opinion on Example Entity's compliance based on
our audit.
We conducted our audit of compliance in accordance with auditing standards generally accepted in the
United States of America; the standards applicable to financial audits contained in Government Auditing
Standards,3 issued by the Comptroller General of the United States; and OMB Circular A-133, Audits of States,
Local Governments, and Non-Profit Organizations. Those standards and OMB Circular A-133 require that we
plan and perform the audit to obtain reasonable assurance about whether noncompliance with the types of
compliance requirements referred to above that could have a direct and material effect on [identify the federal
program] occurred. An audit includes examining, on a test basis, evidence about Example Entity's compliance
with those requirements and performing such other procedures as we considered necessary in the circum
stances. We believe that our audit provides a reasonable basis for our opinion. Our audit does not provide
a legal determination of Example Entity's compliance with those requirements.

In our opinion, Example Entity complied, in all material respects, with the requirements referred to above
that are applicable to its [identify the federal program] for the year ended June 30, 20X1. However, the results
of our auditing procedures disclosed instances of noncompliance with those requirements, which are
required to be reported in accordance with OMB Circular A-133 and which are described in the accompany
ing schedule of findings and questioned costs as items [list the reference numbers of the related findings, for
example, 20X1-1 and 20X1-2].4

Internal Control Over Compliance
The management of Example Entity is responsible for establishing and maintaining effective internal
control over compliance with the requirements of laws, regulations, contracts, and grants applicable to
federal programs. In planning and performing our audit, we considered Example Entity's internal
control over compliance with requirements that could have a direct and material effect on its [identify
the federal program] in order to determine our auditing procedures for the purpose of expressing our
opinion on compliance and to test and report on the internal control over compliance in accordance with
OMB Circular A-133.
1 This is an example of a report on a program-specific audit under Circular A-133 when no federal audit guide applicable to the
program being audited is available. When a federal audit guide applicable to the program is available, Circular A-133 requires that the
auditor follow the reporting requirements of that federal audit guide (see paragraph 11.4 of AICPA Statement of Position 98-3, Audits of
States, Local Governments, and Not-for-Profit Organizations Receiving Federal Awards [AUD section 11,320-11.4] for a discussion of the
auditor's responsibility when a program-specific audit guide is not current).

2 If issuing a qualified or adverse opinion on compliance, the auditor should modify the compliance section of this report to be
consistent with the wording used in AAM section 12,400.21 or AAM section 12,400.25, accordingly. If reporting reportable conditions,
including material weaknesses, the auditor should modify the internal control section of this report to be consistent with the wording
used in AAM section 12,400.21.

3 See AAM section 12,400.17, footnote 2.
4 See AAM section 12,400.20, footnote 3.
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Our consideration of the internal control over compliance would not necessarily disclose all matters in the
internal control that might be material weaknesses. A material weakness is a condition in which the design
or operation of one or more of the internal control components does not reduce to a relatively low level the
risk that noncompliance with the applicable requirements of laws, regulations, contracts, and grants that
would be material in relation to a major federal program being audited may occur and not be detected within
a timely period by employees in the normal course of performing their assigned functions. We noted no
matters involving the internal control over compliance and its operation that we consider to be material
weaknesses.

This report is intended solely for the information and use of the audit committee, management, [specify
legislative or regulatory body], and the federal awarding agency and pass-through entity and is not intended
to be and should not be used by anyone other than these specified parties.5
[Signature]

[Date]
[Source: Statement of Position (SOP) 98-3, Audits of States, Local Governments, and Not-for-Profit Organizations
Receiving Federal Awards, Appendix D, Example 6A, with conforming changes as of May 1,2001 (AUD section
11,320).]

5 See AAM section 12,400.18, footnote 9.
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Illustrative Schedule of Findings and Questioned Costs
Example Entity
Schedule of Findings and Questioned Costs

For the Year Ended June 30,20X1
Section I—Summary of Auditor's Results
Financial Statements

Type of auditor's report issued [unqualified, qualified, adverse, or disclaimer]:
Internal control over financial reporting:
• Material weakness(es) identified?

____ yes___ __ no

• Reportable condition(s) identified that are not
considered to be material weaknesses?

____ yes___ __ none reported

Noncompliance material to financial statements
noted?

____ yes___ __ no

Federal Awards

Internal control over major programs:
• Material weakness(es) identified?

____ yes___ __ no

• Reportable condition(s) identified that are not
considered to be material weakness(es)?

____ yes___ __ none reported

Type of auditor's report issued on compliance for major programs [unqualified, qualified,
adverse, or disclaimer]:1

Any audit findings disclosed that are required to
be reported in accordance with section 510(a) of
Circular A-133?

yes

no

Identification of major programs:12
CFDA Number(s)3

Name of Federal Program or Cluster4

Dollar threshold used to distinguish between type A
and type B programs:

$

Auditee qualified as low-risk auditee?

yes

no

1 If the audit report for one or more major programs is other than unqualified, indicate the type of report issued for each program.
For example, if the audit report on major program compliance for an auditee having five major programs includes an unqualified
opinion for three of the programs, a qualified opinion for one program, and a disclaimer of opinion for one program, the response to
this question could be as follows: "Unqualified for all major programs except for [name of program], which was qualified and [name of
program], which was a disclaimer."
2 Major programs should generally be identified in the same order as reported on the schedule of expenditures of federal awards.
3 When the CFDA number is not available, include other identifying number, if applicable.

4 The name of the federal program or cluster should be the same as that listed in the schedule of expenditures of federal awards. For
clusters, auditors are only required to list the name of the cluster and not each individual program within the cluster.
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Section II—Financial Statement Findings
[This section identifies the reportable conditions, material weaknesses, and instances of
noncompliance related to the financial statements that are required to be reported in
accordance with paragraphs 5.18 through 5.20 of Government Auditing Standards.
Auditors should refer to those paragraphs, as well as the reports content section of chapter
7 of Government Auditing Standards,for additional guidance on preparing this section
of the schedule.

Identify each finding with a reference number.5 If there are no findings, state that no matters
were reported. Audit findings that relate to both the financial statements and federal awards
should be reported in both section II and section III. However, the reporting in one section
may be in summary form with a reference to a detailed reporting in the other section of the
schedule. For example, a material weakness in internal control that effects an entity as a whole,
including its federal awards, would generally be reported in detail in this section. Section III
would then include a summary identification of the finding and a reference back to the specific
finding in this section. Each finding should be presented in the following level of detail, as
applicable:
•
•
•
•
•
•

Criteria or specific requirement
Condition
Context6
Effect
Cause
Recommendation

• Management's response7]
Section III—Federal Award Findings and Questioned Costs

[This section identifies the audit findings required to be reported by section 510(a) of Circular
A-133 (for example, reportable conditions, material weaknesses, and material instances of
noncompliance, including questioned costs). Where practical, findings should be organized
by federal agency or pass-through entity.

Identify each finding with a reference number.8 If there are no findings, state that no matters
were reported. Audit findings that relate to both the financial statements and federal awards
should be reported in both section II and section III. However, the reporting in one section
may be in summary form with a reference to a detailed reporting in the other section of the
schedule. For example, a finding of noncompliance with a federal program law that is also
material to the financial statements would generally be reported in detail in this section.
Section II would then include a summary identification of the finding and a reference back to
the specific finding in this section. Each finding should be presented in the following level of
detail, as applicable:
• Information on the federal program9

• Criteria or specific requirement (including statutory, regulatory, or other citation)
5 A suggested format for assigning reference numbers is to use the last two digits of the fiscal year being audited, followed by a
numeric sequence of findings. For example, findings identified and reported in the audit of fiscal year 20X1 would be assigned
reference numbers of 20X1-1,20X1-2, etc.
6 Provide sufficient information for judging the prevalence and consequences of the finding, such as the relation to the universe of
costs and/or the number of items examined and quantification of audit findings in dollars.
7 See paragraphs 5.18 through 5.20 and 7.38 through 7.42 of Government Auditing Standards for additional guidance on reporting

management's response.

8 See footnote 5.

9 Provide the federal program (CFDA number and title) and agency, the federal award's number and year, and the name of the
pass-through entity, if applicable. When this information is not available, the auditor should provide the best information available to
describe the federal award.
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•

Condition10

•

Questioned costs11

•

Context12

•

Effect

•

Cause

•

Recommendation

•

Management's response13]

[Source: Statement of Position (SOP) 98-3, Audits of States, Local Governments, and Not-for-Profit Organizations
Receiving Federal Awards, Appendix E, with conforming changes as of May 1,2001 (AUD section 11,320).]

10 Include facts that support the deficiency identified in the audit finding.
11 Identify questioned costs as required by sections 510(a)(3) and 510(a)(4) of Circular A-133.

12 See footnote 6.
13 To the extent practical, indicate when management does not agree with the finding, questioned cost, or both.
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.27 Report on Separately Issued Summary Financial Information Prepared in Accordance With the
Guidance Provided in Paragraph 18.23 of the AICPA Audit and Accounting Guide Audits of State
and Local Governmental Units
Independent Auditor's Report
Addressee:

We have audited, in accordance with auditing standards generally accepted in the United States of America,
the general-purpose financial statements of [City of Example] as of and for the year ended June 30,20X1 (not
presented herein), and have issued our report thereon dated August 15,20X1?
As explained in Note [x], the accompanying summary financial information of [City of Example], as of and
for the year ended June 30, 20X1, is not a presentation in conformity with accounting principles generally
accepted in the United States of America. In our opinion, however, the accompanying summary financial
information is fairly stated, in all material respects, in relation to the general-purpose financial statements
from which it has been derived.

[Signature]

[Date]
[Source: AICPA Audit and Accounting Guide Audits of State and Local Governmental Units, Appendix A,
Example A.17, with conforming changes as of May 1,2001.]

1 Describe any departure from the standard report.
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.28 Report on Separately Issued Summary Financial Information Prepared in a Manner Inconsistent
With the Guidance Provided in Paragraph 18.23 of the AICPA Audit and Accounting Guide Audits
of State and Local Governmental Units
Independent Auditor's Report

Addressee:
We have audited, in accordance with auditing standards generally accepted in the United States of America,
the general-purpose financial statements of [City of Example] as of and for the year ended June 30,20X1 (not
presented herein), and have issued our report thereon dated August 15,20X1?
As explained in Note [x], the accompanying summary financial information of [City of Example], as of and
for the year ended June 30, 20X1, is not a presentation in conformity with accounting principles generally
accepted in the United States of America. Furthermore, the summary financial information has been prepared
[specify reason(s) for adverse report, for example, using a different measurement focus and basis of accounting1
2 from
the general-purpose financial statements].
In our opinion, because of the significance of [specify reason(s) for adverse report, for example, using a different
measurement focus and basis of accounting], the accompanying summary financial information, as of and for
the year ended June 30,20X1, is not fairly stated in relation to the general-purpose financial statements.

[Signature]

[Date]
[Source: AICPA Audit and Accounting Guide Audits of State and Local Governmental Units, Appendix A,
Example A.18, with conforming changes as of May 1,2001.1

[The next page is 20,001.]

1 Describe any departure from the standard report.

2 A different measurement focus and basis of accounting would include changing from a modified accrual basis of accounting to a
cash basis, recording depreciation on general fixed assets through the operating statement of a governmental fund type, etc.
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